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Abstract: We start by analyzing the factors that affect whethfirm issuing a bond will
incorporate a make-whole call provision. We themrahterize the factors that affect
whether make-whole call bonds are retired earlyeiiaer a tender offer or call. For a
sample of 701 make-whole callable bonds that wetieed early, we search newswire
reports and determine precisely why each bond etied early. In general, this is for
three primary reasons: 1) to refund the debt attveina perceived to be low current
interest rates, 2) as a result of a merger or adon, often by a private equity group, or
3) as a mechanism for paying out excess cash, gkeerated by prior divestitures.
Further analysis of the refunding transactionsaatdis that, despite paying a premium to
retire the debt early, the firms actually save savaillion dollars on average relative to
what the present value of their interest costs @dave been if they waited a year to
retire. Given the prevalence of restructuring dmivearly retirement, we conclude by
analyzing whether firms with a large percentagenake-whole callable debt are more
likely to be engaged in M&A transactions. Make-wdhbkavy firms are more likely to be
M&A acquirors, but not more likely to be M&A target
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|. Introduction

Survey evidence provided by Graham and Harvey (R@Hncel and Mittoo
(2004), and Brounen, de Jong, and Koedijk (200darty indicates that maintaining
financial flexibility is one of the highest pricet of executives when they are making
capital structure decisions. One way to interfitistis that leverage levels are kept lower
than the firm value maximizing level that would thah a static framework — in other
words, corporate executives proactively follow fimancial pecking order described by
Myers (1984). Maintaining low leverage, howevsrjust one dimension by which firms
maintain financial flexibility. Another dimensidor maintaining financial flexibility is
to structure financial claims, in particular delatims, so that they can be easily
renegotiated if future circumstances necessitaseatttion.

One method for increasing financial flexibility vésvis debt is to incorporate a
call provision. Mason (1984) for example, noted thés is a benefit of fixed-price call
provisions. More recently, Mann and Powers (2G0%) Powers and Tsyplakov (2008)
have highlighted make-whole call provisions as ahmaism for increasing financial
flexibility. 1 We first characterize the types of firms thatiessnake-whole call provisions
rather than non-callable bonds or bonds with figgde call provisions. We next pursue

our primary objective in this paper which is to Ed@erize the scenarios where make-

1 with a make-whole call provision, the call pricecalculated as the greater of par value or theeptes
value of the bond’s remaining payments. In the th8.discount rate used in the present value cloul

will be the prevailing risk-free rate for similaraturity Treasuries, plus a contractually specifspdead
known as the make-whole premium - make-whole premitypically range between 0 and 50 bp (Powers
and Sarkar; 2009). Since the call price floats wigk-free rates, bondholders are insulated froenvtialth
expropriation that typically occurs when a bondhwat fixed-price call provision is called (bond ist@rs

are still exposed to credit spread risk.) Giveis,tthe upfront cost of a make-whole call provisien
significantly less than that of a fixed-price callovision (Mann and Powers; 2004 and Powers and
Tsyplakov; 2008). Thus, a make-whole call is alhmsely an instrument for enabling a firm to retitebt
early without having to resort to a tender offéfo use the terminology of Mann and Powers (2004), “
make-whole call provision functions as a cap onpthee of a successful tender offer.”



whole call provisions are exercised. In particuee,assess whether they are truly
utilized ex-post to improve the issuing firm’s fir@al flexibility. Finally, we investigate
whether, ex-post, firms with more flexible debustures are more likely to engage in
significant activities like mergers and acquisigon

To our knowledge, we are the first researchersltivess the second and third
issues described in the previous paragraph. Dethi@tprevalence of make-whole call
bonds, the lack of existing research on how thiepealisions are utilized is mainly due
to the fact that until now, there have not beeunfficsent number of exercised make-
whole call provisions to analyze. This paucitybkervations reflects two issues. First,
make-whole call provisions are a relatively recfdition to the fixed-income universe.
Second, the floating call price significantly redadhe incentive to refund at a lower cost
that motivates most calls of fixed-price callabtatls (see King and Mauer (2000) for
factors driving execution of fixed-price calls.)

With respect to who issues make-whole callable,debtshow that the make-
whole call issuers can be characterized as higtosvtg firms, higher profitability, and
more research-intensive firms. This is consistdtit wur belief that make-whole calls
are included to improve financial flexibility asetbe are the types of firms that are more
likely to require that flexibility. We then characize the circumstances under which
make-whole callable bonds are retired early. Oatyais of 701 early retirements shows

that there are three primary motivations. The fggb refinance the debt — usually at a

2The first make-whole call bond issued in the Uzpital market seems to have been the 8 1/8%
15 year note issued by Harvard University in 1983handful of make-whole bonds were issued
each year up until 1997 when they became preve@émte 1998, new issues of make-whole
callable bonds have outnumbered new issues ofitradi fixed-price callable bonds. Since
2001, new issues of make-whole callable bonds bBgeoutnumbered new issues of noncallable
bonds.



lower rate and with an extended maturity. The sdauntivation for early retirement is
as part of a major corporate restructuring such lagyout by a private equity group.
Finally, many early retirements occur as part oéHart to delever the firm.

Expanding on what we learn by looking at the actaaly retirement events, we
take a deeper look at whether the firms that refied prior to the scheduled maturity of
the bonds made ex-post value increasing decisWesalso investigate whether firms
with a greater percentage of make-whole callabb¢ dee more likely to be engaged in
significant M&A activity than firms with predominélg non-callable debt.

With regards to the efficacy of the refinancingidems, ex-post it appears that
the firms made good decisions. Despite paying premsito retire their bonds early, the
firms saved several million dollars on average \yiding higher interest rates in the
future. With respect to restructuring and finandiekibility, our prior was that firms with
a large percentage of callable debt would be mbkeéylto be targets of takeover
attempts. What we actually find, however, is tlam$ with a greater percentage of
callable debt in their capital structures are digantly more likely to be M&A acquirers.

The many pieces of evidence that we accumulagglgrexpand our
understanding of how and why firms make use of makele call provisions. In
particular, our results confirm the characterizatid make-whole call provisions as an

innovative mechanism for improving a firm’s finaakflexibility.

Il. Prior Research

a. Ex-Anteincentivesto I ncorporate a Fixed-Price Call Provision



Because we conduct an analysis of factors thatrdete whether a firm
incorporates a make-whole call provision versuseeit fixed-price call provision or
keeping a bond non-callable, it is necessary teevethe literature on fixed-price call
provisions. Four primary hypotheses have beength for why firms incorporate fixed-
price call provisions: 1) moderating underinvestm&nreducing the likelihood of risk-
shifting, 3) attenuating the effect of asymmetnformation, and 4) hedging interest rate
risk.2

Bodie and Taggart (1978) were among the firstfaothesize that agency costs
motivate the use of fixed-price call provisionse8ifically, they demonstrate how call
provisions enable firms that face a debt overhaoblpm (Myers; 1977) to invest in
positive NPV projects that would have been igndredalling debt at less than the post-
investment market price and reducing the wealthsfiex to existing debt holders.
Barnea, et al. (1980) take a slightly differentraggeh and show that call provisions can
reduce the incentive of managers to risk shift bgsping high risk, negative NPV
projects. While risk shifting reduces the valughef underlying debt claim, it also
reduces the value of the call option held by tha fiThus, a call option can be a credible
ex-post commitment not to risk shift. The final agg theoretic rationale is that call
provisions can help resolve asymmetric informat®arnea, et al. (1980) show that call
provisions enable firms with positive private infaation regarding their true credit

quality to refinance at better rates once thatrméttion becomes public.

3 There is an early literature that hypothesizesfthas incorporate fixed-price call provisionsspeculate
on interest rate movements, with the assumptioniskaing firm managers believe that they havedbett
insights on interest rate movements than other etgr&rticipants (see e.g. Bowlin; 1966 and JenVied;
1967). With the ascendancy of the belief in reabbnefficient markets, however, the logic of whynfis
would rationally speculate on interest rates hantseriously weakened. Thus, the interest rateutgtém
hypothesis is largely out of favor.



The interest rate hedging hypothesis is artiedldty Guntay, et al. (2004).
Empirically, they show that firms that are operatily exposed to greater interest rate
risk are more likely to incorporate call provisio&intay, et al. (2004) also show that
issuers who seem more likely to have a difficuttdihedging interest rate risk are more
likely to incorporate fixed-price call provisiorisinally, they argue that the secular shift
away from fixed-price call provisions in the 193@sresponds with the significant
increase in the availability of interest rate dative securities.

In addition to the empirical analysis of Glntayakt(2004), there are several
empirical papers testing the determinants of whdthecorporate fixed-price call
provisions. Thatcher (1985) finds that smaller ramd firms with ___ (i.e. firms that
presumed to be more affected by agency probleraghare likely to have less binding
call protection on callable bonds. She arguestthsialleviates the under investment

problem. Mitchell (1991) finds that firms with and (presumed to be firms

with greater information asymmetry) are more likiyncorporate call
provisionsncorporate fixed-price call provisiondaicher (1985) finds that smaller firms
and firms with __ (i.e. firms that presumed ¢éonlore affected by agency problems)
are more likely to have less binding call protectim callable bonds. She argues that this
alleviates the under investment problem. Mitch#8191) finds that frmswith __ and
__ (presumed to be firms with greater informatisymmetry) are more likely to
incorporate call provisions. Kish and Livingsto®92), find that firms with higher

growth rates and worse credit ratings are mordyliteeincorporate call provisions.
Consistent with Giintay, et al. (2004), they alsal fihat call provisions are more

common when interest rates are high.



Banko and Zhou (2010) employ a larger sample thanynof the earlier
empirical studies. Because of the larger sampég;, #ine able to parse their sample more
finely and more clearly identify determinants ofdd-price call inclusion. In contrast to
the theoretical literature, Banko and Zhou (201@J that the likelihood of call
provisions decreases in proxies for the potenfiaké shifting. More importantly, they
find that call provisions are most likely when fgrare subject to both a potential
underinvestment problem and an asymmetric infomngtroblem. One might
characterize their results as firms having bothntloéive and the opportunity to
incorporate fixed-price call provisions are theeligst subjects.

In contrast to the many empirical papers that sttghe agency theoretic
motivation for call provisions, Crabbe and Helwé$@94) find that callable bonds are
significantly no more likely than comparable notlatale bonds to experience ratings
upgrades. Callable bonds are, however, signifigantre likely to experience
downgrades. In addition, callable bond issuers sedmave lower capital expenditures
than non-callable bond issuers — a fact that icansistent with the underinvestment
hypothesis. Finally, first call dates for fixed-qeicallable bonds are relatively uniform,
casting doubt on the theory that call provisioressenployed to ameliorate asymmetric

information or enable a firm to take on profitaliigestment opportunities.

b. Ex-Post Calls of Fixed-Price Callable Bonds
Many, if not most, calls of bonds with fixed-pricall provisions occur because
the call provision is in-the-money and the firm caaximize equity value by calling the

bond and expropriating wealth from existing bondleos. It is precisely because of this



valuable interest rate option that bond investecgiire substantial additional yield when
investing in fixed-price callable bonéisClearly, the interest rate option present indixe
price call provisions is significantly muted in neakhole call provisions. Thus, it might
seem that calls of fixed-price callable bonds ditéd light on calls of make-whole
callable bonds. Vu (1986) and King and Mauer (30806wever, both document that a
substantial number of calls of fixed-price callabtends actually occur when the call
provision is out the money. Vu (1986), for examfileds that 75% (76 out of 102) of the
calls in his sample occur when the call provis®out-of-the-money. While a smaller
percentage of out-of-the-money calls are presetitarsample analyzed by King and
Mauer (2000), the number is still significant abd 8f total calls (312 out of 1,642). In
addition, King and Mauer (2000) report that 77%haf call events in their sample are not
followed by substantial issuance of new debt inghgsuing year, i.e. the called bonds are
not being refunded. Using a more recent sampleaatitferent data source, Chen, et al.
(2010) report that only 46% of the called bond&heir sample appear to be refunded in
the subsequent year.

It is clear from these three studies that fixedialls are sometimes executed to
retire debt early for reasons other than to expatgralue from existing bondholders.
Potential rationales identified by King and Mau20@0) for these out-of-the-money calls
are to eliminate bonds with restrictive covenantg surplus cash to retire debt, and to
adjust the capital structure of the firm. Cherale{2010) model how calling a bond

helps reduce risk-shifting problems when investnogortunities turn out to be worse

“ Kish and Livingston (1993) estimate that fixedeprtallable bonds have yields that are 60 basis
points greater than comparable non-callable bonds.



than initially expected. While it is likely thabse of these motives are common in calls

of make-whole callable bonds, it remains to be dosnted conclusively.

a. Make-whole Call Provisions

Research on make-whole call provisions is stititiekly sparse. Mann and
Powers (2004) provide the first analysis of makesetrall provisions and document that
the incremental yield associated with the call iown has an average (median) value of
11.2 bp (6.2 bp). In addition, they report survesults from CFOs whose firms issued
make-whole callable bonds. Sixty-nine percenesponding CEOs indicated
(unprompted) that a primary benefit of a make-wlaalk provision is that it provides the
ability to retire 100 percent of a debt issue. M/fiked-price call provisions provide the
same early retirement benefit, 73 percent of suresgondents indicated that make-
whole call provisions were preferred to fixed-praadl provisions due to a substantially
lower upfront cost. Finally, 49 percent of respents cited “increased financial-
flexibility” as a primary benefit of make-whole takovisions.

Powers and Tsyplakov (2008) provide the firstatrcal pricing model for make-
whole call provisions. After incorporating a vayi®f market imperfections such as
taxes, default costs, transaction costs, and exagegvents that require early retirement,
they indicate that the theoretical incrementald/etsociated with a make-whole call

provision should be no more than 5.4 bp. Condistéth Mann and Powers (2004),



however, they again document that actual increnhgrglals are significantly greater than
5.4 bp®

Powers and Sarkar (2009) also employ a structuodletn However, their intent
is to assess whether the industry practice ofnggtlie make-whole premium equal to 15
percent of the credit spread of the bond at isswgiimal. According to their results,
this 15 percent thumb rule is a relatively goodragpnation for setting the optimal,
firm-value maximizing, make-whole call premium.

The final paper in the make-whole call literatisdNiayar and Stock (2009) who
measure the stock price announcement effect assdaeidth issuance of a shelf
registered make-whole call bond relative to thecameement effects associated with
issuance of noncallable or fixed-price callabldfstegistered bonds. They find that the
announcement effect associated with a make-whdlle@ad issue is significantly
greater than that associated with a straight bssuel. This is consistent with make-
whole call inclusion signaling positive informatiabout the issuing firm and is perhaps
also consistent with our view that these firmsamesciously building flexibility into

their capital structures.

I1l. Data:

a. Sampleldentification

We identify our sample by first screening the Fixedome Securities Database
(FISD) for bonds that have the following charactécs: (1) issued between Januafy 1

1995 and December 312009, (2) maturity of at least one year, (3) deimated in US

5 Powers and Tsyplakov (2008) show that there isdirte in the incremental yield attributed to thake-
whole call provision later in their sample peri®tesumably, this reflects investors becoming more
familiar with the call provision and less wary tf i
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dollars, (4) offering amount of at least $10 milljd5) fixed semi-annual coupon, (6) not
asset backed, (7) not putable, (8) without a smiimd, (9) not a Yankee bond, (10) not
part of a unit offering, (11) not convertible, afit) listed as a Corporate Debenture
These screens provide an initial sample of 14,988db. A similar set of screening
criteria is used by Powers and Tsyplakov (2008) Roders and Sarkar (2009). Of these
bonds, 3,539 are non-callable, 5,668 have fixedepdall provisions, and 5,776 have
make-whole call provisions.

Figure 1 displays the par value issued per yeagdach of the three types of bonds
since 1995. As will be seen later, the fixed-proedl issuers are much smaller than the
other two and have much worse credit ratings. Tthespar value issued of fixed-price

callable bonds is not commensurate with the nundseed.

Figure 1: Issue Amounts Since 1995
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V. Who I ssues M ake-Whole Callable Bonds?

To provide appropriate context for the early retiemt decisions, we investigate
the financial characteristics at issue for theghyend type issuers. The first four
characteristics come directly from the FISD. Thasethe time to maturity of the bond,
coupon rate, initial rating, and total number dftretive covenants. For other
characteristics, we make use of Compustat dataPCGR&, and Bloomberg data. For
each bond observation, we use the 6 digit issugpdtom FISD and then match to the

appropriate prior fiscal year Compustat recotésing the Compustat data, we then

6 Matching the Mergent FISD data to standard dataces like Compustat is rather difficult. Larger
companies will often issue under multiple FISD kssiDs. A common example of this is an industriahf
that has a separate customer finance arm. Moremaaty Issuer IDs have more than one six digit CUSIP
associated with them. In general, only one CUSbhfeach issuer ID will match with a valid Compustat

12



calculate the issuer’s prior year Log Size, Leverdgquidity, Return on Assets (ROA),
Tobin’s Q, Sales Growth, Research Intensity, andthwr the firm is incorporated in
Delaware. We also use the 6 digit issuer cusipsateh to the appropriate stock market
data in CRSP. Using the CRSP data, we calculatartheal return on the Value
Weighted Index as well as the excess return offirtinés stock relative to the Value
Weighted Index. For both values, the returns aleutated for the twelve month period
that ends at month end of the month prior to teeasce.

In addition to the financial statement informatiarg include three indicators of
credit market conditions gathered from Bloomberge Tirst credit market indicator is
the Ten Year Constant Maturity Treasury Yield toe bffering date. The second credit
market indicator is the spread between the aveFageYear BBB Rated Industrial
Corporate Yield and the Ten Year Constant Maturigasury Yield. Finally, we include
the implied volatility of Treasury Rates as givgntbe Merrill MORE Index.

Valid matches are made for 1,430 of the non-cadldoinds, 1,814 of the fixed-
price callable bonds, and 3,060 of the make-whalklole bonds. Summary statistics on
these many characteristics are presented in Talflerthe basic bond characteristics, we
see that make-whole call bonds are the longestrityatun average, have slightly worse
initial ratings than non-callable bonds, and hgueraximately the same mean and
median coupon. In contrast, fixed-price callablad®have by far the worst ratings,

shortest maturities, highest coupons, smalleseisge, and the greatest number of

record. Moreover, it is rare that more than onadsdD for each firm will have a matchable CUSWhile
many bonds are left unmatched, few of the matdiegtsvte do generate appear erroneous. A more complex
but much messier alternative would be to attempgiather under each of these matchable issuer IDxf, a

the bonds that the ultimate parent company issues.
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restrictive covenants. All of these characteris#is consistent with the earlier empirical
studies discussed in the literature review.

The characteristics derived from the Compustat paiiat a similar picture.
Make-whole call issuers are similar to non-callabsiers in terms of size, leverage, and
sales growth, but have greater profitability, Tébi@, and research intensityn
contrast, fixed-price callable issuers are smatlave higher leverage, lower profitability,
lower Tobin’s Q, etc, as would be expected withrtherse ratings. For reasons that
currently elude us, make-whole call issuers are ligsly to be incorporated in Delaware
than are issuers of the other two types of bonds.

With respect to the stock market variables, notebd bonds have historically
been issued following periods with the greatestdases in the Value-Weighted Index.
Make-whole call bonds, however, have historicathgib issued after the issuer enjoyed
the greatest excess return relative to the Valueghited Index. In contrast, fixed-price
callable bonds have been issued following the warstall and relative stock price
performance. Perhaps not surprisingly though, tearms and medians for relative stock
price performance for all three types of issueesgaeater than zero — firms that
underperform either don’t need capital for expamsiosimply have significant difficulty

in convincing bond market participants to investhiam.

Table 1: Bond, Issuer and Macro_Economic Characteristics.

Means and medians (in parentheses) are presengeghincell. Maturity is years from
offering date until scheduled maturity. Rating idinalized rating: AAA=1, AA+=2, etc.
Coupon is the bond’s annual coupon rate. Log(S&kg of Total Assets. Leverage is

" There is clearly a time effect that is difficut disentangle when analyzing univariate statistitany of
the make-whole call issuers were formerly non-tédlassuers — make-whole call bonds seem to be the
“upgraded replacement” model. As seen in Figuthd make-whole call issues are clustered towarls th
later part of the sample period while non-callabties are clustered towards the early part.
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Long-Term Debt Divided by Total Assets. Liquidis/éash and short term investments
divided by total assets. ROA is Earnings beforeridt, Taxes and Depreciation divided
by Total Assets. Tobin’s Q is (Total Assets minuB Equity plus Market Equity minus
Deferred Taxes)/Total Assets. Sales Growth isg#age growth in annual sales.
Research Intensity is Research and Developmennegpalivided by Sales. Delaware
(0,1) denotes whether the firm is incorporated @ldare. Value Weighted Return is the
three yield buy and hold return for the CRSP VaNeighted Index. Excess Return is the
issuer’s three year buy and hold stock return mivaise Weighted Return. Ten Year
Treasury Yield is yield to maturity on the constardturity ten year Treasury. BBB
Spread is the average yield on ten year induf2i® or Baa rated bonds minus the yield
on the ten year constant maturity Treasury. Tsyliedp/ol is the implied volatility

given by the Merrill MORE Index.

Non-Callable Fixed-Price Callable = Make-Whole Callable
Maturity 10.5¢ 9.2¢ 12.7¢
(8.64) (9.67) (10.15)
Rating 7.4 14.¢ 8.4
(7) (15) (8.5)
Coupor 6.83% 9.57% 6.52%
(6.76%) (9.63%) (6.42%)
Restrictive Covenar 2.4 4.7 2.6
) (7) )
Log(Size 9.7¢ 7.1¢ 9.1C
(9.53) (7.05) (9.10)
Leverag: 0.33( 0.44: 0.30:
(0.298) (0.437) (0.297)
ROA 0.03¢ 0.00¢ 0.051
(0.025) (0.023) (0.048)
Tobin's 1.5C 1.41 1.64
(2.17) (1.22) (1.34)
Sales Growt 1.14 1.27 1.1¢€
(1.09) (1.12) (1.09)
Liquidity 0.07¢ .08( .057
(0.041) (.036) (.026)
Tangibility 0.257 0.38¢ 0.34:
(0.181) (0.360) (0.395)
Delaware 0.62¢ 0.68( 0.531
Incorporation () () Q)
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Ten Year BBE Yield 6.7z 6.34 6.31
(6.77) (6.41) (6.29)
Ten Year BBB Spres 1.2¢ 1.31 1.6:
(1.13) (1.26) (1.46)
Treasury Volatilit 102.97 98.2: 102.8¢
(101.64) (97.63) (101.72)

To more fully understand which firms issue whichnts, we estimate a multi-
nomial logit regression where the dependent vagiabhether a particular bond was
issued as a non-callable, fixed-price callablenake-whole callable bond. In this
regression, we include two additional independaniables. The first additional
independent variable — Log Year - is log (offerryed 994). We choose this non-linear
transformation to reflect the rapid ramp-up in pinevalence of make-whole call bonds
and subsequent leveling off that is reflected guFeé 1. The second additional
independent variable measures the propensity dédteunderwriter to underwrite bonds
with make-whole call provisions. For this variabhe first calculate the percentage of all
corporate bonds underwritten by each lead undesmiritthe previous calendar year that
incorporated make-whole call provisions. From this,subtract the average calculated
for all lead underwriters for that year. Thus, Undéer MW gquantifies the degree to
which the lead underwriter for each bond was a etddader in introducing make-whole
call provisions. Together, Log Year and UnderwritdkV capture the time trend evident
in make-whole call introduction as well as crosstiemal variation in introduction that is
due to the underwriters.

Results are presented in Table 2. Because we heae tategories of bonds, the

regression analysis is a multinomial logit regressvhere make-whole callable bonds
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are the excluded category. Coefficient estimates thdicate the odds of observing a
straight or fixed-price call outcome relative tsmake-whole call outcome. Standard
errors are clustered by issuer to counteract hetedasticity.

The conditions under which make-whole callable Isoaek issued differ in
several ways from those for straight and fixedguallable bonds. One of the more
striking differences is that the coefficient estiesafor Underwriter MW are negative
and are highly statistically significant — if thederwriter has a history of incorporating
make-whole call provisions, odds are they will coice subsequent issuers to
incorporate make-whole call provisioh€onsistent with the time trend displayed in
Figure 1, the coefficient estimate for Log Yeanégative and highly significant for
straight bonds (straight bonds are less likelytnedato make-whole call bonds as time
goes by), but positive and weakly significantly fieed-price callable bonds. Thus, as
suggested by Figure 1, make-whole call bonds haweaply replaced straight bonds
while fixed-price callable bonds have made a semiheback in recent years — an
observation that is also made by Banko and ZhotiQRONe also find that make-whole
call provisions are more likely in longer maturdttgnds. It would seem that the longer
term investment grade bonds that once had fixexkmall provisions in studies such as
Crabbe and Helwege (1994) are now much more lilcehave make-whole call

provisions.

8 When comparing straight and fixed-price callalbeds, the log of the ratio of the two coefficient
estimates indicates the odds of observing a straigid relative to a fixed-price callable bond.

% While reverse causality is a possibility, we do fe@l that this would explain the result. Spedilig, it
could be that firms interested in incorporatingWideatures like make-whole call provisions are eor
likely to call on underwriters that are familiarttvithese features. Given how simple make-whole call
provisions are, however, it would surprise us i anderwriters would have difficulty incorporatitigs
feature if this is what the issuer specified.
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The impact of firm-specific financial charactertstis largely consistent with the
univariate statistics presented in Table 1. Thigaidicularly true for the fixed-price
callable bonds. Coefficient estimates indicate tixad-price callable issuers are
significantly smaller than make-whole call issudraye lower ROA, and lower Tobin’s
Q, but greater leverage, and liquidiyor the straight bond issuers, they are larger in
size, have greater leverage and liquidity (sigafficat the 10% level), and lower sales
growth than make-whole callable bond issuers.tihgas used in place of the firm-
specific independent variables (results not preskeint tables), we see consistent results
where the coefficient estimate is negative forightabonds (better ratings) and positive
for fixed-price callable bonds (worse ratings).

For the credit market variables and stock retumatates, we find that make-
whole callable bonds are more prevalent when thB BBread is wide. Surprisingly,
fixed-price callable bonds are no more prevalergminterest rates in general are high.
In contrast, straight bonds are more prevalent whtenmest rates are higher and are
slightly more prevalent when the implied volatilay Treasury Rates is higher.

In summary, it appears that issuers of make-whallalde bonds are those that
will obtain the greatest benefit from having aniopthat improves their financial
flexibility. The make-whole callable bonds haveden maturities on average, and are
issued by reasonably profitable and reasonably guigtvth firms. In keeping with the
fact that make-whole call provisions are essegtakieeply out of the money credit

spread option, we also see that they are more lergwahen credit spreads are wide.

10 The greater liquidity of these issuers may be gedous — because of their poor ratings and limited
access to capital, they are forced to hold motigind assets for “rainy day” needs.
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Table2
Multinomial-Logit Analysis of Bond Type

The dependent variable is an indicator of whetheriond is a straight bond,
callable with a fixed-price call provision, or cable with a make-whole call provision.
The excluded case is bonds that are callable witlalke-whole call provision. Log Year
is Log(bond issue year — 1995). Underwriter_MWhis percentage of corporate bonds
that were underwritten by the lead underwriterhia previous year that incorporated a
make-whole call provision, minus the average of tiadue for all lead underwriters. Log
Maturity is Log of years until maturity. Log Size log of Total Assets. Leverage is
Long-Term Debt Divided by Total Assets. Liquidis/éash and short term investments
divided by total assets. Tangibility is Net PP&RKided by Total Assets. ROA is
Earnings before Interest, Taxes and Depreciatividlell by Total Assets. Q is (Total
Assets minus Book Equity plus Market Equity minusfé@red Taxes)/Total Assets. Sales
Growth is percentage growth in annual sales. Dela{@1) denotes whether the firm is
incorporated in Delaware. Ten Year BBB Yield israge yield of 10 year industrial
BBB or Baa rated bonds. BBB Spread is Ten Year B8d minus the Constant
Maturity Ten Year Treasury Yield. Treasury Impliédl is the implied volatility given
by the Merrill MORE Index. All independent variablare lagged one year. Standard
errors are clustered by issuing firm. P-Valuesraparted in the lower cells in
parentheses and statistical significance at the, B3%6and 1% levels is further annotated

* Kk kkk

by™,”,” respectively.

Straight Fixed Price Call
Log Year -1.757 0.452
(9.60) (1.89)
Underwriter MW -4.827%" -5.115"
(8.48) (9.71)
Log Maturity -0.852" 0.042
(8.79) (0.40)
Log Size 0.46T -1.117"
(6.21) (12.58)
Leverage 0.980 3.094"
(1.71) (5.73)
Liquidity 2.009 5.503"
(1.91) (5.52)
Tangibility -0.840 0.420
(2.37) (1.29)
ROA -2.347 -5.940™
(1.14) (4.22)
Q 0.031 -0.684™
(0.37) (6.05)
Sales Growth -0.629 0.231
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(2.74) (1.20)
Delaware 0.197 0.704™
(1.15) (4.11)
Ten year BBB Yield | 0.209 -0.106
(2.19y7 (1.01)
BBB Spread -0.722 -0.523"
(3.41) (3.28)
Treasury Implied 0.005 0.003
Vol. (1.65) (1.10)
Number of obs 5,845
Pseudo R sq. 0.410

V. Early Retirement

a. ldentifying Early Retirement

Our next step is to characterize the situationsresheake-whole call provisions
are exercised to see whether ex-post executiconsigtent with an ex-ante desire to
incorporate financial flexibility. To identify makehole callable bonds that are retired
early, we take our sample of 5,776 make-whole bkdlaonds and search the
Amount_Outstanding and Amount_Outstanding_Histofitzs of the FISD for events
that have an action code of “B” - balance of issalked, “E”: entire issue called, or “P” -
part of issue called. We also search for actiatec@”: tender offer since many make-
whole call bonds are retired via tender offers. &ah event, we individually verify that
each of these observations is an actual call aieteoffer via the bond descriptions and
associated news stories available in BloomBér@f the 5,776 make-whole call bonds,

701 (12.1%) were subject to either a tender offexke-whole call execution, or both

11 A substantial number of reported tender offeranFISD are open-market repurchases. These are
generally small in magnitude. Thus, all open-markeurchase events are dropped.
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events as of June 201DMake-whole call bonds that were called at leaseamumbered
391 (6.8% of total make-whole call bonds). Tenddredds numbered 390 (6.8% of total
make-whole call bonds). These two subsets overk make-whole call bonds were
subject to both tender offers and a call. In thgonitg of cases, the make-whole call
cleaned up a stub of bonds left over from an eaeieder offer. In no case did a call
precede a tender offer.

Table 3, Panel A presents basic characteristissaé for make-whole call bonds
that were subsequently called or subsequently tedder, as well as data for the set of
make-whole call bonds that remained untouched #seoénd of our sample period. The
bonds that were retired early are distinctive ores dimensions. Relative to bonds that
remained untouched, the called and tendered makéswhll bonds have weaker initial
credit ratings, along with higher coupon ratesldgeand spreads relative to Treasuries at
issue. Moreover, the called and tendered bonds $tamter maturities, and they have
more restrictive covenants. An interesting comparis the called make-whole bonds
and the tendered make-whole callable bonds. Widegndered bonds start life with
better credit ratings (median rating of BBB verBI&B-), at the time of the early
retirement event, the tendered bonds have worsk catings (median rating of BB+
versus BBB-). Thus, the call options will be deepet of the money for the tendered

bonds!® We strongly suspect that the firms that tendeatioer than called simply felt

12 Note that many of these make-whole callable ba@mdnly a few years into their respective lives so
12.1% underreports the percentage that will beetearly sometime during their lifespan.

13 The decline in ratings is potentially consisteithwlulio (2007). He finds that firms repurchasiept in
general have an increase in what he terms “debthang” in the years prior to repurchase, couplat wi
drop in rating. In addition, Crabbe and Helweged@)9 King and Mauer (2000), and Chen, et al. (2@10)
document moderate declines in rating for fixed-@iGallable bonds that are called. The declinetingas
inconsistent with the signaling hypothesis thatieatheoretical literature used to motivate whyrfs
would incorporate fixed-price call provisions.
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that bondholders would tender bonds at prices bétevcalculated make-whole call

price.

Table 3, Pand A: Make-whole Call Bond Char acteristics.

Mean (median) values for each characteristic grerted in each cell. Coupon
Rate and Yield-to-Maturity at Issue are self-exptany. Credit Spread is Yield-to-
Maturity of the bond at issue minus yield of theselst maturity on-the-run Treasury
Security. It is reported in basis points. Time-tathtity is number of years until the bond
matures when issued. Number of restrictive covenigrd simple count of the number of
restrictive covenants present in the bond indenfline Rating at Issue and Rating at End
are ordinal mappings of standard bond ratings: Aa&a+=2, Aa=3, etc. Rating at End
is the last recorded rating prior to the earlyrestient of the bonds in columns two and
three, or prior to the earlier of bond maturityeoid of sample period for the bonds in
column 4.

Called Make-Whole Tendered Make- Untouched Make-
Whole Whole
Coupor Rate 7.79% 7.32% 6.41%
(7.5%) (7.15%) (6.35%)
Yield to Maturity at 7.16% 6.94% 6.42%
Issue (7.21%) (7.06%) (6.31%)
Credit Sprea 19C 181 163
(160) (170) (140)
Time to Maturity 8.7 11.1¢ 13.01
(7.0) (9.78) (10.02)
Number of Covenan 4.7¢ 4.4C 2.71
4) 4) 3)
Rating at Issu 10.6( 9.8( 8.41
(10) 9 9)
Rating at Ind 10.9( 11.4¢ 9.04
(10) (11) )

These characteristics are also reflected in TabRaBel B where we report
summary characteristics for issuers. For this paaeh observation represented in the

summary statistics of this table corresponds takexwhole firm-bond-year. Thus, if
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firm XYZ issues a make-whole call bond in 2001 tisadubsequently called in 2006 and
two make-whole call bonds in 2002 that remain uched as of the end of our sample
period, this firm will then be represented with @ieservation in column 2 (Issue = 2000,
End = 2005) and two observations in column 4 (Iss@801, End = 2009).

Consistent with Panel A, issuers of make-whole loatids that are retired early
are more levered, both on a market value and ok value basis, than issuers of make-
whole call bonds that remain untouched. The isstiratsretired bonds early are also
slightly less profitable than the issuers thatrit touch their bonds. Both characteristics
are consistent with the prior observation thatessihat retired bonds early have worse

credit ratings on average.

Table 3, Panel B: Make-whole Call Bond Issuer Characteristics.

Mean (median) issuer financial characteristicsraparted for the fiscal year
immediately prior to the issuance date and forfideal year immediately prior to the
early retirement of the bonds represented in cokithand 3, or prior to the earlier of
bond maturity or end of sample period for the bandsolumn 4. ROA is Return on
Assets calculated as Net Income/Total Assets. Mareerage is Total Debt/(Total
Assets — Book Equity + Market Value of Equity). Bidceverage is Total Debt/Total
Assets. CAPX Ratio is Capital Expenditures/Totadéts. Acquisition Ratio is
Acquisition/Total Assets. Each observation represgim the summary statistics of this
table corresponds to a make-whole firm-bond-yeategsribed in the text.

Called Make-Whole Tendered Make- Untouched Make-
Whole Whole
Total Assets at Iss $30.41 bi $17.01 b $32.77 bi
($7.51 bn) ($11.75 bn) ($11.38 bn)
ROA at Issu 0.12¢ 0.12¢ 0.13¢
(0.113) (0.107) (0.124)
ROA at Enc 0.121 0.12( 0.13(
(0.108) (0.109) (0.117)
Market Leverage ¢ 0.23¢ 0.23( 0.19¢
Issue (0.233) (0.233) (0.194)
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Book Leverage ¢ 0.32( 0.321] 0.27¢
Issue (0.308) (0.321) (0.268)
Market Leverage ¢ 0.26¢ 0.26¢ 0.21¢
End (0.257) (0.254) (0.210)
Book Leverage at Ei 0.34¢ 0.35¢ 0.30¢
(0.340) (0.355) (0.294)
CAPX Ratio at IsstL 0.05¢ 0.06: 0.06:
(0.047) (0.050) (0.051)
CAPX Ratio at En 0.05: 0.061 0.06:
(0.039) (0.048) (0.050)
Acquisition Ratio a 0.04: 0.03¢ 0.03(
Issue (0.005) (0.000) (0.001)
Acquisition Ratio a 0.051 0.05¢ 0.03¢
End (0.001) (0.006) (0.002)

b. Taxonomy of Early Retirement Decisions

To understand the circumstances under which eatttedfonds detailed in Table
3 were retired early, we collect all of the newsists available in Bloomberg for the
issuing firm for six months surrounding the calttemnder date of the security in question.
As revealed by these news stories, the underlyiotvations for early bond retiring fall
into three major categories: (1) to refinance, Ugw lower rates, (2) as a result of a
major restructuring of the corporation such asyohtj merger, or significant divestiture
of assets, (3) as part of an effort to reduce kgyerThere is also a smaller subset of
events that are calls used to clean up a stubraddleft over from a much earlier tender
offer. Finally there are some events for which waxensimply unable to find valid news

stories.
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For each of the three major rationales there arerabsubcategories that will be
subsequently described. To avoid overweightingyaatirements of multiple bonds by
larger firms, we report summary statistics by iretegent events. Thus, a firm retiring
three bonds at the same point in time represem®wvant. Similarly, a call that closely
follows a tender offer for the same bond — agataroflone to clean up the stub of bonds

left over from the tender offer — constitutes owvers.

Table4

Motivesfor Early Bond Retirement
Motives for each early retirement event are classiés either Refinancing,
Restructuring, Debt Reduction, Clean-up of a séfibldy a much earlier tender offer, a
required Change of Control call, or Unknown. Thdifgncing motive is further split
into those where refinancing was via a Fixed Raied Bank Loan, Convertible Bond,
or Floating Rate Bond. The Restructuring motivRirgher split into those where the
restructuring was a buyout by a private equity graBuyout/Merger with another
publicly traded corporation, or because of a Sgiobé significant part of the parent
firm. The Debt Reduction motive is further subdeadinto those where the cash for the
retirement was from internal stockpiles, from cesteived for a recent divestiture, from
an equity offering, or unknown. The shaded perag@gaum up to more than 100%
because some events share multiple motives.

Percentage of
Observations
Refinancing 34.7%
Fixed Rate Bond 66.7%
Bank Loan 23.5%
Convertible Bond 7.2%
Floating Rate Bondl 2.6%
Restructuring 27.9%
Private Buyout 49.3%
Buyout/Merger 37.3%
Spinoff 12.8%
Debt Reduction 19.2%
Internal Cash 59.4%
Divestiture Cash 21.5%
Equity Offering 11.4%
Unknown 6.3%
Clean-up Call 6.8%
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Change of Control | 0.5%
Unknown 14.7%

34.7% of events are driven by a desire to refinah&er 66.7% of the
refinancing events, the make-whole call bonds epéaced by newly issued bonds. In the
vast majority of cases, these newly issued borgtstedve make-whole call provisions. In
general the replacement bonds have lower coupes &atd extend maturity several years
beyond the maturity of the retired bonds. The n{@adian) remaining maturity of these
bonds is 1.8 years (3.9 years), while the replac¢imends extend maturity by 8.1 years
(7 years). The mean (median) coupon rate diffembrsti-1.16% (-1.25%). Note,
however, that approximately 25% of the retired makele call bonds are replaced with
new bonds having higher coupon rates and that 4%eplaced with bonds having
maturity dates that expire sooner. In the remaingfiancing events, the bonds are
replaced by bank loans (23.5% of the time), coiberbonds (7.2% of the time) and
floating rate bonds (2.6% of the timé.)ater in the paper, we will revisit the events
where refinancing was via new fixed rate bondssgeas whether this made economic
sense.

27.9% of the events were associated with a sigmificestructuring of the issuer.
A surprisingly large 49.3% of these events wereoditsy where a private equity group

purchased the issuer and immediately retired therityaof the issuer’'s debt. 37.3% of

141414 This figure is roughly consistent with King and i (2000) and Chen, et al. (2010) who find that
23% and 46% of the called fixed-price callable imdtheir respective samples are refunded. Nate th
their shared methodology is much different tharsolr both cases, they look to see whether new debt
issued over the subsequent year is more than 11@¥aunt of debt called. As noted, we are
characterizing our events by looking directly atvawire reports.

5 In many events the refinancing comes from mora tivge source. In these cases, we characterize the
primary source.
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the restructuring events were more traditional M&Aere another corporation either
purchased or merged with the issuer. The remaititn@% of the restructuring events
were situations where the issuer spun off a sicguifi proportion of its operations.
Typically the debt retirement occurred prior to #penoff. In most cases, this seemed to
be an action to avoid violating covenants on thiee@ debt.

The last major rationale for early retirement wiagpby to reduce the amount of
the issuer’s outstanding debt. This accounted 9a2% of the sample. Cash for the
delevering came from accrued company profits 5%4%e time. This was particularly
true for oil companies such as Chevron that enj@y@cemely profitable years in 2005
and 2006. The other notable sources of cash fevdahg were funds from asset
divestitures (21.5% of the time) and from recentiggpfferings (11.4% of the time.)

In addition to the three primary rationales of maficing, restructuring and
delivering, 6.8% of events were calls that cleamg@ stub of bonds left over from a
much earlier tender offer. One event was a requiadidhat was triggered by a change of
corporate control. Finally, in 14.7% of events wergvsimply unable to find any

newswire reports in Bloomberg that shed light anehrly debt retirement.

c. TheRefinancing Eventsin M ore Detail

It is clear from many of the corporate announcesérdt we read that firms who
refinanced their make-whole call bonds with neveéixate debt were attempting to time
the credit market. Amerisource-Bergen was one soalipany that retired make-whole
call bonds early in September/October 2005. Invesmére report released on August 25,

2005, CFO Michael D. DiCandilo was quoted as saymith long-term interest rates at
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historically low rates, this is an opportune tirog¢finance these notes and lower our
interest expense for the future.”

To assess whether the refinancing firms are suttdeddiming the market, we
collect daily historical corporate bond Fair Markéelds from Bloomberg. Fair Market
Yields are averages of market-determined optionstdfl yields-to-maturity and are
reported for 15 separate maturities across thegaspectrun® For each bond, we
extract the Fair Market Yield for its particulatirey and maturity at the issue date. We
also collect the Fair Market Yield for the applitabating on the effective date of the call
or tender event and for a date that is the minimfischeduled maturity date and
effective event date plus one year. Despite thietfet retired bonds have aged
significantly, we again use the original maturifytiee bond in selecting these event and
post-event date values. This enables us to maleanar comparison of Fair Market
Yields across time. The choice of event date phesyear for the final Fair Market Yield
is arbitrary. We are implicitly assuming that comque executives evaluate whether to
retire the bond “today” at the event date or orer Yater. If Fair Market Yields are
higher one year later, we interpret this as eviddhat corporate executives have some
skill in timing the credit markets.

Summary statistics on these Fair Market Yieldsreperted in Table 5. We report
results separately for bonds where the statednaowvas to refinance and for all other

bonds. As was done for Table 4, we only calculalaas for the first event occurrence

16 Fair Market Yields are available at the followimgturities: 3 and 6 month, 1, 2, 3, 4, 5, 7, 8®,15,
20, 25, and 30 years. They are available for AAA, And all of the plus and minus subgrades frono A t
B. For maturities that fall in between the avaitabhir Market Yield maturities, we round to thesast
appropriate value. Thus, for a bond with 17 yeamnaturity at issue, we use the 15 year Fair Market
Yield. Similarly, for bonds with ratings worse thBr, we use the B- Fair Market Yield. Finally, sinthere
is only one AA Fair Market Yield, we use it for AAAA, and AA- rated bonds.
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for each bond. Thus, a bond that was subjectedender and then subjected to a clean-
up call, is only counted for the initial tendereff There is some evidence that is
consistent with market-timing ability. For examptair Market Yields as of the event
date are consistently lower than Fair Market Yieltsither the issue date or one year
following the event date. For bonds where theoretie for early retirement was to
refinance, the mean (median) difference betweentéddY and event + 1 year FMY is -
0.53% (-0.28%). The t-statistic and Wilcoxon sigm statistics for whether these two
values are statistically different from zero ar@ldand 4.14 respectively. A significant
caveat, however, is that these Fair Market Yieftetentials are actually greater in
magnitude for events where the firm announcedithes retiring the bonds early for
reason other than to refinance them. For this supka mean (median) Fair Market
Yield Differentials are -0.90% (-0.50%). These Rdarket Yield Differentials are
statistically different from the corresponding ve@suor the refinancing subsample at the
one percent level (t-statistic = 2.45, ranksum sésfistic = 2.93). It may be that all firms
in the sample were simply lucky, on average, aradded the significant increase in
yields for low credit quality bonds that occurresdaaresult of the sub-prime mortgage
credit crisis of 2008-2009.

While there is some evidence of interest rate whirtk associated with the early
retirement of these bonds, one must remember twuatéor the premium paid to retire
these bonds early. In the case of both tenderso#fied calls, the Action Price is typically
well above the prevailing market price of the boRdr tender offers, this is necessary in

order to get investors to voluntarily part withitHeonds!’ For calls, the price premium

"Using a comprehensive sample of bond tender offecarring between 1997 and 2003, Mann and
Powers (2007) find that tender premiums (tenderepri market price) averaged 4.94% of par.
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occurs because the make-whole premium used inlatitaythe call price is generally
well below prevailing credit spreads at the timehaf call*® To estimate the full

economic impact of early retirement, we calculagdifference in dollars spent to retire
the bond early and dollars saved by “refinancidg’ bond at the early retirement date as
opposed to a year later (or at the original matwtéte if it would have occurred less than
a year after the early retirement.)

Rather than hand-gathering the market prices obample bonds prior to the
events, we estimate market prices as of the e\aatusing the Fair Market Yield
corresponding to the remaining maturity and lashgeof the bond. We calculate Dollar
Cost as (Action Price - Estimated Price)*Action Amé To proxy for Dollar Savings,
we calculate the difference between the Fair Mavkeld at the event date and Fair
Market Yield at event date plus the minimum of gear or the remaining life of the
bond. This difference can be thought of as the cowgavings associated with refinancing
at the event date rather than one year later. \&fe ¢hlculate the present value of this
coupon savings using the average of the two Fark&i&'ields. In doing so, we assume
that the coupon savings due to market timing acfoua period equal to the original
maturity of the retired bonds. This present valliecmpon savings is then multiplied by
the Action Amount to generate Dollar Savings. Netl& Savings are then calculated as
Dollar Savings minus Dollar Cost. These calculaiare done for both the bonds where

the rationale for retiring early was to refinanoel dor bonds where some other rationale

18 powers and Sarkar (2009) demonstrate that makéevpnemiums are typically set at the minimum of 50
bp or 15% of the prevailing credit spread abovea3ueies for the bond when it is issued. Thus, eithe
credit quality of the bond would have to drastigathprove or market-wide credit spreads would hiave
narrow significantly for the calculated make-whotdl price to be in-the-money.
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motivated early retirement. For the other ratioriads, this is largely a theoretical
exercise which provides a benchmark for comparison.

In the calculations of Dollar Cost and Dollar Sasnwe use all events, not just
the first event for each bond. Thus, if a bonceigred via a sequence of tender offers or
via a tender offer followed by a cleanup-call, eramsaction will be included but will be
weighted by the dollar amount retired in the tratisa. Consistent with the fact that
premiums are paid to retire bonds early, DollartGesrages $1.65 million for
refinancing motivated early retirements and $7.4i8an for all other early retirements.
The magnitude of the difference in costs betweenwo groups is somewhat surprising.
It would appear that the refinancing group is utaleéng the transaction because they can
execute them with minimal cost. The “other rati@iaarly retirements, however, appear
to be much less cost conscious. Consistent witloltiservation that Fair Market Yields at
the event date are lower than Fair Market Yielgear later, the present value of dollar
savings average approximately $5.5 million formaficing motivated early retirements
and approximately $11.3 million for other earlyirements. When costs and savings are
netted, the Net Cost Savings are approximatelganee at $4.0 million and $4.2

million.1®

Table5: Cost Effectiveness
FMY stands for Fair Market Yield as reported by &ttberg for the average option-free
bond. FMY at Issue was the prevailing FMY for bomdth the same rating and maturity
on the issue date of the bond in question. FMYvanEand FMY at Event + 1yr are
FMYs on the early retirement date and early reteetdate plus one year or maturity
(whichever comes sooner). These later two FMY ®cethe rating of the bond on the
event date but the original maturity of the bondtién Price is the reported transaction
price for the tender or call. Action Amount was e Value that was retired in each

19 Net cost savings will likely be even greater tisaggested by these numbers as premiums paid ahove p
value to retire debt early are tax deductible.
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event. Dollar Cost is (Action Price — Estimated k#rPrice)*Action Amount. Dollar
Savings is the present value of coupon savingsatbhatd have accrued if the bond was
financed on the event date with a new bond havwiegame original maturity as opposed
to refinancing at Event +1yr. Net Dollar Saving®allar Savings — Dollar Cost. Means
are reported in the upper part of each cells, nmsdéae reported immediately below in

parentheses.

Refinancing Other Rationales
Motivated

FMY at Issu 7.58% 6.93%
(7.56%) (6.97%)

FMY at Even 6.97% 6.50%
(6.94%) (6.21%)

FMY at Event + 1y 7.51% 7.40%
(7.19%) (6.46%)

Action Price $104.73 $107.05
$104.38 ($105.32)

Action Amount

Dollar Cost

Dollar Savings

Net Dollar Savings

$282,864,000
($200,000,000)

$ 1,652,778
($623,170)

$5,520,843
($906,670)

$4,025,711
($484,434)

$266,939,000
($200,000,000)

$ 7,480,079
(2,278,701)

$11,239,325
($3,005,583)

$4,176,345
($448,874)

VI: Restructuring in More Detail

Because such a large percentage of make-wholexadutions are driven by

major restructuring events, our prior is that maktele call issuers are more likely to be

M&A targets. However, because they are generatiipdn growth firms when they issue,

it could also be that they are more likely to bguacers in the future. Thus, we conclude

our analysis by assessing whether firms havingeatgr percentage of bonds

incorporating make-whole call provisions are makely to be engaged in M&A activity
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as either targets or acquirers. This relates bagkior research that hypothesizes that
make-whole call provisions improve financial flexity. Specifically, if all of a firm’s
publicly traded debt is callable, an acquirer lmesdption to retire outstanding debt and
replace it with debt whose characteristics are meitective of the needs of the merged
set of firms. Similarly, a firm with a more flex#blebt structure may have greater ability
to absorb targets.

We start by subsetting the FISD data set, retaialhigonds that had maturity
dates after January 1, 2000 and that satisfieddieening criteria used to separate out
the make-whole call bonds analyzed previously. dilg alteration to those criteria is
that we include medium term notes at this stAdénese criteria leave us with 34,793
bonds. For each unique issuer id representedsrs#tiof bonds, we calculate the yearly
total par value of bonds outstanding that are railalole, have a fixed-price call
provision, or have a make-whole call provision. iNen calculate the yearly percentage
of total par value outstanding for each category.

Our objective is to see whether debt structureastaristics in year t are
correlated with the likelihood that a firm beconaetmkeover target in year t+1. To do
this properly, we also control for factors thatstixig literature has found predict whether
a firm will become a takeover target or be an awgit These factors include sales
growth, liquidity, Tobin’s Q / market-to-book / blkedo-market, asset tangibility, excess
stock returns, R&D intensity, whether the firmngarporated in Delaware or elsewhere,

etc2223 As was done earlier, with the exception of whetherfirm is incorporated in

20 The screening criteria identified earlier are doWes: (1) maturity of at least one year, (2) demnuated

in US dollars, (3) offering amount of at least $hdlion, (4) fixed semi-annual coupon, (5) not dsse
backed, (6) not putable, (7) without a sinking fuf®) not a Yankee bond, (9) not a Medium Term Note
(10) not part of a unit offering, (11) listed a€arporate Debenture.

21 A representative listing of papers comprising tiiesature includes Hasbrouck (1985) Palepu (1986)
Morck, Schleifer and Vishny (1989), Mikkelson anarfeh (1989), Martin and McConnell (1991),
Ambrose and Megginson (1992), Song and Walking 81 9erger and Ofek (1996), Powell (1997),
Mulherin and Boone (2000), Daines (2001), and Crepiéair and John (2009).

22 The existing literature has demonstrated thatratyar of ownership variables such as the existehae o
5% or greater equity blockholder affect the likelddl that a firm becomes a takeover target (see e.g.
Ambrose and Megginson; 1992, Song and Walking; 1€98mers, Nair and John; 2008, Ivashina, et al.;
2008). Unfortunately, we do not currently have asd® ownership data so incorporating variables
reflecting ownership is beyond the scope of thisgpa

23 Size, Leverage, ROA and Firm Age have also beewslio be correlated with the likelihood that arfir
will be engaged in M&A activity. Unfortunately, tHigst three variables are relatively highly coateld

with the percentage of a firm’s outstanding boridg have make-whole calls. Firm Age is problematic
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Delaware, all control variables are winsorized ggime yearly 8 and 95" percentile
values for the entire merged Compustat and CRSReLsa.

To identify M&A activity, we utilize takeover dafeom the Securities Data Corp
(SDC) Mergers and Acquisitions database. From SixCextract all deals for greater
than $10m that were either completed or withdraetwben January 1, 2000 and
December 31, 2009. We exclude deals where theracquirchased less than 50 percent
of shares and self-tenders where the target andractave the same six digit cusip. We
then merge this data with the combined debt stracnd control variable observations.
For each annual observation we identify whethebtived-issuing firm was a target or an
acquirer during the year.

Merging these four datasets is difficult as theyamdmmon identifier amongst
them is the six digit CUSIP. We have a total of33 @nnual observations where we can
calculate summary variables for the debt struatditbe firm as well as either the
Compustat sourced control variables, the CRSP sdwontrol variables, or both. The
issuing firm was a takeover target in 2.5% of i@ fyears and an acquirer in 9.6% of
the firm years.

In Table 6 we present results of logit regressighsre the dependent variable is
whether the firm was a takeover target (0,1) oaequirer (0,1) in that particular year.
Our primary independent variable is the one yeggedd percentage of the firm’s
outstanding bonds that incorporate a make-wholegoaVision minus the industry group
(industrial, financial or utility) average for thparticular year. By calculating the
difference, we are able to adjust for the timedranthe percentage of outstanding bonds
that have make-whole calls as well as adjust foresanique difference in debt structures
that manifest in financial firms and in utilities.

Contrary to our expectations, the odds of beirakadver target are actually
decreasing in the percentage of a firm’s outstaptonds that have make-whole call
provisions. The marginal effect for the first coefnt estimate of -0.371 (significant at
the 5% level) is slightly larger in magnitude tha®il. Thus, a one standard deviation

increase in MW_Pct_Dif of 0.41 corresponds to &9dkcrease in the likelihood of

because we can only calculate it for a subset obbservations due to missing data. Thus, nonbesfet
four variables are included in our regressions.
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being a takeover target. Note that the unconditibkelihood of being a takeover target
in the sample is only 2.5% so the sensitivity igialty reasonably large. In contrast to the
target results, the likelihood of being an acquiseactually increasing in the percentage
of a firm’s outstanding bonds that have a make-wteall provision. Here, the marginal
effect for the first coefficient estimate of 0.1&#gnificant at the 5% level) is
approximately 0.016. Thus, a one standard deviatiorease in MW_Pct_Dif is
associated with a 0.66% increase in the likelihobthe firm being an acquirer. Again,
this is reasonably large relative to the unconddidikelihood of being an acquirer.

Coefficient estimates for the remaining independaniables that are included as
controls are largely consistent in sign with resudiported in prior literature. Due to the
complex merging of datasets that is required ta@geether our sample, our final sample
is only a subset of those typically used in the MBté&rature.

As with most empirical analyses, causality in th@Akegressions is not clear. If
the percentage of make-whole callable bonds ima&dicapital structure were
exogenously determined, our prior is that firm’shna greater percentage of make-whole
callable bonds would be more likely to be targétskeover activity. Instead, the
opposite relationship is observed. In additiormérwith more make-whole callable
bonds in their capital structures are significamtigre likely to be acquirers. We think it
likely that firms with an aggressive growth mertiaire more likely to value the
financial flexibility offered by make-whole call gvisions. Thus, in years past, this is
how they structured their debt offerings. In owgressions, therefore, the percentage of
outstanding bonds having make-whole call provisimay simply act as a marker for

expansion-minded firms.

Table6
Logit Analysisof M& A Activity

The dependent variable is a (0,1) indicator of Wwhethe firm was either the
target of a takeover or an acquirer of anothera@ipon in a particular year. Takeover
target regressions are presented in the first tlnens. Acquiror regressions are
presented in the final two columns. MW _Pct_Difhie percentage of the firm’s
outstanding bonds that incorporate make-wholegralNisions minus the sample average
for the firm’s industry group in that year. Delawd0,1) denotes whether the firm is
incorporated in Delaware. Sales Growth is percentagwth in annual sales. Tangibility
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is net property, plant and equipment divided bgltassets. Tobin’s Q is (total assets
minus book equity plus market equity minus defetsees)/total assets. Liquidity is cash
and short term investments divided by total as§&tsearch Intensity is research and
development expenses divided by sales. Excessinisttite four year return for the

firm’s common stock minus the contemporaneous mefiarthe CRSP Value-Weighted
Index. All independent variables are lagged one.y@&/alues are reported in the lower
cells in parentheses and statistical significari¢bea10%, 5% and 1% levels is further

annotated by,” " respectively.
Takeover Acquiror
Target
MW_Pct_Dif -0.371 -0.425" 0.146" 0.147"
(0.013) (.003) (0.040) (0.039)
Delaware 0.289 0.350™ -0.023
(0.022) (.004) (0.71)
Sales Growth 0.420 0.387 0.772" 0.771"
(0.020) (.021) (0.000) (0.000)
Tangibility -0.169 -1.572" -1.574"
(0.488) (0.000) (0.000)
Tobin’s Q -0.086 0.195" 0.194"
(0.237) (0.000) (6.32)
Liquidity -0.089 -0.456 -0.465
(0.873) (0.104) (.096)
Research Intensity 0.605 -0.712 -0.713
(0.285) (0.030) (0.030§
Excess Return 0.503 0.308" 0.309™
(0.001) (0.000) (0.000)
Constant -4.05T -4.076" -2.592 -0.260
(0.000) (0.000) (0.000) (0.000)
Observations 9,529 9,933 9,537 9,537
Pseudo R2 0.011 0.009 0.037 .037

VI1I. Conclusion

The life cycle of make-whole callable bonds suggest make-whole call
provisions are more than boiler plate additionariondenture. Instead, growth minded
firms consciously incorporate make-whole calls uddbfinancial flexibility into their

capital structures. This is evident at the begigrahthe life cycle where we find that,
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relative to straight bond issuers, make-wholeisallers are higher growth on average
and have greater profitability. This is also evidater in the life cycle where we find
that issuers with a greater percentage of makeevteallable debt in the debt component
of their capital structures are significantly mbkely to be acquirers. Finally, this link to
financial flexibility presents in the middle of thi&e cycle where we find that more than
12 percent of make-whole callable bonds were tfive reasons related to refinancing,
restructuring, or delevering.

Prior research by Nayar and Stock (2009) findsiti@drporation of a make-
whole call provision is associated with a posigwamouncement effect, indicating that
inclusion signals positive information about therfi Our results, particularly those
related to the greater likelihood of make-whold ssuers engaging in M&A activity,
seem consistent with this result. Given the lowt obsncorporating make-whole call
provisions (Powers and Tsyplakov (2008)), we susiet make-whole callable debt
will continue to supplant traditional non-callaldlebt. Indeed, this financial innovation is
now increasingly prevalent in other developed dehikets such as Europe and Japan as

well as the U.S. municipal bond market.
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Questions:
1) What is the spread in the time prior to calls amters of make-whole

call bonds as well as the difference between mamke¢ and

transaction price.
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