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Financial Contracting and re-rating experience, the cases of whole
make, claw back and other wise ordinary callable bonds

Abstract

Existing empirical work supports the notion that make wlald claw back bonds are
explained as methods to resolve the underinvestment problersugigest that if
these provisions genuinely resolve the underinvestment prab&ammake whole and
claw back provision bondholders should share in theflbefi®m the resolution of
the underinvestment problem through more frequent credit upgradés less
frequent credit downgrade when compared to a similar lsaofiptherwise similar
ordinary callable bonds. We find evidence that make whdll@mavisions genuinely
alleviates the underinvestment problem but the claw backgwoveems to resolve
the underinvestment problem at the expense of bondholdeahw
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Financial Contracting and re-rating experience, the cases of whole
make, claw back and other wise ordinary callable bonds

In recent years many bond indenture agreements have adctue new provisions,

the make whole and the IPO claw back provision thanedhe circumstances upon
which a bond can be redeemed prior to maturity. The mdkaewcall provision

requires the firm to pay a call price that represei¢spresent value of all future
coupon and principal repayments determined by a discotesea as the yield on a
similar maturity Treasury bond plus a fixed spread. Thjglies that the firm has little
incentive to refinance its debt due to a change in ted & interest rates. Similarly
the claw back provision reduces the incentive to refinemoeder to save on interest

costs by allowing the firm to call debt only from the ggeds of an equity issue.

Goyal et. al. (1998) and Nayar and Stock (2008) find evidence that these prwvisio
are justified by alleviating agency problems such asitigerinvestment problem that
is often present for firms with risky prospects and dehts capital structure. Yet
while this work shows that stockholders can benefit ftbenuse of these provision it
is not clear whether bondholders do. This paper addrésisegap by investigating
the subsequent re-rating experience of make whole and @ekv drovision bonds

and compares this experience to similar, otherwiseldallzonds.

This work is of interest because we now understand itretbond contract term
appears to benefit shareholderspogt, it can well be the case that bondholders can
anticipate these benefits and expropriate them in ttialiterms of the bond contract.
For example, as it is well understood from Kraus (1978} ititerest rate uncertainty
is not a valid reason for callable bonds since any patentpropriation of wealth by
re-issuing lower coupon bonds is anticipated by bondholtecsigh higher initial
coupon rates and call prices. One guestion that we addrebgther the make whole
and claw back provisions genuinely resolve the underinvestpteblem or can they
been seen as an attempt to exploit bondholders imasaen game? Our insight is that
if agency costs explanation holds true then subseqeenmating of make whole and
claw back bonds should be dominated by more upgrades andolesgrades that

ordinary callable bonds. If the zero sum game explandtolds true, then subsequent
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re-rating experience should be no different, or indeedseyahat ordinary callable

bonds.

We find interesting differences in the use of make whanid claw back provision
bonds. Make whole bonds are most often used for investgnade bonds whereas
claw back bonds are used for bonds rated below inesgtgrade. Moreover ordinary
callable bonds are most frequently issued by financial fimmsreas make whole and
claw back bonds are most frequently issued by industriakfilmportantly, we find
that claw back bonds tend to have more upgrades and feweangdues than
ordinary callable bonds. In contrast claw back bondd te have less upgrades and
fewer downgrades than comparable ordinary callable bondsther words, we find
evidence that make whole call provisions genuinely allesigdhe underinvestment
problem but the claw back provision seems to resolve terinvestment problem at
the expense of bondholder’s wealth.

In the next section we will review the literature andedep our hypothesis. In section
Il we will select our data. We will conduct our anadysi the re-rating experience of
make whole and claw back provision bonds in Section hd determine if the
experiences of make whole and claw back bonds are satificdifferent that
ordinary callable bonds. We confirm these results throaugtariety of robustness
checks. Finally section IV concludes.

l. Literature on Agency Cost Explanations of Callable Bonds

In this paper we examine the re-rating experience of mal@ewclaw back and
otherwise ordinary callable bonds in an attempt to determihether these bonds
represent a genuine solution to the underinvestment problems that have good
growth prospects also suffer from asymmetric informatidfile they know the
projects are “good” they have difficulty in convincing bbottlers, as bondholders
will perceive that the project also have higher risk.@Asesult the firm must pay
higher interest costs that they “should” given the quailit the project. Once the
project has proven itself, bondholder’s benefit atdkpense of stockholders, as they
will continue to enjoy high coupon rates even though sskow revealed to be
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modest. This reduces the benefits that flows to theeBb&lers and weakens the

inventive to invest.

The literature suggests that three types of call prowssican resolve the
underinvestment problem, the classic call, make whole &md twack call provisions.
A classical call option empowers the issuer to takeaige by repaying the debt in
advance when market yields decline. In the case thatesit rate deteriorates, the
classical call option settlement amount is less thar thieafair value of a debt would
have been absent the call option. Following Kraus (19@@phéie has largely rejected
interest rate uncertainty as an explanation for gadlvisions since in an efficient
market gains to shareholders via refinancing at lowerrasterates would be

anticipated and expropriated by bondholders in the terrttgedhitial call provision.

Instead call provisions are supposed to exist because afyageblems such as the
underinvestment, asymmetric information and asset sulimtitptoblems. More to

the point, to resolve the underinvestment problem, iclasfiable bonds can be called
once the value of the project being finance via callaloledb is revealed. If this
explanation holds then callable bonds should experienoee upgrade and less
downgrade credit events as the positive attributiongrofects being finance is

subsequently revealed.

While a wealth of empirical research suggests that ggexglanations as a whole
can explain the use of call provisions (see Thatcher 19&6hell 1991, Kish and
Livingston 1992, Boreiko and Lombardo 2008), Crabbe and Helwege (19€64)
that confounding effects of maturity, default risk and vagytrends in the popularity
of call provisions makes it impossible to empirically fxerf any of the specific
agency problems can explain the use of ordinary call prowgsidoreover several
authors provide explanations why firms can employ a sptimal call policy.
Specifically firms might delay call provisions due togactions costs incurred when
calling (Mauer 1993), wealth transfers resulting from tenmyorapital structure
changes (Longstaff and Tuckman 1994), or simply becagsd-aptimal call policy
is employed (King and Mauer 2000). In any event Crabbe anddgel{1994) are
unable to find any evidence that callable bonds reduce the urelrnment problem.

Specifically when controlling for credit risk, maturitynéh tends in the use of call
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provisions they find that callable bonds are no more \likel be upgraded or

downgraded than non-callable bonds.

With a make-whole call provision, the call price is ridtermined by a price
schedulelnstead as Collin-Dufresne and Goldstein (2001), Collinr&rrfeet. al.
(2001) and Gottesman and Roberts (2007) note make whole provigivasa call
price determined by discounting the bonds remaining contracasdl flows at a
specified low spread over a likely treasury rate. Theeefihe call price floats
inversely with Treasury rates. If exercised, the makelevhall price is calculated as
the maximum of par value or the present value of thel’saemaining payments. A
primary benefit of make-whole call provision relativethe classical call provision is
that the floating call price virtually eliminates theemtive for the firm to call when
interest rates drop. Thus, interest rate risk thatlbolders are exposed to via the call
option is significantly reduced. With reduced risk, bondhsldshould demand less

compensation for their short position in the option.

Make-whole call provisions have become quite common parate debt over the
past ten years.Mann and Powers (2003)iggest that the make-whole call is useful
for firms that anticipate a need for restructuring and finafigiability in the future,
without any dependence on low economy-wide interestsrabpecifically, make-
whole calls are included not for refunding but flexibility to restructure by avoiding
a tender offer. Powers and Tsyplakov (2004) use a struatwdkl to examine
whether make-whole call provisions are fairly priced #ioation. The call provision
cost is calculated as the callable bond yield minus thezagut non-callable bond
yield, producing an incremental yield attributable to the makele call provision.
They conclude “...that make-whole call provisions at origorahave been mispriced
and that issuing firms have been paying too much for thedialaftexibility that the
call provision provides”. However Mann and Powers (2003a) Bo@er and
Tsyplakov (2004) see little opportunity for arbitrage opportuitéue to the
incompleteness of the corporate bond market. Withdailrage opportunities, there is
no obvious mechanism that will drive down the at-issueemental yield of make-

whole call provisions.
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Make whole provisions can alleviate the underinvestmamiblem because it
separates the incentive to call a bond to achieveestt&ost savings from calling a
bond to avoid the underinvestment problem. Specificallyfithe can call the entire
bond issue only at a call price determined by a yield ghaet at predetermined
spread above a similar maturity treasury yield. This mehat as interest rates
decrease, the call price increases so there isrbible for coupon costs savings due to
interest rate changes. The firm is free to take shkyrprojects in the assurance that if
the project subsequently proves itself, the firm cahtbal bond at prices consistent
with the general level of interest rates and so aexropriation of some of the
benefits of the now proven project by the bondholdEnsrefore we expect that make
whole bonds will experience unusually positive re-gataxperience than otherwise
similar bonds because make whole bonds will be usedrimg fneeding to good

finance projects subject to the underinvestment problem

According to Fridson (1993) equity claw back provisionststhto appear in high
yield offerings in 1992The clauses allow issuers to remove some parts ofissaies,
with capital raised from equity financings, despite aadyncall limitations. Particular
claw back provision terms vary by factors such as the pramagsociated with the
redemption, the percentage of principal amount that magdeemed under the claw
back and the length of time subsequent to the bond'srafferiwhich the claw back

is effective.

Bonds with claw back provisions are also thought to @tevihe under investment
problem. Generally, asymmetric information problems becmse $evere when a
new project commences via equity investment as the gooce faarnings prospects
of the firm are revealed. This investment decisionazarse a wealth transfer from the
shareholders to the bondholders as bondholders bé&woafita reduction in credit risk

but still enjoy a high coupon rate set when informadsymmetries were high. This
can lead investment inefficiency because managerswish to avoid this wealth

transfer and so will be reluctant to accept profitginejects requiring new equity
financing. Claw back provisions make it possible for issuersnitigate wealth

transfers that result from a reduction in informatamymmetries surrounding equity
offerings as the firm can repurchase a portion of old leigipon bond issues at
relatively low prices. Therefore bonds that contdawcback call provisions should
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on average experience unusually good re-rating experiensebsgquent to issue
firms with claw back provisions should issue equity, ébgrreducing reliance of debt
in the firms capital structure, to finance valuable misié

Goyal et al (1998) argue that claw back provisions are designed tongmitdlems
of underinvestment that are a result of changes im@sfimformation environment
when the firm issues new equity. Consistent with this thgmgis Goyal et al. (1998)
find that firms most likely to suffer from the underistiment problem, specifically
unregulated and private firms with more intangible ans ligsiid assets, are the most
likely firms to issue claw back bonds.

In summary we find that there is no empirical evidetina ordinary callable bonds
relieve the underinvestment problem. However, we find ttie theoretical
justification for refining the call provision via make @l and claw back clauses is to
relieve the underinvestment problem. If indeed the make evhod claw back
provisions alleviate the underinvestment problem then hLmddis as well as
shareholders should benefit. This suggests to us thataweuse ordinary callable
bonds, that is callable bonds without a make wholelaw ®ack provision, as a
control variable to detect whether the make whole aad ddack provision bonds
genuinely resolve the underinvestment problem. Spedyficak suggest that bonds
that contain make whole call provisions should on aveeagerience more upgrades
and less downgrades than bonds employing ordinary callgwwasias subsequent to
issue, firms with make whole provisions should on avefrayge more projects that
subsequently prove to be valuable. Similarly, bonds thatacorclaw back call
provisions should on average experience more upgrades andoleagrades than
bonds employing ordinary call provisions as subsequenste isrms with claw back
provisions should issue equity, thereby reducing reliancesloif ih the firms capital

structure, to finance valuable projects.
Il. Data selection
We use the Mergent® Inc’'s Fixed Investment Securities daat (FISD). This

database consists of detailed cross sectional informatiassue characteristics of all
bonds that the National Association of Insurance Cawiomers had on their books
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as of January 1, 1995, and all bonds that they bought updtcnelading May 27,
2008. Each of the 232,507 bond issues is identified by the issaled the issue’s
CUSIP number and includes information on the maturity daffering date, rating
date, rating, rating type, offering amount, industry cadel details of call features
including call feature type, call dates and prices.

From FISD, we select all bonds that belong to the im@ddisfinancial, and utility
industries while we eliminate Treasury and all Yankee honhberefore our sample
contains only US domestic corporate bonds. We furthertkellsample by deleting
bonds that has less than five years to scheduled nyaftoin the offering date.
Barnea, Haugen, and Senbet (1980) argue that short-termdrengigually capable of
resolving agency problems and information asymmetries é#ablea bonds so
including short-term bonds would confound the evidence @ftlédr make whole and
claw back provisions can resolve the underinvestment prob@mexamining these
domestic corporate bonds for rating type we find thathFitoncentrates on financial
industry bonds. Since this could bias our results we elimibands rated by Fitch
only. Duff and Phelp do not rate many bonds within eatimgeacategory, so we
decide to drop bonds rated by Duff and Phelp only as weieder, we consider all
Standard and Poor’'s and Moodys rated bonds because they late number of
bonds in all industry categories. Of these we only keepetlwith a rating date within
one year of the offering date to ensure that the boddrwstudy has the same rating it
had on the date it was offered. As the results using Moadyg Standard and Poor’s
ratings are similar we report the results when usimagdgird and Poor’s for the sake

of brevity3

From this initial selection of bonds we select thsab samples, the make whole, claw
back and ordinary callable bond sub samples. The makkewhb sample consists of
bonds from the above selection that have make whdlepoavision but do not
contain a claw back provision. Similarly the claw baadk sample consists of bonds
that contain a claw back provision but do not contaimée whole provision. Finally
the ordinary callable bonds have call provisions but docoatain make whole or
claw back provisions. We also delete all ordinary tédlebonds of firms that have
make whole or claw back bonds. This help ensure thatttierwise callable bond

sample can act as a control sample since make whdlelaw back provisions are
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supposed to resolve the underinvestment problem for the Firmally we eliminate
all bonds that do not contain a call provision of any typeause the resulting sample
meeting all of the previous (and subsequent) restrictoteoi smalf*

Crabbe and Helwege (1994) note that the use of call provisagshrough time so
to ensure that there is no difference in the trendhénuse of make whole, claw back
and otherwise callable bonds we plot the number ofi®day offering year and call
provision type for industrial bonds in Figure 1. This figuh®ws that prior to the
1995 offering year the database is dominated by otherwilsdleabonds except for a
single spike of make whole bonds in 1989. In contrastn ft®95 onwards a fairly
large number of bonds of each type are issued in each Aeahe distribution of
offering dates by call provision type is so different ptimrl995 than in subsequent
offering years we think that the use of bonds issued pri2®9® will produce a trend
bias to our results so we decided to include only bondsatbi offered in 1995 or

later in our final sample.

<<Figure 1 about here>>

These selection procedures leave a total sample of 15,B23ed®onds consisting of
3,827 make whole, 3,179 claw back and 8,317 otherwise callable.bbables 1, 2
and 3 reports the details of the make whole, claw badkogimerwise callable sub
samples.

<<Table 1, 2 and 3 about here>>

We make three observations concerning our sample. Kkastieing the sub samples
of bonds by industry, we note that while the make whal¢ @daw back bonds are
dominated by the industrial category, the otherwise callabheld are dominated by
the financial industry. Moreover the utility industry isnast absent for the claw back
provision bonds. In contrast all type of callable boads well represented in the
industrial category. Since utility bonds are subject td liggulatory risk that is in

large part absent in industrial bonds, and the risks @sedavith financial bonds are
different than the risks associated with industrial bonelshank it best to concentrate

our study of the use of different call provisions by exang the industrial bond sub
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sample as then we are more confident that the resililise due to the use of the call
provision rather than the difference in the indusategory.

Second we examine the sample by credit rating. It isht®@that for industrial bonds,
the average make whole call provision bond has a ratir§BB+ and the average
claw back provision bond has an average rating of B+, omelewcredit rating

category higher and lower respectively than the tylyicBB+ rated otherwise

callable bond. It is gratifying to note that except forgeeaeric AA credit ratings the
granularity of the otherwise callable industrial bond dat&ery fine. This means that
even when we refine the sample by shades of crediigsatve are able to find a
reasonable sample size, approximately 30 or more, obttierwise similar callable
bonds to act as a control sample for virtually all shadesedit ratings.

Third, we examine the sub samples by maturity. We nudé ¢therwise callable

bonds have an average maturity of 15 years, which is higharthe 14 and 9 years
average maturity for make whole and claw back provisiondborespectively.

However Bali and Skinner (2006) note that the average matircorporate bonds

typically declines with the credit rating and evidentlyiah of this difference in

average maturity is accounted for by the differenceavierage credit rating. For
example, examining the average maturity for the B gatotherwise callable bonds
typically have a much lower average maturity of 11 yé#aasis much closer to the 9
years average maturity for both the make whole and tlagk provision B rated

bonds. Overall the sample that we select appears capélpeoviding the data

necessary to statistically test to see whetherdhmting experience of make whole
and claw back provision bonds are different than sinatadit rating, industry and

maturity but ordinary callable bonds.

[l Empirical Results

Our objective is to determine whether the use of the makale and claw back
provision bonds genuinely resolve the underinvestment probléenthink that if
these provisions accomplish this then bondholders dsawedhareholders will share
in the benefits. Specifically the resolution of thedarinvestment problem should not

only result in improved earnings prospects for the firmdlsbd improve the credit
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rating of the bonds, as more valuable projects willabeepted. Wider economic
events can swamp the positive re-rating effect, buit istthese provisions are
resolving the underinvestment problem then bonds employirsg fv@visions if not
enjoying more upgrade events then they should at least egsydbwngrade events
than otherwise similar ordinary callable bonds.

To determine if the upgrade and downgrade frequencies for matle w&hd claw
back bonds are different than the upgrade and downgrade riceegidor otherwise

callable bonds we use the very generalgoodness of fit test as specified below.

XZ:Z( —F)Z/F (1)

Let f be the frequency of an event in a target $am@pd F is the theoretical frequency
for the entire sample. For example, let f be tlmdency of upgrade events, both
upgrades and not upgrades, for make whole bond$erthe null hypothesis that the
number of upgrades is independent of whether timel li® make whole or otherwise

callable, the theoretical frequency of upgradessvE calculated as

F = (sum of upgraded bonds) x (number of make whotas)/n + (sum of upgraded
bonds) x (number of otherwise callable bonds)/rsun{ of bonds not upgraded) x
(number of make whole bonds)/n + (sum of bonds uqpgraded x (number of

otherwise callable bonds)/n

where n is the number of bonds in the sample. Stasistic (1) compares the squared
difference in the theoretical frequency of an evenipgrades and not upgrades in our
example, to the actual frequency of say make wisalé provision bonds f. This
statistic is distributed chi-square with a numbédegrees of freedom of 1 and we
reject the null hypothesis for large values, Secedand Cochran (1988)We apply
this test four times for each credit rating to tesether make whole or claw back
provision bonds have the same frequency of upgmdaelowngrade events as
otherwise similar ordinary callable bonds.
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We examine the re-rating experience of our sub samplasake whole, claw back
and otherwise callable bonds in Tables 4 and 5. In theféits columns, Table 4
reports the total number of bonds and the number of bdretsch call provision type
by initial rating. Initial ratings are reported by shadecoddit rating and are also
aggregated by broad rating category and by investment gradeloav mvestment
grade status. The remaining nine columns report the numbeonafs of each call
provision type that upgrade, downgrade and confirm the exisitnggras of the next
re-rating event subsequent to the initial rating.

Table 4 provides the raw data to conduct the statististd the results of which we
report later in Table 5. Table 4 is also helpful in ipteting the importance of the
subsequent results as it highlights the concentratiorbsolate terms of different

types of call provisions in particular credit ratingsr Egample, of the approximately
2,200 the make whole call provision bonds approximately 1,708aeentrated in

the A and BBB broad rating categories whereas for theoappately 3,000 claw

back provision bonds, 2,300 are in the broad B rating cladsr@re than 1,000 of
these are in the B- rating sub category. If thesestygecall provisions do in fact

resolve the underinvestment problem then we would expesee the results more
clearly for these rating categories. In contrastdtierwise callable provision bonds
are much more evenly distributed throughout the ratinggcaites so that we have a
reasonable number of bonds that acts as a controles&nirtually all ratings.

<<Table 4 and 5 about here>>

Table 5 enables us to interpret in relative terms tisolate numbers reported in
Table 4. First looking at the difference in creditingtby investment grade as opposed
to below investment grade, we find that make whole boodginally rated
investment grade have a higher incidence of upgrades and a ilomidence of
downgrades than otherwise similar ordinary callable honbsese observed
differences are significant at the 1% level and sudelynot merely occur due to
chance. Make whole bonds originally rated below investrgeade have a higher
incidence of upgrades but a higher incidence of downgrades tharweate similar
ordinary callable bonds but these differences arestatistically significant and so

can occur merely due to chance. In contrast, claw pemkision bonds have a higher
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incidence of downgrades for below investment grade bondshasdlifference is
statistically significant at the 1% level. All othessults are statistically insignificaht.
In summary we find that by aggregating credit risk at thiy ceude level, it appears
that make whole call provision bonds do in fact expeseunexpectedly good re-
rating experience for that grade of bond most frequergdpciated with make whole
bonds and claw back bonds experience unexpectedly paating-experience for
that grade of bond most frequently associated with tlagk bonds. The next step is

to look at these results when using finer controls fedicrrisk.

Looking at the broad rating categories, highlighted in bold@able 5, we find that A
rated make whole bonds have a significantly higher fmtityaof upgrading and a
lower probability of a downgrading and BB rated bonds rawsggnificantly higher
likelihood of an upgrading event than otherwise similarllabde bonds.
Counterbalancing this is the finding that B rated bonds daignificantly higher
likelihood of a downgrading event. We do note that the d BB rated make whole
bonds represent more than 40% of the make whole samapl@isd so is very much
larger than the sample size of B rated bonds. Theretbe overall re-rating
experience for make whole bonds is in accordance wsthlvieag the underinvestment
problem. Nevertheless we also note that for BBB ratmud$, representing nearly
50% of all make whole provision bonds, there is no siggnifi difference in the re-
rating experience that otherwise callable bonds. Theredbile we find evidence that
supports the notion that make whole resolve the undetmees problem, the

evidence is not compelling.

The evidence by broad rating category re-enforces the nb@drclaw back bonds do
not genuinely resolve the underinvestment problem. Spdbjifidar BBB and B
rated bonds, claw back bonds have a significantly higleeuency of downgrading
and a lower frequency of upgrading than otherwise similaliallle bonds.
Counterbalancing this somewhat is the finding that for C&t€d bonds claw back
bonds are significantly more likely to upgrade than otissrvgimilar callable bonds.
However as B rated claw back bonds are 80% and CCC raedbelck bonds are
only 10% of the sample of all claw back bonds the ovetlming evidence supports
the finding that claw back bonds do not genuinely resolve utiderinvestment
problem.
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Finally delving into the results by shades of credingatve find the above results are
re-enforced. For A and BB- rated bonds we find evidehe¢ take whole bonds
have a higher upgrading and/or a lower downgrading likelihoas ththerwise
similar callable bonds. There are two cases wherdinge countervailing results,
specifically A- and B ratings, but again at these shadestings the make whole
provision bond sample is modest. Meanwhile for all skaxfehe BBB rating class,
by far the most frequent initial rating for make wholend®, there is no significant
evidence that the re-rating experience of make whole hertifferent than otherwise
similar ordinary callable bonds. We conclude that #heating experience for make
whole bonds is in accordance with genuinely resolvingutigerinvestment problem

for at least some of the more popular ratings for nvekele bonds.

For claw back bonds the re-rating experience confirnas these bonds do not
genuinely resolve the underinvestment problem. For all shaflthe B rating class

we find strong evidence that claw back bonds have a haengrading and/or a

lower upgrading frequency that otherwise similar callabledboAs this rating class

represents nearly 80% of all claw back bonds we areirnoed that claw back bonds
do not genuinely resolve the underinvestment problem. Hawev€CC rated bonds

there is some hope that claw back bonds can resaventherinvestment problem as
CCC+ and CCC- bonds have a significantly higher likelthof an upgrading event
but the modest sample size of CCC rated bonds does ttleutinportance of this

finding.

IV Summary and Conclusions

In this paper we examine the re-rating experience d¢dldal bonds to see if the re-
rating experience of make whole and claw back provisamé is different for the re-
rating experience of otherwise callable bonds.

Existing empirical work supports the notion that make wtaold claw back bonds are
explained as methods to resolve the underinvestment prollemmake whole
bonds, stockholders appear to benefit from higher earniriggequent to the issuance
of make whole provision bonds. For claw back bonds, fitlmas are more likely to
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have problems with under investment are more likely soesclaw back bonds.
However if these types of callable bonds do in fact lvesthe underinvestment
problem, then bondholders should also benefit, otherthisesupposed benefit to the
stockholders can represent a redistribution of valwaenflbondholders with no
improvement in the value of the firm. We suggest thatake provisions genuinely
resolve the underinvestment problem then make whole andbzck provision bonds
should share in the benefits from the resolution of uhderinvestment problem.
Specifically as the firm will be encouraged to acceptitpesnet present value
projects, make whole and claw back provision bonds wilnbee likely to upgrade
and less likely to downgrade than otherwise similainamy callable bonds that do

not employ these provisions

We find evident that at least weakly supports this theoryrfake whole bonds, but
rather strongly refute this theory for claw back bor@jsecifically when we control
for credit risk by broad rating and shades of credihgat we find no evidence to
support the underinvestment theory for that rating cladsdinminates the issue of
make whole provision bonds. However for those ratingsela that are secondary to
the issues of make whole bonds we find a significantién likelihood that make
whole bonds will upgrade and/or a significant lower liketd that make whole
bonds will downgrade than otherwise similar callabledsomherefore we conclude
there is at least some evidence that supports the nttainmake whole bonds

genuinely resolves the underinvestment problem.

We find evidence that rather strongly rejects the omotihat claw back bonds
genuinely resolves the underinvestment problem. Spedtyfiedien we control for

credit risk by broad rating and shades of credit ratingfimeethat claw back bonds
are significantly more likely to experience a downgradd are significantly less
likely to experience an upgrade event that otherwise airoidinary callable bonds
for the rating class that overwhelming dominants the issudaw back bonds. We
conclude that the evidence supports the notion that cak lbonds do not genuinely
resolve the underinvestment problem. Instead claw baclsbappear to involve a

redistribution of value from bondholders to stockholders.
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This table reports the sample characteristics of bdradscbntains a Make Whole call
provision but does not contain an IPO claw back provisidioghds are of at least
five years to maturity, are rated by Standard and Poolhgwahe year of the offering
date and have been offered from 1995 to 2008. This sampledbesntain Yankee
or government bonds.

Total Sample

Rating
AAA
AA+
AA
AA-

A+

A

A-

BBB+

BBB

BBB-

BB+

BB

BB-

B+

B

B-

CCC+
CCC

D

Grand Total
Avg. Rating

50
9
75
106
272
364
390
615
815
616
219
125
64
40
38
19
6

3

1
3827

18.21
21.96
17.50
15.63
15.18
16.83
14.33
14.76
13.75
12.63
11.40

9.10

9.15
10.52

9.02

8.49
10.02

8.51

6.88
13.91

Industrial Financial Utility
Number Maturity Number Maturity Number Maturity Number Maturity
27 20.76 9 13.47 14 16.36
5 20.49 3 21.73 1 29.98
46 17.58 23 17.24 6 17.84
47 15.64 26 12.79 33 17.86
168 16.32 65 13.21 39 13.56
206 17.49 52 15.61 106 16.14
221 13.56 80 14.88 89 15.77
316 15.43 119 12.81 180 14.87
434 14.22 201 11.82 180 14.78
333 12.66 142 10.12 141 15.07
150 10.11 17 10.65 52 15.36
98 8.84 7 10.03 20 10.01
50 8.67 1 6.57 13 11.23
27 10.51 2 22.06 11 8.42
28 8.41 1 6.92 9 11.15
13 8.63 3 7.36 3 9.04
6 10.02 0 0.00 0 0.00
3 8.51 0 0.00 0 0.00
1 6.88 0 0.00 0 0.00
2179 13.93 751 12.58 897 14.97
BBB+ BBB+ BBB+

BBB+
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Table 2
Sample Characteristics of Claw Back Provision Bonds
This table reports the sample characteristics of bdratscontain a claw back
provision but does not contain a Make Whole call provisi&dinbonds are of at least
five years to maturity, are rated by Standard and Poolhgwahe year of the offering
date and have been offered from 1995 to 2008. This sampledbesntain Yankee
or government bonds.

Industrial Financial Utility Total Sample
Rating Number Maturity Number Maturity Number Maturity Number Maturity
A- 3 10.19 0 0.00 0 0.00 3 10.19
BBB- 3 9.94 0 0.00 0 0.00 3 9.94
BB+ 40 8.71 1 10.04 1 9.23 42 8.75
BB 89 8.88 11 10.06 5 9.63 105 9.04
BB- 207 8.78 15 7.82 6 9.23 228 8.73
B+ 518 8.98 46 8.60 16 9.30 580 8.96
B 780 8.97 24 8.86 24 9.17 828 8.98
B- 1029 8.96 24 8.89 25 9.53 1078 8.98
CCC+ 202 8.35 8 9.84 5 8.59 215 8.41
CCC 61 8.37 0 0.00 6 8.94 67 8.42
CCcC- 22 7.99 0 0.00 0 0.00 22 7.99
cC 5 7.54 0 0.00 0 0.00 5 7.54
C 1 6.56 0 0.00 0 0.00 1 6.56
D 2 6.75 0 0.00 0 0.00 2 6.75
Grand Total 2962 8.89 128 8.81 87 9.27 3179 8.89
Avg. Rating B+ BB- B+ B+
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does not contain Yankee or government bonds.

Table 3

Sample Characteristics of Otherwise Callable Bonds
This table reports the sample characteristics of bohfiisrs that do not also have a
bond that contains a make whole or claw back provisiomfgubtherwise callable.
All bonds are of at least five years to maturity, rated by Standard and Poors within
one year of the offering date and have been offered 1@95 to 2008. This sample

20

Total Sample

Rating
AAA
AA+
AA
AA-
A+
A
A-
BBB+
BBB
BBB-
BB+
BB
BB-
B+
B
B-
CCC+
CCC
CCC-
CC
D
Grand Total
Avg. Rating

452
224
558
576
585
2721
482
402
498
348
112
488
132
193
224
195
69
41
11
5

1
8317

16.75
15.34
15.75
14.08
15.66
16.81
20.32
20.38
18.48
17.75
20.62

8.45
13.50
11.87
11.24
10.56

9.10
10.95

9.86

6.61

5.92
15.93

Industrial Financial Utility
Number Maturity Number Maturity Number Maturity Number Maturity
95 13.73 317 16.27 40 27.77
0 0.00 224 15.34 0 0.00
14 27.07 532 15.23 12 25.44
27 25.59 535 13.07 14 30.36
44 19.04 505 14.42 36 28.83
428 19.67 2255 15.98 38 33.65
35 22.49 411 18.95 36 33.90
39 25.28 319 17.93 44 33.83
82 21.04 369 16.75 47 27.57
65 23.97 258 14.62 25 33.96
58 17.51 46 22.59 8 31.89
45 13.19 39 16.32 404 7.16
107 12.22 18 18.84 7 19.23
170 11.00 12 18.28 11 18.36
206 11.24 12 12.97 6 7.77
179 10.37 13 13.30 3 9.84
64 8.62 1 7.02 4 17.29
40 10.74 0 0.00 1 19.16
11 9.86 0 0.00 0 0.00
3 7.04 2 5.98 0 0.00
1 5.92 0 0.00 0 0.00
1713 15.62 5868 15.86 736 17.20
BB+ A BBB-
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Table Results 4
This table reports the re-rating experience as of thereerating event of 7,237
bonds. All bonds are industrial bonds, of at least years to maturity and are rated
within one year of issue by Standard and Poors. Norfeeeétbonds are Yankee
bonds. The total number of make whole MWT, claw baclk @Bd otherwise callable
OCT bonds are reported by broad rating categorydid), by shades of rating
grades, by investment grade IG and below investment graddB#&ddition, the
number of bonds that received an upgrade U, downgrade E2arained the same
rating S for each type of bond is also indicated. Fstaimce, the number of AA rated
(by broad rating) make whole bonds that received a downgrdte next rating
event was 26.

Total MWT CBT OCT MWU CBU OCU MWD CBD OCD MWS CBS OCS

AAA 122 27 0 95 0 0 0 9 0 24 18 0 71
AA 139 98 0 41 3 0 0 26 0 7 69 0 34
AA+ 5 5 0 0 0 0 0 4 0 0 1 0 0
AA 60 46 0 14 1 0 0 10 0 2 35 0 12
AA- 74 47 0 27 2 0 0 12 0 5 33 0 22
A 1105 595 3 507 26 0 11 113 3 316 456 0 180
A+ 212 168 0 44 2 0 2 25 0 3 141 0 39
A 634 206 0 428 12 0 4 47 0 303 147 0 121
A- 259 221 3 35 12 0 5 41 3 10 168 0 20
BBB 1272 1083 3 186 106 0 16 218 2 32 759 1 138
BBB+ 355 316 0 39 22 0 5 77 0 7 217 0 27
BBB 516 434 0 82 39 0 4 69 0 10 326 0 68
BBB- 401 333 3 65 45 0 7 72 2 15 216 1 43
BB 844 298 336 210 59 38 25 63 91 45 176 207 140
BB+ 248 150 40 58 23 6 8 20 11 13 107 23 37
BB 232 98 89 45 23 10 7 30 26 9 45 53 29
BB- 364 50 207 107 13 22 10 13 54 23 24 131 74
B 2950 68 2327 555 8 287 92 24 609 106 36 1431 357
B+ 715 27 518 170 6 62 30 8 151 30 13 305 110
B 1014 28 780 206 1 82 33 12 208 43 15 490 130
B- 1221 13 1029 179 1 143 29 4 250 33 8 636 117
CCC 409 9 285 115 3 75 18 0 66 21 6 144 76
CCC+ 272 6 202 64 2 45 8 0 49 14 4 108 42
CCC 104 3 61 40 1 22 10 0 15 6 2 24 24
CCcC- 33 0 22 11 0 8 0 0 2 1 0 12 10
BELOW 13 1 8 4 1 3 1 0 1 3 0 4 0
IG 2638 1803 6 829 135 0 27 366 5 379 1302 1 423
BIG 4216 376 2956 884 71 403 136 87 767 175 218 1786 573
TOTAL 6854 2179 2962 1713 206 403 163 453 772 554 1520 1787 996
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bonds. All bonds are industrial bonds, of at least years to maturity and are rated
within one year of issue by Standard and Poors. Norfeeeétbonds are Yankee
bonds. The percentage of make whole MW, IPO claw baokalifd otherwise
callable OC bonds that received an upgrade U or downgradéhB mext re-rating
event is reported by broad rating categorybpid), by shades of rating grades, by
investment grade IG and below investment grade BIG. Ftanos, the percentage of
AA rated (by broad rating) make whole bonds that receavdowngrade in the next
rating event was 26.53.

MWT CBT OCT MWU CBU OCU MWD CBD OCD
AAA 1.24 0.00 5.55 0.00 0.00 0.00 33.33 0.00 25.26
AA 450 0.00 2.39 3.06 0.00 0.00 26.53 0.00 17.07
AA+ 0.23 0.00 0.00 0.00 0.00 0.00 80.00 0.00 0.00
AA 2.11 0.00 0.82 2.17 0.00 0.00 21.74 0.00 14.29
AA- 2.16 0.00 1.58 4.26 0.00 0.00 25.53 0.00 18.52
A 27.31 0.10 29.60 4.37 0.00 2.17 18.99°  100.00 62.33
A+ 7.71 0.00 2.57 1.19 0.00 455 14.88 0.00 6.82
A 9.45 0.00 24.99 5.83" 0.00 0.93 22.87" 0.00 70.79
A- 10.14 0.10 2.04 5.43 0.00 14.29 18.55 100.00 28.57
BBB 49.70 0.10 10.86 9.79 0.00 8.60 20.13 66.67 17.20
BBB+ 14.50 0.00 2.28 6.96 0.00 12.82 24.37 0.00 17.95
BBB 19.92 0.00 4.79 8.99 0.00 4.88 15.90 0.00 12.20
BBB- 1528 0.10 3.79 13.51 0.00 10.77 21.62 66.67 23.08
BB 13.68 11.34 12.26 19.80° 11.31 11.90 21.14 27.08 21.43
BB+ 6.88 1.35 3.39 15.33 15.00 13.79 13.33  27.50 22.41
BB 450 3.00 2.63 2347 11.24 1556 30.61 29.21 20.00
BB- 229 6.99 6.25 26.00" 10.63 9.35 26.00 26.09 21.50
B 3.12 78.56 32.40 11.76 12.337 16.58 35.29° 26.17° 19.10
B+ 1.24 1749 9.92 2222 11.97 17.65 29.63 29.15 17.65
B 1.28 26.33 12.03 3.57 1051 16.02 42.86  26.67 20.87
B- 0.60 34.74 10.45 7.69 13.90 16.20 30.77 24.30 18.44
CCC 041 9.62 6.71 33.33 26.32° 15.65 0.00 23.16 18.26
CCC+ 0.28 6.82 3.74 33.33 2228 1250 0.00 24.26 21.88
Cccc 0.14 2.06 2.34 33.33 36.07 25.00 0.00 24.59 15.00
CCC- 0.00 0.74 0.64 0.00 36.36 0.00 0.00 9.09 9.09
BELOW 0.05 0.27 0.23 100.00 37.50 25.00 0.00 12.50 75.00
IG 82.74 0.20 48.39 7.49" 0.00 3.26 20.30° 83.33 45.72
BIG 17.26 99.80 51.61 18.88 13.63 15.38 23.14 25.95  19.80

The stars indicate the results of the test that the djpgr@r downgrading experience of make whole

or claw back bonds are difference that the otherviisias callable bonds whefe indicates 1%

significance,” indicates 5% significance andéhdicates 10% significance.
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Offering Year Distribution by Call Provision Type
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1 Approximately 20% of the issues in the Merrill Lynch 1-€a¥ Government Corporate Index have
make-whole call provision.

2 A logical issue is whether claw backs deliver positiatie to issuers, while subtracting value from
bond investors by reducing their ability to lock in attrgdy high interest rates. In challenge of
common sense, Fridson (1998) report that a team of untemswmiade an effort to present claw backs
as a benefit to bond investors, on the basis thgtdhee issuers an incentive to raise equity with a
result to improve their credit quality. A close lookckw backs confirms that the market treats claw
backs as net reductions of value for which bond investave to be compensated.

3 The results when using Moodys ratings are availabfe fne authors’ upon request.

4 The resulting sample of straight bonds was 390, far ermthin make whole, claw back and
otherwise callable samples that are 2,179, 2,962 and 1, fikttigsly.

5 See Senedcor and Cochran, pages 76-79 and pages 210- 21&lfor de

6 While the incidence of downgrades is significantly higlaethe 10% level) for claw back bonds
rated above investment grade, Table 4 reveals thatri@esaize is very small, only 6 claw back
bonds are rated above investment grade, so we do natréhys conclusion.
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