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MANAGING THE CORPORATE FINANCIAL STRUCTURE

This paper evaluates the present and prospective responsiveness of
corporate financial structures to aberrations in the structure of returns to in-
vestors. The enc‘:l= in mind is to draw - 50 far as possible - the parallel
between the management of corporate financial structures and that of, say,
balanced portfolios. In developing this parallel the conclusion is drawn that
opportunities for successful modification of corporate financial structures are some-
what limited by constraints not confronting a portfolio manager, e.qg., high trans-
action cost, long time delay, and inability to achieve portfolio diversification.

Previous studies [1] have dealt with the value of the call privilege and
with bond refunding. Few - if any - treat the broad range of alternatives open
to management in its efforts to optimize the firm's financial structure through
time.

To the end of redressing this apparent deficiency in the literature, the
present study (1) analyzes the financial structures of a diversifed sample of
corporations, (2) considers the character of interperiod adjustments in financial
structures, (3) differentiates portfolio management from financial-structure
management, and (4) works toward a model for the interperiod optimization of

capital structure.
FINANCIAL STRUCTURE

Consider an x t matrix whose n rows constitute the diverse components



of the financial structure and whose t columns represent the cash outlay commit-
ment schedule related to each element of the financial structure. Let each cell
contain the absolute dollar commitment associated with the ith security and the
jth period, the corresponding present value figure, and the percentage of total
present value fort'all components. The bottom row sums the periodic outlay
commitments, while the right-hand column totals items across pericds for each

of the firm's outstanding securities. With the elapse of time, the left-hand
columns are eliminated sequentially and are replaced by increments in one or
mere of the remaining cells (unless total assets decline correspondingly).

To be specific, the matrix format shown in Table 1 for Combustion
Engineering {(as of the end of 1968) sets forth the maturity structure of the debt
positions held by the firm and identifies the interest sensitive components of
the financial structure. Some two-thirds of the scheduled ocutlays in present
value terms occur in the first five years (Table 2). Interest sensitive elements
are confinéd largely to the sinking fund feature of publicly held obligations.
Given a market yield greater than the coupon rate, the sinking fund requirement
can be satisfied at less than par by open-market purchases. No such opportunity
normally exists for privately placed issues. The importance of this distinction
between publicly and privately placed issues has increased markedly in recent
years with higher base rates and greater volatility in the bond market. During the
past three years, for exafnple, Jones & Laughlin Steel has been able to meet sinking
fund requirements ($5,000,000/year) on its 5% First Mortgage Series E debentures
due 2/1/91 by open market purchases at an average price below 70. Had this

issue been issued with a pro-rata sinking fund operating at face value { a common
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_TABLE 2_

FINANCIAL STRUCTURE FOR COMBUSTION ENGINEERING, INC.

Cum.
Year Notes % Of % Of
Payment Payabie  Term Pfd. Commen Present Present Present
Scheduled {Bank) Loans Debentures Steck Stock Total Value Value Value
December 31, 1968 (000 of $)
1 23,905 5,902 3,718 -— ==~ 33,325 31,276 7.3 7.3
2-95 --- 38,731 14,780 - --- 53,511 41,796 2.8 17.1
6 =10 - 3,253 25,202 — === 28,455 17,146 4.0 21.1
11 - 15 - —— 20,524 —_— --- 20,524 §,898 2.1 23.2
16 - 20 —-— ——— 17,467 —_— -—= 17,487 5,457 1.3 24.5
21 - 25 —— —_— 21,864 -— --=- 21,864 4,847 1.1 25.8
26 & over -— -— -_— —-— —— ~-- 317,632 74.4 100.0
Total 23,905 47,888 103,555
Presant Value 60,567 48,898 38,500 279,132 427,097
Percent of ’
Present Value 14,2 11.4 9.0 65.4 100.0
Decamber 31, 1969 {300 of §)
1 20,339 2,425 3,373 —— --- 25,133 24,153 5.4 5.4
2-35 -—= 29,492 14,563 -— -—= 44,080 11,776 7.8 13.9
6~ 10 —— 4,482 24,808 -— -—= 29,0%0 15,315 3.7 16.7
11 -15 -— - 18,934 -— ~--= 18,934 7.097 1.6 18.3
16 - 20 —— -—— 16,258 -— --- 16,258 4,148 .9 1%8.2
21 - 25 -—— -— 18,581 — -—- 18,5381 3,323 .7 19,9
26 & over _— — — — -— 357,943 80.1 100.0
Total 20,339 36,400 96,322 .
Present Value 46,406 42,390 18,808 339,135 445,739
Perzent of
" Present Value 10.4 9,5 4.2 75.9 100.0

December 31, 1968 (000 of )
Book Values 22,289 38,278 57,535 4,562 218,775 341,441
Percent of
Book Value 6.5 11.2 16.9 1.3 4.1 190.0

Source: Moody's Industrials, 1969 and 1970



characteristic of private placements), the additional cost to Jones & Laughlin

Steel would already have exceeded $4,500,000,

The present-value figures given in Table 2 represent current market values
{or approximation.s thereof). As such, these dollar magnitudes measure the prices
to be paid for instantaneous modification of the financial structure. Use of market
values for equity poses some problem (for both interpretation and reaction) due to
their volatility; a normalized value might well be preferable in the assessment
of financial structures.

That individual corporations may feature complex capital structures is
evident from the three firms found in Appendix A. An excellent example is Jim
Walter Corporation with five distinet levels of debt and seven different preferred
stock issues (each with a specific dividend and liquidation preference). Whatever
the apparent complexity of the financial structure, however, the rating services
rarely admit to more than one gradation of bond quality for a given firm. Overall
firm quality apparently dictates issue quality, and thereby restricts management's
financial flexibility.

That sizable differentials may exist between book and market value for the
longer-term components in a firm's capital structure is also confirmed by Appendix L.
Such differentials afford the corporate financial officer numerous modification pos-

sibilities.



INTERPERIOD ADJUSTMENTS

Conceptually, maturing obligations can be replaced by any feasible
component in the financial structure. Refundings, exchanges, or swaps are
also possible for nonmaturing claims unless precluded by provisions contained
in the financing agreement.

Realistically, efforts to modify the financial structure in direct response
to the capital market environment tend to be confined to periods of notable
imbalance in the market. Interperiod adjustments ordinarily involve the replace-
ment of maturing claims by either equity (retained earnings) or short-term credit.
Under normal circumstances, new issues tend to reflect operating cash needs,
capital expenditure programs, or acquisitions.

Virtually all compcnents of the financial structwe have featured notable
price fluctuations 'during the past five years. Not only have severe price move-
ments occurred within specific financial markets (i.e., long-
term corpeorate bonds, preferred stocks, and common stocks), but wide swings
in relative values have also existed between these individual markets. During
the last three years, the spread between Baa and A industrial has ranged from
60 to 300 basis points. Within the last 30 months, the spread between single A
rated utility preferreds and bonds has varied from a positive spread of more than
30~-40 basis points to a negative spread of more than 50-60 basis points. This
vear (1973) alone, the variation in the spread between the highest grade inter-

mediate and long-term bonds has exceeded 100 basis points, This recent period



of imbalance has perhaps been most evident in the equity markets, where, despite
record profits and cash flow, the market values of common stock issued by many

corporations has reached new three, five, and in some cases ten year lows.

Share Repurchase

Depressed mavket envirorments apparently motivate campanies to purchasé

- their own shares.* Corporations whose stocks are listed on the New York Stock
Exchange acquired 12.9 million shares in the second quarter of 1966, 15.4 million
shares in the third quarter of 1969, and 24.9, and 30.4 million shares respectively
in the first and second quarters of 1973 (Table 3)**By way of contrast, normal
purchases designed to cover treasury stock needs for stock option plans,
acquisitions and convertible issues fall in the seven—to-eleven-million range.

Notwithstanding their direct effect upon per—share earnings, share repur-
chases have produced questionable benefits upon occasion. Of 36 companies
that repurchased stock in the 12-months ending August, 1970 (Table 4), only
13 out-performed the S&P 500 over the 32-month pericd ending mid-April, 13973.

The stocks of 12 firms actually declined in price.

Better results are cbtained if the interval is confined to the six and
twelve month recovery periods following such repurchases.*** Of 25 issues
featuring repurchases of at least 97,000 shares in 1966, 72% cut-performed the
market in the following six months. Of 25 other issues involving repurchases
in 1970, 68% outdid the market in the succeeding half year. Most such issues

also did better than the market over the next 12-month period.

* "Bad Bargains," Wall Street Jourmal, May 22, 1973.

*k The excepticnal levels attained in 1973 are attributable in part to re—
striction placed on dividends.

ikl A. Morjos, "Taking a Long View," Barron's, May 28, 1973.




TABLE 3

Treagjrj Stock Heldings

Net increase {or decrease) in reacqguired shares held hy NYSE listed

N companies of 100,000 shares or more.
{in-000's}

_ RisCo, mei. ...l 207 ingersnll Rand o .aaiiiiieeannns Veaeaas . 105
Alleghany Corg. ......... 125 fosibco Corp. vuvviecneens e rreererireas 353
American Cyanamid .. 225 IHA COmp. eelaiieaones ceeas ROUUTRY 111

. American Home Prod. _....iiiveannea-- .o 5,508 Intertake, Ine, ....... Ceeresnraanae veve. 149
AME, InC. . ouiiviiaisnsnaanas weveeanees 643 Internatinnal Paper ..... raerersararraes 242
Amrag, Corp. ..ovvuis WWaveicassasasanen . 113 Jefferson Pl L.....iiiiieenes Ceaneena A2
Ampeo PittSBurgh o ...ovvivniaes resaraes 415 Keebler Co. ..... treveasarnina PO . 122
Andarson Clayted ... .iviiiianann vess 298 Llovisiana Facilit ..vissenens 140
Archer Oamizls Midland ......... Cirsesans {A34)  MacMibian, 100, .i.iiiieiiernnnaaneenss 1,202
Arlen Realty .......c.eee et venas (537 Marieanan CAMD. ceeieieaans iresvesaana i85
Bath INOUSITES vuvvnvovennnnasnsnnsesas 130 Hlarkin Marielta ..ooiiviverensciniinnen RAK
BethIBRem S1EEl oo vvvvvevevencvernssees B34 McBonmell DOUEIAS .eeeyyensianarereenes 124
Cabot Coffl. veervveonsssasnanasssnans . 281 Mead Corp. ool Mreweastasianras kEF
Castle & CoOK ...vcivinmvmesnsanranas oo {188)  Merrill Lynch ....oa..s virneseaser 11
Certainteed Products ..... PP ve. 121 Minn, Mining & Mfg. ..... PN L2
Champien iat't ........ RN vhaeas vee 117 Morris Indystries 145
Continental Corp. .ovueenns [ vewes 134 Qgden Corp. .v..nv.. . 227
Crown Cork & Seal ..vevoviananans 1317 Ofin Corp. ovninennn. Cretneseasarnees . 15
CTS COMP. .oviinvaravnnnsnsnronns . 266 Rockwell Int'l ......

DAMIE COIPe vivvaerncecsssascssonsnernan 23] SchiGmBErger ....vvierisersaenarses

Dun & Bradstreel ...oevvivnnns 214 Sareamation Corp. .......

Eatom Corp. o.ovviennes Carenans 3668 Sperry & lchmnson e
Ethyl Corg. ....... Studehaker Worth, ..... ferermieraares . N
tvans PIogucts ..ovianans S Ol ciieenaiane crrernariiacannians (A1)

© Eoxan Gorp. ....... eeeranen Texbenm 0, .euieniebirsrsacnirarrniiaes (1,184)
Foremnst-McKessan ,..... ceransiraranes .. L0300 Thinkoi Chemical ......... [N PO J44
Fred S. James ........ vieains wemceannen 164  Thampson, Waltef ). ...evvvvvveecrnanre- 104
Gen. Amer, Transport ........coveeens v oee  1BL 0 Uniroyal, NG, LLaliiiiiiiiseiieiiaaia 125
Generaf Electric ... ivvveinnmernnananaias 456 115, Fidnlity & BUAL ..cveviniiinrernanse 257
Gensrai Feeds ...... fesnaseane . 164 US. industries C..oieiieeiaeaes ereeaes (45R)
Ganzral MOlOrs ..ivevcenicnnss feeeraeat 229 Variam ASABEIAIES ....iiseeeiieaniannnes . 44l
Goodyear TifR .. .iveivecrsnnenennansen . 193 Warner Communirationd .......... irrrena 982
Harcour! Brate ...vvevevnnarcnornnnnnas L 203 Wayerhasuser 0. ...evieiiieariinaraeine 208
Hercules, N5, Lo . iieivnvrnmrnnsnoasanss {195)  Womekco EntBrorises ...oeevveciinnunearers 03
Mingis Cenrtral Ind. .ovuvvvavannnes ve.. (584 Zenith Radio ........... teasrmeane veee. 188

Indian Haad, IAC. c.i.ieannns [P ve. 119
Changes in Reacquired Treasury Shares

{Sharas in £00's)

Treasury Steck Treasury Shaek
Beginning of £nd of
Periad Inereases Dacreasas Periad
) Second Quarter, 1972 .........0 Cisess 95,673 8941 4,258 199,360
Fourth Quarter, 1972, .. .ccevevnvnnsas . 85,826 89386 . 3,500 91,311
First Quarter, 1977, .ivevenceennnn. 92,012 24,859 7,249 163,602
Second Cuarter, 1973 ..c.oeevvvesss.. 106,660 . 30,368 3,418 128,533

Source: The Money Manager, July 30, 1973




TABLE 4

CORPORATE STOCK REPURCHASES

Shares
Repurchased Pct. of

Company a0y Shaes  Sooll®  Fred chamse
Allied Chemical 205 0.7 17% 331 85.3
+m. Broadcasting 237 3.2 11% 25 115.1
Ancorp Natl Services 175 9.6 14% 475 —86.7
Archer-Daniels-Midland 111 6.2 14% 22% 538
Bendix 313 2.5 2114 33t 30.0
Cities Sarvice 153 — 4614 45 —-11
CLC of America 150 4.0 T 4% % %6.8
Cleveland-Clitfs 134 32 A474 574 273
Cone Miils 340 9.1 15% 19% 256
Di Giorgio 135 k1] 10% 10%, 48
Diversified Inds 319 7.1 8% 2% --67.1
Duplan 200 9.1 243 10 —59.6
First Natl Stores 248 15.0 304 1744 —42.7
Getty Oil 916 45 50 109 118.0
W.T. Grant 467 3.3 35% 26% —256
Grumman Corp 295 41 1414 914 —327
Guif & Western [nds 2,007 11.5 12 25% 1135
Intf Mining Corp 143 44 10% 3% —17.7
Jetterson-Pilot 395 3.2 28 &7 157.7
Ly 1,756 236 1214 8% —28.6
Lukens Steel 93 3.2 17 26% 55.2
Natl Presto Inds 75 5.0 234 2% 40.3
Norris Inds 123 29 143 323 1220
Penn-Dixie Cement 74 2.5 8 8 0

Quaker State Oil 468 6.3 12 291, 142.7
Standard 0il Ind 1,975 2.7 4574 8234 304
Standard Prudentiai 168 39 1A' 1034 433
Studebaker-Worthington 175 27 4% 43 -36
Swift & Co. 385 i1 26 27 39
Talley Inds 332 84 8 814 6.3
United Industrial 1,049 46.6 6% 8 203
U.S. Freight 260 37 2015 20t4 -1.2
U.S. Industries 463 21 12% 14 13.1
UV Industries 109 4.4 2%, 27 19.8
Yomnado 496 8.1 9% 1214 241
Ward Foods 121 37 10 . 8% —138
S&P 500 76.20 108.28 428

*Lait price prior to spansion of troding Mar, 15, 1973,

Source: Forbes, April 15, 1973
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Exchange Qffers

Prevailing market conditions (1973), together with accounting rules such
as those (1) limiting the deductibility of interest expense arising from an ac-
quisition and (2) requiring the recognition of potential dilution, have also fostered
numerous and sizeable (if fully accepted, approximately two billion dollars)
exchange offers (}%ppendix B). While many of the same companies are reappearing,
the 1973 vintage of exchange offers differ markedly from the acquistion criented
offers of the mid to late 1960's. Only one of the nineteen exchange offers out-
lined in Appendix B was proposed for the purpose of acquiring a non-affiliated com-
pany. In fact, in the case of United Brands, Gulf & Western, L.T.V., Leaszo,
National General and Studebaker-Worthington, the current exchange offer will
reduce or eliminate securities created in previous mergers or tender offers,

These former "kings of acquisition” with complex financial structures and high
debt to equity ratios have been penalized (see P/E ratios in Appendix B) rather than
rewarded by the market place. Their response, therefore, has been to shrink and/or
simplify instead of expand.

Recent exchange offers have generally taken the form of (1) reducing the
parent or subsidiary common stock outstanding in exchange for debt or (2) ex-
changing straight debt for high yielding, lower coupon, "debt oriented" con-
vertibles.* The case for using debt to retire common shares rests upon the tax
deductibility of interest, the company's current P/E ratio, the minimal effect on
overall firm quality and bond ratings ( which are already low in most cases),
the per-share income effect of reducing the rumber of shares outstanding

and the reluctance to deplete cash balances under prevailing financial

*These convertibles have such high premiums over their stock value that they tend
to sell almost solely on their bond value.
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cénditions. An implicit assumption in equity/debt exchange is that the common
stock is relatively under-priced and additional equity, if needed, can be raised
in the future at far more favorable prices.

The exchange of straight debt or preferred stock for convertible securities
removes potential dilution, provides earnings equal to the difference between the
cost of retiring the old issue and its book value, gives the cosmetic effect of
reducing the book value of outstanding debt, provides an opportunity to extend
maturity and eliminates (or reduces) redemption and capital maintenance require-'
ments. A deferred benefit noted in the Fibreboard exchange offer is the possibility
for (1) a permanent reduction in scheduled debt payments and (2) an increase in
equity., In this case, the ciurent exchange offer is just the first half of a con-
templated two-step financing. The second half is the calling of the convertible
issue when the common stock rises sufficiently.

Other Responses to Market Environment

Departures from normal yield and return relationships within and among
segments of the securities market havé also influenced the form and timing of new
security offerings. A relatively large amount of Baa fated lohg term debt was
issued during the‘firvst part of 1973 in response to the historically narrow spreads
between Baa and higher grade issues. During the late spring and early summer of
this year, 1973, many companies in turn announced issues with split maturities in
.recognition of normal relationships in the term structure. By séle time, however,

the spreads between long and short term rates had narrowed to such an extent

that the short maturities were often cancelled and, in some cases, the longer

maturities were increased. Finally, industrial common stock offerings have
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proved to be almost non-existent due to the weak equity markets during most
of the second and third quarter of 1973.*

As a final example, with the great fluctuation between long-term debt
rates and preferred stock rates during the past few years, it is cur estimate
that a number of high grade utilities have saved as much as 5% of the principal
amount borrowed (on a present value basis) by properly timing their use of

these two markets.

*

"Can U.S. Industry Find the Money It Needs?" Business Week, September 22, 13773
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ANALOGY TO PORTFOLIO MANAGEMENT

Notwithstanding the focus of most corporate executives upon the operating
side of the business, opportunities for profit enhancement also exist in the
financial end of the business. The liability and net wcrth segments of the
balance sheet represent portfolio positions that are subject to modification
as conditions warrant. Neglect of such matters is patently inconsistent with
raticnal behavior.

Cn the surface, financial—structure management appears to be a mirror
reflection of portfolio management. Both managements are financialiy motivated
to act in a manner that corrects temporary aberrations in the structure of markst
returns. The rational financial manager offers comparatively overpriced issues
in exchange for relatively underpriced securities; whereas, the portfolio manager
acquires underpriced issues and liquidates their overpriced counterparts.

Differences arise in the comparative lack of flexibility afforded the financial
manager, in the risk character of the underlying cash flow, and in his greater con-
cern with bankruptcy risk.

Objective Functicn

The presumed intent of the financial manager is to maximize the share-
owners' economic income, subject to the condition that bankruptcy risk be
severely limited and to other constraints noted below. Economic income is under-
stood to refer to the periodic change in the value of the ownership interest plus
distributions to shareowners (including net purchases (+) or sales (-) of stock).

The tendency for certain corporate managements to equate performance of

earnings per share with shareholder welfare motivates actions that may be
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inconsistent with the hypothesized intent. The repu.rchaée of discount bonds
is a case in point [3]. So-called profits from the refunding of discount
debt are reported as current period income (APB Opinion No. 26) whether or not
offset by higher future interest charges or initial cash charges.
For example', United Brands (Appendix B) realized.an extraordinary gain befofe

tax of approximately $33.4 million on its exchange offer of 9 1/8% '98 for 5 1/4%

194, This gain was calculated as follows:

Principal Amount of Old Issue Retired $125,000,000
Less: Unamortized debt discount (est) 2,775,000
Principal amount of new debentures 75,000,000

Cash payment made to holders who _
tendered old issue 12,500,000
Expenses involved in the tender (est) 350,000
Soliciting dealer and manager fees (est) 975,000
$91,600,000
Book gain on exchange offer befcre tax 33,400,000
Estimated taxes (aporox. 40% bracket) 13,400,000
Net gain after tax on exchange offer 20,000,000

While the above profit was reported m the current period, the " bengfits" will
only begin to accrue in 1980 u-rhen the sinking fund payments begin and will not be
fuliy realized until 1994. In fact, current pericd net cash outlays of approximately
$13.4 million were required in corder to reduce the long term debt by 50 million.
Under the generous assumption that si.n.king fund purchases would have averaged
as much as 80% of face value ' the‘compounded rate of return over the ne};:t fifteen
years* on the §13.4 million investment is less than 7 1/2%.

United Brands' subsequent $30,000,000 plus write-off from the closing of
an unprofitable Morrell meat packing plant not only nullified any possibility of taxes
due to profits from the exchange offer, but also suggested that the underlying

purpose of the exchange offer was to avoid the reporting of extracrdinary losses
* Weighted average life of 5 1/2 issue.
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in excess of $30,000,000 pre-tax.

Whenever the rate of return to the company from early retirement of its
bonds is far below its overall return on capital, a strong possibility exists
that the early retirement of debt is being employed as a tool in the management
of earnings. In fact, current accounting practice permits ccrporations to hold
bonds purchasedrin excess of current sinking fund requirements in the corporate
treasury until they choose to cancel them, e.qg. Borden, Inc.* Although recent
accounting changes require separation of earnings arising from retirement of debt
at a significant discount, no mention need be made of the future interest or
opportunity costs incurred when the debt is retired.

The objective function of the portfolio manager can be stated in essentinlly
the same terms; that is, the maximization of funcholders' ecanomic income is
once again assumed to refer to the periodic changes in the value ¢f the ownership
interest plus distributions to fundholders.

Recent suits against fund management companies have raised questions as
to the compatability of the fund manager's objectives with the shareholder's
objectives. While the portfolio manager's behavior may also be inconsistent
with this hypothesized intent, these questions are beyond the scope cf this paper.

Limiting Factors

Managing the financial structure entails costs and inflexibilities that do
not confront the portfolio manager. Public issues and exchange offers necessitate
the time~consuming and costly preparation of registration statements and prospectuses; .
when bonds are acquired, the excess of book value over acquistion price is taxed
as ordinary income; restrictions exist in the trading of outstanding issues by the

issuing firm; nonrefunding, call premium, sinking fund and other consfraining

* Metz, New York Times
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provisions may be incorporated in existing debt agreements.
1. Costs:

Low transaction costs enable the portfolio manager to benefit from fre-
guent substitution or arbitrage swaps (Table 5). While the compounded profit
from a series of such trades might be quite large, the spread for each frade is
limited by the maricet place, and the transaction cost must be small in order for
each trade to be profitable. In the case of the Commercial Credit swap, the
transaction cost to the portfolio manager was approximately .01% or $50.00.

The only cost involved was the transaction charge imposed by the fund cuétodian.
As a result, $5,525 of the $5,625 gain on the trades accrued to the fund.

In conirast, the transaction cost to the financial manager encompasses
registration, accounting, legal, advertising, underwriting, selling, printing and/or
listing expenses. The following list outlines the cost ranges for different types of
issues from 5 to 100 million dollars in size: *

Private placement of new securities - .3% to 3.0%

Public bond offering - straight - .6% to 3.0%

Public bond offering - convertible or equity features -~ 1.0% to 5.0%

Public common equity offering - 3% to 9%
It follows that the spreads between issues would have to be substantially larger than
those cited in Example 1, Table 5 before a financial manager could profit from exchanges .

Since the historic spreads between AAA and A3 or Aa and A rated bonds with
similar characteristics have moved within relatively narrow ranges, the financial
manager of a corporation with highly rated debt has been effectively denied tﬁe
possibility of substitution swaps.** As the quality of the issues decreases, the

the variability of yield spreads between issﬁes widens significantly. Despite

* For specific examples see Table 6.

*% This point is accentuated by the fact that spreads between issues of the
same issuer are smaller than the averages.
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TABLE 6
COST OF NEW SECURITY ISSUES
DATC RATING AMT, LCESCRIPTION UMNDERWRITING QTHER
' (MM . COST {1} EXPENSES (2)
AMT. (MM) % AMT. (MM) %
Public Bond Offerings - Straicht
7/7/73 A 100 Alabama Power 8 7/8% '03 1.243 1.243 .304 .3C4
10/3/73 A 50 Garrier Corp. 7 3/4% '98 .4385 .875 L1235 .250
4/21/72 BB 25 Clty Investing 8 7/8% .500 2.000 L225 . 800
10/19/72 A 100 Fford Motor Cr. 7% '83 .500 .600 .125 .123
10/19/72 A 50 Ford Motor Cr. 7 1,/2% '92 .438 .875 160 .200
11/21/72 NR 75 Wells Farco & Co. 7 3/8% '97 .5636 .378 .215 .287
3/16/72 Baa 70 Western Unien 7.92% '97 .788 1.125 .170 .242
2/98/73 Ba 25 Whittaker 9 3/8% ‘93 . 750 3.000 .200 . 800
Public Preferred Qfferings - Straight
3/27/73 AKA 500 AT&T $3.64 Pid. 5.5 1.100 .370 .Q74
8/9/72 BB 25 Goodrich $7.85 Pid, .500 2.000 160 .640
Pablilc Bond Offerings - Convertible or Bguity Featuras
5/9/72 B 30 American Medicoro ov 3% '97 .413 1.375 .135 L4548
1/13/72 BEB 65 Burlington North. cv 5 1/4% '92 .3813 1,250 .135 .208
9/8/72 BB 20 Cenco cv 4 3/4% '97 L2530 1.250 173 L7640
8/9/72 Baa 75 Goodrich 7% '97 with warrants 1.688 2.250 .150 .200
Exchange Offers
2/15/73 Ba 125 United Brands cv 5 1/2% '94 1.010 .808 .350 .280

(1) Underwriting cost incliding manager fees, underwriting fee, selling concessions,
and soliciting dealer fees.

{2) Includes printing cost, accounting and legal fees, charges for registration and exchange
listings, and other miscellanecus expenses.
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* transaction costs that vary inversely with issue quality, managers of companies
with lower ratings af:cordingly may find profifable substitution swaps possible
(Table 5, Example 2).

Tax considerations further complicate the financial manager's cost calculation.
Purchases of company stock have no tax consequence to the corporation. Retire-
ments of liabilities at discounts necessitate, however, the tax treatment of the
difference between book value and purchase {(or market) price as crdinary income,
Taxes attributable thereto may - as noted above - be offset by writing down assets,
provided such assets can be shown to have declined in value,

In the matter of refunding, call premiums and cother expenses associated with
the process constitute current period expense for tax purposes and can be amortized
for book purposes over the life of the old or new issue (whichever is shorter). Any
interest differential also enters the tax computation. It appears therefore that
costs are an important factor in restricting the financial officer from taking advant-
age of the short term aberrations in the market.

2. Flexibility and hM$ions:

Both the portfolio and financial manager have policy guidelines under which
they n;ust operate. One common condition concerns the mix of debt and equity.

In the case of a corporation a general policy as to the long term mix of debt and
equity is formulated by the Board of Directars for the financial officer to follow.’

In the case of a balanced fund, restrictions on the concentration of assets are

generally outlined in the prospectus. The need for at least a minimal degree of

cash equivalents is also required of both the financial and portfolio manager.
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As suggested by Table 7, major différences in freedom to act on

portfolio changes exist between portiolio and-financial managers. = When
potential limits on financial managers are éombin_ed with high transaction
cost,it becomes clear that for most corporations, poténtial “profit opportunities®
are more likely tn occur in the timing of an offering and the selection of the '
type of security to offer than in the substitution or intermarket excﬁanges
mentioned earlier.

3, -Interacfion:

The character of the firm itself also restricts the financial manager, As a
case in point, Standard & Poor's recently downgraded the senior debt issues of
GAC Finance partly because of its parent's current financial condition.

Moreover, Fortune's 500 largest industrial corporations feature a direct

association between quality of senior debt and size, as follows:

Number with Public

Group Average Rating* Issues Outstanding*
First 100 4,22 88
Secend 100 3.71 68
Third 100 3.38 6l
Fourth 100 3.24 42
Fifth 100 3.01 36

Few corporations, as noted earlier, have bonds whose ratings diverge
by more than one rank,** Financial managers, therefore, are constrained from
offering new and diverse types of securities, because the market has stereotyped

their capitalizations.

* Based on the scale of 6 for Aaa, 5 for Aa,..., 1 for B, and exclusive of non-

rated companies, June 1972
**  Moody's Bond Record, June, 1973
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EXAMPLES OF CONSTRAINTS CONFRONTING FINANCIAL MANAGERS

FLEXIBILITY LIMITATIONS

Time Delavs

It is not unusual for SEC approval of registration statements to take a
couple of months. This time coupled with that involved in the preparation of
a prospectus and registration statement makes capital modifications which
include the issuance of new public securities practical in only those circum-
stances where discrepancies between issues or markets exist for long periods
of time. r

Legal Restrictions on Purchases and Sales

Both SEC and various security exchanges have regulations which govern
(when applicable) corporationg transactions in their own securities. Some of
the areas these regulations concern are: (1) prior announcement of company
purchases, (2) price paid for securities, and (3) amount purchased.

RESTRICTIVE PROVISIONS

While transactions involving private placements eliminate many of the
above limitations they generally include more restrictive provisions than public
issues. Some of these provisions (which might also be found in public issues)
are listed below:

Coverage

Limitations on the issuance of additional debt unless a specified level
of fixed charge coverage is met.

Canital Ratios

Limitation onthe percentage of senior debt, subordinate debt, or preferred
stock in the capitalization,

Working Capital

Requirements concerning a minimum level of working capital.,

Dividends or Security Purchases

Constraints on future dividends, early retirements of subordinated debt,
and/or purchases of equity. These restrictions are normally tied to the level of
profits and retained earnings or equity.

Anti-Dilution Provisions

Requirement for reduction in exercise price of existing issues if future
equity securities are offered at lower prices.
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For further insight into the influence of company attributes upon security
diversity, end-of~-month price relatives for a sample of 12 bonds issued by five
debt-oriented corporations were regressed against the corresponding 49-month
price relative for the issuing firm's stock.* The covariability of each bond pair

was also measured.

As evidenced by the t values and R°s (Tahle 8) the performance of the
bords is significantly related to that of the underlying stock, despite re—
gression coefficients generally less than .5. A possible implication of Table 8
is that the stock performance of debt-oriented companies is relatively sensitive
to bond yields in the market. Interestingly encugh, the correlation coefficients

for bond pairs (Table 9) also suggest appreciable interaction among the bonds sampled.

Comparative Latitudes and Evaluation

Freedom to modify the financial structure varies widely among companies.
Large industrial companies with sizeable cash flows can time their issues much
more efficiently than finance or utility companies that must come to the market
continuously.

Wide latitude also exists in the type of securities that can be offered.
Higher grade companies can continue to offer straight debt until they begin to
endanger their rating. Lower grade companies, however, do not have this option.
Efforts to overcome this problem by offering "sweeteners”, the most common
being convertibility or warrants,may be costly. As Lerner and Auster have pointed
out, the increased dilution has a definite negative effect on the P/E ratio of the

company.** Supply.and demand considerations also enter the picture for lower

o The period covered was the 50 months ending June, 1973. A monthly price relative
is defined as the ratio of succeeding end-of-month prices.
** "Does the Market Discount Potential Dilution" Financial Analysts Journal July-Aug.
The study must be viewed in the light that it doesn't account for risk.
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TABLE 8

REGRESSION OF MONTHLY BOND RELATIVES ON CORRESPONDING
STOCK PRICE RELATIVES FOR FIVE CCRPORATIONS

Regression Regression
Ind. Variable Dep, Variable Constant Coefficient t-Value
National General
Common Convertible Deb, .58327 .41332 8.61
Stock Straight Deb. .68054 .324061 4.08
Gulf & Western
Commaon Convertible Deb. .55692 ,44339 8.35
Stock Convertibie Deb. .47483 .52514 10.24
Straight Deb. . 77315 .22725 3.88
LTV
Common Jones & Laughlin Deb, .88551 .11878 3.02
Stock Straight Deb .6037 .40604 8.92
Rapid American
Common Straight Deb. .78645 .21538 5.71
Stock McCrory Deb. .83797 .16238 3.92
Straight Deb. .75787 .2434 6.68
City Investing
Common Convertible Deb, .63043 .34867 4,22
Stock Straight Deb. .83718 .15551 2.59

Source: Various

.612
.262

.587
.5391
.232

.163
.629

.409
.246
.487

.484
.275



24

TABLE 9

— et et e

CORRELATION COEFTICIENTS 'FOR TEN BONDS ISSUED BY FOUR CORPORATIONS*

Bond
Number 1 2 A A - 5 _z i} 5 10

3 .6038 .4250

4 L4735 L4283

5 .5460 .3258

5 L4154  .3588 .4817 .4531 N.A,

7 L5208 .2813 .§ZID .5241 N.A. i L5756 ™~

8 .5948 .4829 .7386 .6543 N.A, .5923 .5924

g L4209 -4209 .5542 .5824 N.A. .6364 L7001
10 L5464 4747 .5814 .6476 N.A. .6984 .5530

* Enclosed coefficients are bonds issued by the same corporation.
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grade securities; many debt buyers are restricted both as to the percentage

they own below a certain rating and the percentage they own in one company.
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TOWARD INTERPERIOD OPTIMIZATION

Interperiod optimization goes far beyond the simple act of refunding in
the ordinary sense. Within boundaries established by the feregoing constraints,
it includes intermarket spread swaps and rate anticipation swaps as well as
pure substitution swaps.

As a first approximation, any feasible action that augments expected
return to equity holders without appreciably changing total liabilities (in a mar-
ket value sense and relative to the underlying equity position) is desirable. This .
conclusion follows frem the interaction between expected returns and beta values.
For reasons stipulated elsewhere [2], the beta value that determines the risk
premium for a given camon stock is presumed to be largely dependent upcn the

underlying unlevered beta value of the firm and the deqree of leverage employed.

As a second approximation, the fact that not all debt and squity forms
are equal merits consideration. Diverse maturity structures occasion different
pankruptcey risks. Hybrid securities in turn affect the response of equity shares
to changes in the market environment.

Any transaction involving either the exchange of debt for equity or vice
versa) or the exchange of cash for equity conditions both expected returns and
beta values. For the adjustment to be beneficial, the positive element must

outweigh the negative factor.

Refunding

Refunding - as treated in the literature - is confined to so-called
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substitution swaps. Such swaps involve the exchange of near-perfect bond
substitutes. The price advantage derives from (a) the existence of a call
provision and (b) the stochastic behavior of interest rates.

Refunding allegedly occurs whenever the value of the call option drops
below the excess of the market price of the replacement over the call price.
According to Eltor; and Gruber [1],"the optimum strategy at any point in time
is now a function of the level of interest rates, the age of the outstanding
bond, the level of interest rates at the time at which the outstanding bond
was issued, and whether the current bond is callable." As is evident from the
following illustration, the refunding decision is really only concerned with

benefit now versus expected values one period hence (discounted back to the

present}.
1. A case in point:

For illustrative purposes, consider a bond issued at par to vield 9%;
other hypothesized features include (a) a remaining maturity of 25 years,
(b) a call premium presently set at 9% reduced by one-fifth yearly, (c) no
sinking fund provision and (d) refunding costs of 5%. Suppose further that
the market yield for this class of bonds has declined to 6.8% and that the
assessed distribution of interyear relatives for market yields is: *

Interperiod Relative

Probability [Int. (T+ 1) = Int, (T)]
1/9 1.165
1/6 1.115
1/9 1.055
2/9 1.000
1/9 .950
1/6 . 900

179 | .860

* Based upon observed interyear changes over the rast decade.
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Under these circumstances, the profit (per $1,000 bond) from immediate
refunding is $121 and is equal to the difference between the cash flow stream
discounted at 6.8% ($1,261) and the sum of par, call premium, and refunding
costs ($1,140). The expected profits (discounted) of refunding one, two and
three years hence are respectively $126.80, $136 and $142,08.

Should a call feature be incorporated in the new issue and feature a
6.8% call premium initially, an additional $11.61 can be added to the profit
from immediate refunding. * Future refundings may become desirable, pro-
videc yields continue to drop beyond the point at which the discounted cash
flow stream equals the sum of par, the new call premium, and the new issue
cost.

With the prevailing market yield set at six percent (and other factors
unchanged), the profit from immediate refunding becomes $243.50 per $1,000
The anticipated (discounted at market yield) profits attributable to refunding

one and two vears hence are respectively $239.40 and $235.39. At this yield

level, immediate refurding is desirable.

2. Reverse funding:

Consider further the case of utility company A with three low coupon

issues, e.g.,

Book : Current Yield to
Amount _ Coupocn Maturity Price Maturity
200MM 4,625% 1994 68 7.70%
100MM 5.750% 1996 79 7.70%
100MM 6.500% 1997 87 7.70%

* _
This value is the expected one-pericd profit (discounted) accruing to the
new issues call feature two pericds herce.
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Assume also that these issues can be exchanged for a new callable issue
vielding eight percent and maturing in 25 years, that total exchange costs
come to 5% of the issue value, a nd that market yields for equivalent issues
are expected to decline subsequently to 6.75%. The question is whether to
exchange the low coupon bonds for the high coupon bond in anticipation of
a future refunding.

In order to resolve this matter, the composite yield for the joint ex-
change - refunding (net of costs) was calculated on the assumption that
the refunding took place five years after the exchange, four yeafs, etc.

The results (see Appendix C) show the break-even point to he about two years,
Interestingly enough, neither the United Brands ncr the Western Union
exchange offer (Appendix B} is an atiractive candidate for reverse refunding. Each
seemingly offers an unnecessarily high inducement to existing holders. Should the

market yield on Western Unicn quality bonds decline by two per cent even as
early as the next year, the effective cost of the exchange offer (including refunding)
would be 12.6%. The effective yield on the existing bond issue is 10.5%.
3. Other considerations:

The profit potential from refunding may be affected by (a) the price -
if any - paid for the call option, (b) the differential between new and seasoned
issue yields, and (c) corporate taxes.

Pye {6 ]f for example, found that the inclusion of a five-year non-call
provision reduced Aa utility yields (new issue) by 13 basis points when the one-
year interest rate ranged between 4% and 3 1/4% and by 3.9 basis points when

the one-year rate was between 2 3/4% and 4%. Although the substantial
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increase in interest rates since the period studied {1959 - 1966) by Pye may
have rendered these results obsolete, the direct association between the
price of the call option and relative interest rates is expected to persist.

According to Salomon Brothers, the average excess of new issue yields
on Aa industrial bonds over the yields on seasoned issues of similar quality
with coupon rates of 8 1/2% to 9 1/8% was 57 basis points in 1971 and 55
basis points in 1972. * The corresponding spread for 72 Baa industrial bonds
issued between February, 1966,and October, 1972,averaged 54 basis points.
The Salomon data also show market yields for Aa industrial bends that vary
directly with the coupon rate; this variation is largely attributable to the
sinking fund feature.

Corporate taxes reduce both the net benefit derived from refunding,and the

hurdle of call premium_ and new issue expense,provided the company is otherwise

profitable.

Other Exchanage or Switch Possibilities

Strictly speaking, modification of the financial structure can proceed
without reliance upon the call provision. Not only can exchange offers be
submitted to the holders of outstanding issues, but the securities themselves
can also be purchased in the market place.

The former entails about the same costs as new issues but necessitates
sufficient sweeteners to induce holders to accept the exchange offer, The
latter requires a market environment that engenders an adequate supply without

undue price effects,

*an Analytical Record of Yields and Yield Spreads.
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Extension of the refunding concept to this broader range of alternatives
presupposes a willingness and ability on the part of management to cffer a
variety of securities to investors. To the degree that securities characterized
by diverse risks are - or can be - created by the individual firm, intermarket
switches become vossible. Such exchanges invclve the substitution of one
security type for another and derive their benefits from temporary aberrations
in the structure of returns prevailing in the market.

1. Substitution E}—cchanges:

Monthly spreads between Baa and A industrial bonds averaged 66.3
basis points for the 3% months ending May, 1973; the associated standard
deviation was 12.1 basis points. The means of the highest and lowest
guartiles were respectively 82 and 52,3 basis points.

It follows from these benchmarks that, for an assumed A - rating, yield
of 7.5%, the mean Baa vield is 8.17%, with a range (quaftile average) from
8.02% to 8,32%. These hypothetical yields further imply the following range
of values for a 25-vear Baa bond ($1,000 par) with a coupon of $81,70 and no

sinking fund:

Low Mea Hig

Bond = iah
Baa $§ 984.42 : $1,000 $1,015.98
A $1,000.00 §1,000 $1,000.00
Difference $ (15.58) $ 0 S 15.98

Under the range of spreads stipulated, switches are not likely to be

profitable unless other considerations are involved.* The potential magnitudes

* This point was discussed in greater detail earlier in Analogy to Pertfolio Management;
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may be sufficient, for instance, to expedite the refunding process.
2. Rate anticipation switches:

Should long-term rates be deemed abnormally high or low, morecver, rate
anticipation switches may be warranted. Such exchanges entail the lengthening
or shortening of maturities, thus necessitating adjustments in either terminal
maturities, sinking fund provisions, or coupon rates.

Table 10 shows 25-year yield equivalents for diverse combinations of
present S-year yields and anticipated 20-year yield (five years hence).
Allowance is made for new issue costs (at five per cent) in the derivation of
these yield equivalents. Given a present five-year yield of nine per cent and
an anticipated 20-year vield (five years hence) of seven per cent, for instance,
the five-year maturity is preferred whenever the 25-year yield exceeds 8.52%.

Public Versus Private

The choice between public issues and private placements, in the event a
switch is warranted, hinges upcn the interest-rate spread between the public and
private segments,issue (or placement) cost differentials, and interest-rate
expectations. Spreads in recent years have ranged from 12 basis points or less
to 75 basis points,

Suppose for illustrative purposes that the prevailing public rate on 25-year
issues is eight per cent, that the probability of higher interest rates is .5, and
that the partial expectations of public rates (conditional upon their increase) rise
to 9.5% over the succeeding nine years and remain there. With public issue costs

(inciuding the new issue rate differential) at five per cent and a straight-line sinking
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TWENTY-FIVE VEAR YIELD EQUIVALENTS*
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Curent Anticipated 20-Year Yield Commencing Five Years Henca
Five-Year

Yield .06 07 .08 .08 .10
05 6.33% 7.00% 7.668%
.055 6.50% 7.18% 7.82%
.06 6.68% 7.36% B8.01% 8.64%
065 £.85% 7.54% 8.19% 8.82%
.07 7.03% 7.73% 8.39% 9,02% 9,63%
075 7.23% 7.92% 8.58% 9,22% 9.82%
.08 7.41% 8.11% 8.78% 9,.41% 10.02%
045 7.61% 8.31% 8.98% 9.62% 10.24%
.03 7.31% 2.52% 9,19% 9,.R3% 10.45%
095 8.02% 8.73% 9.40% 1G.04% 10.66%
.10 8.23% 8.94% 9.62% 10.26% 10.88%
.11 10,08% 10.73% 11.34%
.12 10.55% 11.20% 11.81%
.13 11.70% 12.33%
.14 12.85%

* Includes new issue costs
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fund designed to retire the total issue over its 25-year life, the effective cost
vield to the issuer becomes 8.43%. This cost is diminished by the possibility
that the sinking fund can be satisfied in the public market at less than par. Were
debt retirements ;nly at par, the effective cost would rise to 8.68%.

Given private placement costs at one-half of one per cent and no possibility
for sinking fund retirements below par, the interest-rate spread {between pubilic

and private) that equates effective costs is approximately 40 basis points,

Effective costs under other coupon, spread, and expense assumptions are given

below:
Coupon Expense Effective Cost (Yield)
Public Sinking Fund Retired at Market or Par

1 8% 5.0% 8.43%

2 8% 2.5% 8.09%

3 8% 1.0% 7.90%
Sinking Fund Retired at Par

3 8% 5.0% 8.68%

4 8% 2.5% 8.34%
Private Sinking Fund Retired at Par

5 8.4% 1.0% 8.53%

6 8.5% 1.0% 8.63%

7 8.6% 1.0% 8.74%

8 8.4% .5% 8.46%

g 8.5% 5% 8.56%

10 8.6% .5% B.66%
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Convertible Issues and Common Stock

Exchanges involving straight bonds and either convertible debentures or
common stock add a further dimension to the optimization problem, Specifically,
they directly condition the beta value for the comrﬁon stock and thereby render
suspect conclusions based exclusively upon the impact upon expected returns.

1. Convertible issues:

Evaluation of exchange possibilities involving convertible debentures
(or preferred stock for that matter) entails analysis of the convertible premium.
As shown by Walter-Que [7], the premium - defined as the excess of the con-
vertible's market price over the higher of the conversion or straight bond value -
varies inversely with the ratio (Mj) of the conversion value to the straight
bond value (or its reciprocal), directly with Miz (or its reciprocal), and directly
with such variables as the log of the mbnths to final maturity (LlOTi) , @ dummy
variable for quality {(Q;), and the bond coupon minus cash dividends per share {Cy).
Should the expected premium values, based upon the regression equations shown in
Table 11, exceed required premiums in the market, the convertible issue is presumed
to be underpriced relative to other issues. The magnitude of the differential relative
to costs determines the desirability of the exchange.

Complications arise from the either- or nature of convertible securities.
Shcauld the stock price rise, the risk structure improves and beta values for the
common stock fall.  Should it fall, the risk structure features a long-term
addition.

As an illustratioﬁ, numerous companies have issued convertible securities in

lieu of common stock during the past five to seven years. Extrapelating on past
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growth rates in equity prices, such companies expected to call their convertibles
in the near future and thereby assumed they were selling equity at a premium to
prices prevailing at the time. Due to the severe reduction in stock prices over

the past few years, however, this form of delayed equity financing has been
transformed into what now appears to be long-term debt. For such "equity starved"
companies as Pa;1lAm, Memorex, American Export, GAC, University Computing,
Computer Science, and Boothe, the previous decision to issue convertibles instead
of common stock has weakened the company's finances to the extent that their
ability to " weather" current operating difficulties is open to question in varying
degrees. In retrospect, the increasing incidence of non-conversion of securities®
over the past 5 to 10 years highlights an extremely costly portfolio decision on the
part of a number of financial_ officers.

2. Common Stock:

Substitution of debt for equity presumes that equity shares are priced low

relative to longer-run norms and that debt - if out of line - has an upper limit

imposed by the call provision. Subject to the questions raised in the section

dealing with Interperiod Adjustment above, the supposition is that the net increment

in expected returns to the remaining shareholders outweighs the increased risk
premium attributable to greater leverage.
Addendum

For the most part, the preceding treatment of interperiod adjustment has
focused upon the effect of such modifications in financial structure upon present
values. It may also be highly relevant from management's viewpoint to consider

the effects of interperiod changes upon (1) earnings per share as noted in the
* S Groth, "The Trouble With Convertibles" Financial Analvsts Journal, Nov.-Dec. '72.
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discussion of the objective function, (2) the balance sheet, and (3) cash

flows (including near-term coverage and maturity structure of debt). Table 12,
outlines the pro-forma effect on the balance sheet, earnings and fixed charge
coverage for six of the exchange offers included in Appendix.B. In the case of
exchange offers for common stock, all achieve their desired objective of
substantially increasing earnings per share at the expense of increasing the lever-
age of the company.

The exchange offers for discount bonds also achieve their stated objective of
decreasing book value of debt and increasing equity in addition to reporting
sizeable extracrdinary profits. To an appreciable extent these benefits relate
to cosmetic - as opposed to real - changes as measured on a present value basis
and depend for their significance upon imperfections in financial markets.
Conclusion

As we see it, interperiod optimization really entails taking advantage of
any relative bargains (net of costs) that exist. Except for substitution
switches (e.g., refunding in its purest sense}, each exchange or switch involves
an element of forecasting based upon historical relationships and carries with it
a degree of risk.

Although financial managers have neither the latitude nor flexibility of
pertfolio managers, opportunities for modifying the financial structure apparently

exist. These opportunities have become increasingly mmerous in recent years,

due to the increased volatility of the financial markets.
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TABLE i1
PRO=-FOAMA RESULTS OF EXCHANGE QFFERS

fxgaange Clizrs Tor Common Steck
L
" __i[M WALIER CORPCRATICN |
Shares Exchanged
479/73 1 Mition IMILOR

Saputaugatien (GO0

RATT!
Sharss Excnanged

£430/73 L3 Mulion 3.0 Midllen

F A_TN IE:
Shates Excnenged

SA9.T) 2.0 Millicg

L.T.D. 146,013 195,315 121,018 508,610 416,610 447,510 110,200 40,000
Lautry 154,045 301,048 279,045 234,074 212,024 190,274 154,000 124,000
Dant/Tguity Aatio 4% 5% 79% 173% 0Lm 2316% 1% 113%
Yoar Ended Yeur Indad
Flxeg Charge Cowarase 194 l.42 EPY3 ) 2.7 1.5 2.4
N/A
3 Moachs
/73,
2.7 1.6 2.4
Year Lnded ‘Year Ended Year Ended
P71Vl WO A231072 A2/
[Eainings/Share
Primary .40 2.67 .78 .51 2.8 1.92 1.87 2.18
4 Change 2 12% ™ 15% i
Full Dluzed .34 2.48 .57 2.3 2.19% 2.5 1.81 .08
% Change 6% L06% 4% % 15%
$ Months 3 Months & Months
2718773 1317 5730773
Primary 1.28 1.37 1.43 .7 s ] a7 .71 i
% Change kLY 1% % 13% 4%
Fully Dilutec 1.20 1.29 1.3 .81 .64 LG8 .70 T
% Change ™ I1% % a% 1I%
i | bid I
A N M RP, !N il ARAN WE: N SO RATION
Converts Exchanged

Gonverts Exchanasd

Yo Ve RS- R 1

Converta Lachanged

12/30/72 59 Mallen 123 Miden

s/ 78 Mulon

ttalize 0
512,072
L.T.D. 119,313 130,778 122,331 414,090 382,090 164,090 547,379 .
m:n: l54:999 163,546 172:033 490,015 503,015 510,013 548,333 £70,09%
Dubt/ Zquity Ratie % 0% % 5% 5% 71% FLE Y 75%
Year Ended 9 Montns . Yoar Inded
12171 3730772 1:.{;[‘72
1.9% 1.60 (wnt.)
Tlagd Chorge Coversqs 1.0 .78 1.75 1.0 1.0 i.0
e _ (Dows not tnclyde oppartunity {inciudes ghérdes Tom
sant n Lutial cash cutlay) lnital cash cutiay)
§ Manths
S8£30/73
.17 3.12 3.07
Eatimated “Mrofit” From
Exchange Cffar (300 0,347 17,094 13,000 10,000 13.706
+1,200,000

Esumated Net Change In Annuad

Interest Chargas +150,000 +5040,000

+730,000 +1,200,000
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DATH

/72
Announcod wf23/72
Dcaler Manager:
None

P
Dedler Manager:
Deminick

k¥

Dealer “anager:
Lehman Brothers
Geldman, Sachs

73

Dealer Manager:
Goldman, 3achs
Paine, Webher

113
Dealer Manager:
None

10/73
Dsalar Manager:
None

SOMPANY MAKING OFFERING

M} =¥ Investung
P/E Ratio as of 8/22/73:
F

(E) North American Car
(wholly owea subsidtary
of rlying Tiger)

P/E Ratio as of 8/22/73:
8

(£ L.T,¥. Corporation
P/E Ratio as of 8/22/73:
4

(E

United Brands
P/E Ratlo as of 8/22/73:
7

{Al  Amencan financial
P/L Rana as of §/22/73:
A

_APPENDIX B
EXCHANGE DOFFERS

TERMS CF OFFERING

SIZE OF MEW STULUAITY

530 of City Invesung 3 1/8%
sub debentures due 7/15/91
for sach share of Guerdon
commorn

$670 of North Amertcan Car
3 1/4% sub debentures due
441792 plus warrants to ac-

quire 17.25 shares of American

Export comman at $57.37 for

each 51000 principal ameunt of

thetual)

358,450,007 Cuty Investing

4 1/8% due 7,15/91
Rating: MR/B

{Actual)

$16,750,000 North Ameriean

Car 9 1/4% aue 4/1/92
Rating: BasB

Nartional Equipment Rental § 1/4%

cv sub debentures due 4/1/88

$400 of LTV senicr cv notes
aue 12/1/77 convertihle

at 19.50/share ang $500 in
sash for wach 31000 of LIV
3 1/2% demicr debentures due
6/1/73

S600 of Unitec Zrands 2 1/8%
sub debentures due 2/1/98
plus 3100 in cash for each
51000 of United Brands § 1/2%
cv sub depentures due 2/1/94

Qqizinal Terms:
S12.30 ip cash ~ §$7.50 pawd

on ¢losing - 33.00 in six
montns, plus §15.25 princi-
pal amount 2f American Finr,
9 1/2% denentures dus 5/48,
olus cne share of 51,14 divi-

dong 514,5¢ zar value preferved
Flus a warrant exerciscable 1nto

1/2 share of ccmmon for sach
share of Naticnai Seneral
20mmaon.

54.0% principal amount of
Amar. Fia, 3 1,2¢ due 6798,
plus approx. 436 srares of
5$1.38 divigand preferrez for
eacn 340 National General
warTant.

€601 of Amer. Fin. 9 1,'7%
cue 6/88 plus approx, 27.39
snares of $1..)8 dividend afd.
for eacn 51000 of National
General 4% cv 4/1/93

Asviseq Terms

37,50 in cash, $35.00 af
American Financial % 1/2% due
1/10/80,

$20.25 of American Financial

3 1/2% due 12/1/88, plus one

share of 31.90 dividend pid.,
plus 1  warran: exerciseabls
at 22 1/2 fee 1/2  share of
National Genersl common.
$8.75 of Amer. Fin. 9 1/2%

(Actuall
536,500,000 LTV 7 172%
due 12/1/77

daung: B/B

sActual)

$75,400,u000 United 3rands

?L/8% due 2/1/94
Rating: Basg

Original Terms;

Porential -

$26,765,000 in si1x momta
notes

$174,305,000 tn Amer, ['in,
9 1/2%

9,395,000 shares of Amer.
fin, 51.318 dividend prefe
5,180,000 Americar fin
warrants

Novised Terms | approx,;

anciil

43

PURROSE FOR
EXCHANGE Of'FER

Acgquistion of remaining
shares of 53% cwnea
Sunsudtacy.

ncrease :n Annual uon-
solidated et income of
$1,197,404. Annual
intersst axpense will in-
Creass by 336,000, net
reduction 1 dett of
supagiiary.

To retire maturing seRt in

3 manner which will:

{1) conscrve cash,

{2} meat banx lpan con-
ditans.

To reduce Loox s
of debt outstanecing
increase book eauity.

Aczuistion of Natienal
General by American
financial

$53,5C0,000 in American Tiaanciai

9 1/2% due 1/10/80

$225,000,300 tn Amertcan finanejal

9 1/2% due 12/3/88

11,100,006 shares of American

Flnancial $1.00 preferred

$,.700,000 American Flnancial

warranta

Estimated Rating: 5/B

due 5/1/88 for eacn 540 Nattonal

General warrant

JureEny

Campleted

Conplated

“r
o

mpletod

Cemzletes

Mot Effactve

Lifesuve



APPENDIX N CONTINULD

DaTE COMPANY MAKING QFTERING
4/73 (E} Studebaker Worthington
Deoler Manager: p/E Ratio as of 3/22/73:
None 4
P
ekl {M) McCrory Corporation
Deater Manager: {subsidiary of Rapid Amer.}
None P/E Ratic as of 5/22/73:
4
9/73
/7 {£) Gulf & Western
Dealer Marager: P/E Ratic as of 8/22/72:
None 3
5/73 (£} Leasce Cerporation

Announced A4/5/73
Dealer Manager:

White Weld
$/73 {E} Ciry Investing
Dealer Manager: P/E Ratlo as of 8/22/7
None 4
/73 () Whittaker Corporation

Dealer Manager:
Dominick

P/E Ratio as of 8/2t/73:
4

P/E Ratio as of 8/22/73:
9

TERMS OF OFFERING

ALRTRY M

§40 of Studebaker Wortnington
9 1/4% due 5/1/98 in exchange
for each share of Studebaker
Worthington §1,40 cv preferred
series A

Criginal Terms:

SIZE OF NFW SECURITY

(Patential)
579,000,000 Studebaker
Worthington 5 1/4% due
5/1/98

Estimated Rating: Ba/BB

(Potential)
$125,000,000 McCrory 7 5/8%

550 of McCrory 7 3/8% sub debs due 1:/15/98

due 12/15/98 plus $8 in casn in

Rating: B/B

exchange for each share of Lerner

Stores common STock.

533 of McCrocy 7 5/8% 12/15/98

alus 55.60 in cash for each out-

standing Lerner Stores warrants.

Revised Terms.

Revised Terms;

$50 of McCrory 7 3/4% sub debs (Potentiall .

due 9/15%/95, plus $8 for each
share of Lerner Stores common
stoci.

5130,000,000 McCrery 7 1/4%
due 3/15/95
Rating: B/B

431 of MeCrory 7 3/4% sub debs
due 9/15/95, plus $5.35 for eacn

Lerner Stores warmrant.

Exchanging Gulf & ‘Wastern 7%
due 7/1/01 series A or B in the
following amounts:

§75 for one share of $3,873
Gulf & Western ¢v preferved

$35 for one share of Gulf &
Westermn common

Amount of Gulf & Western 7%
sue 7143 outstanding
Potential: 679,500,200
Amt. of Tender: 350,200,000
Actual: 82,500,040

Rating: B/B

$1100/$1000 of G.W. 5 1/4% cv 7/1/87
$1100,/51000 of G.W. 5 1/4% ev 1I/1/89
$1100/51000 of G.W. § 1/4% cv 11/1/90

$1050/51000 of G.W. § 1/4% cv
$1000/51000 of G.W. 5 1/2% cv

cxchanging one share of Leascd
$2.60 series C preferred stock

plus 1/2 share of Leasco common

for eacn snare of Leasco 52.20
series B cv preferred

512 of City Investing d 1/4%
sub debentures due 7/15/81
for each share of General
Development

QOriginal Terms:
58 of Whittaker 7% synthetic

sub debentures of 5/1/93 plug
1/2 warrant exerciseable at

13 1/2 tor each share of Whit-
taker common,

Revized Terms:

57 of whittaker 6% synthetlc
sub debentures of 9/1/93 plus
1/2 warrant axerciseable at 15
per share for each share of
‘Whittaker common

3/1/87
7/1/93

Amount of 52,60 Leasce serles
C preferad outstanding
Potendal: 3,580,757
Actual; 2,778,951

tPotentiall

$58,500,000 Clry Iavesting

B 1/4% due 7/15/91
Estimated Rating: NR/B

L

Criginal Terms:
{Potential)
§40,000,000 of Whittaker %
due 5/1/93
$2,500,000 warrants exercise=
able at 15 1/2

Rating: B/B
Revised Terms;
(Potentiall
$15,000,000 of Whitiaker 6%
due 9/1/93
$2,500,000 warrants exercises
able at 15

Rating: 8/B

44

PURPOSE FOR CURREMT
CHANGE OFFER T
Zeduce dilution and Withdrawn
aliminate prelerred arr.
requirements.
Acguistion of remaining Approved by
shargs and warrants Board of
sutstanding of ma)oriry Directers -

owned supsidiary. waiting shere-

holder approval

Efective

“3ulf & Western manage- Completed
ment believes common

stock is undervaluea.”

Objective ts to reduce

shares curertly out~

standing anc slimate

future dilutice 25 mwek

as possible.

To reduce the average Completed
commeon and common

aquivalent shares by up

to 3,680,000 shares,

Reduce mandatory regempticon

value of preferred by up o

5194,000,000.

Acqulstion of remaining Cancelled
shares of 48% owned

subsidiary,

To reduce the aumber of Propocsen -

commen shares of Whittaker Not Effective
stock outstanding



APPENDIX B CONTINUED

DATE

5/73
Doaler Manager:
None

§/71
Dealer Alanager:
None

6571
Aacuaced 6/1/73
Daaler Manager:

igenz Rncaages

773
Zzaler Manager:

Kuhn, _oep & Co.

Golaman, 3achs

773
Dealer Manager:
White Weld

R/T3
Dealer Manager:
Naone

373
Dealsr Manager:
Lenman Brothers

3/73
Dealer Manager:
Loeb Rhoades

COMPANY MAKING OFFERING

{E) .lational [ndustries
P/E Ratio as of 8/22/73
9

(E} ATO
P/E Ratio as of 8/22/73

[

{E)  Jim Walter
P/E Ratio ax of 8/22/73
5

{E) Western Union Corporation

P/E Rauc as of 8/22/73
]

(E} Leazco Corporation
/F Rauo as of 8/22/71
4

{E) Fygua Ingustriea
PrE Rauo as of 3/22/73
3

(B} Fibrepoard
P/E Ratio as of B/22/73
E]

{E) American Meaicorp
P/E Ratio as of 8/22/73
F]

M) = merger

(A} - acguiatation

(L} - excnange offer

TERMS OF OFFERING

5700 of Natlonai Ingustries
% 1/4% sub debenturses due
9/1/%3, plus 70 warrants

exerciseable at 510/share for

51000 of Nationai Indusmies
5 1/4% v sub cepentures of
10/1/48

$16 of Naticnal Inaustries

9 1/4% due 9/31/93 plus 2
warrants exerciseable at
$10/share for aach share of
MNational Ind. $1.2% cv pfd.

510 of a ATO 20 year sub-
ordinated debt 1ssue per
share

§25 of Jim Walter Corperation
8% sub debentures due 8/1/98

for eacn snare af jim Walter

: commaen

3560 of Western Union 10 1/4%

sub debentures due 8/1/37

plus $100 In cash for 51000 of

Western Umon 5 1/4 cv sub
denentures due 8/1/37

514 of Leasca Corp. 3 7/8%
sub debentures dus 3/1/98
far each share of common

$15 of Puqua Ind. 9 1/2%
sub debentures due B/1/98
for each share of common

$750 of Fibreboard & 3/4%
cv sub debentures due
12/15/98 for eacn 31000 of
Fibraborad 4 3.4% ¢v sup
desentures Sf 10/15/93

5650 of American Madlcors
¢ 1/2% sub depentures due
19%4 in exchange fer 31000
American Meadicorp 5 1/2%
cv sub debentyres due '89

apd 51000 American Mealcorp

5% cv sub debentures '97

SIZL OF NLW STCURITY

45

{Fotential}
$20,3500,000 Nattenal ind.
9 1,/8% due 9/1/93

$2, 100,400 Natlonal Ind.
WaITants exerciseanle at
$10.

510,300,000 of a 20 year
ATQ sub aebenture - coupan
not set

(Potential)

$75,0C0,000 Tim "Valter
8% due 3/1/98

{Actual)

$16,3500,000

Cstimated Raung: 5asBH

Western (Jmon 10 3/4% due

ar1/97

{Potential} 542,000,000

iActuall $32,700,C00
Rating:; 8/B

(Potential]

542,000,000 Leasce Corm.

9 7/8% due 3/1/98
Rating: MNR/B

{Potential}
$30,00C,000 Fugua 9 1/2%
due 3/1/98

Rating: 2.8

‘Patentiall
514,300,000 Fitrepoara
3 3/4% ov 10/1Z78B

[Pctenual)

$31,757, 100 Amencan
Medicorp 9 1/2% due
1998

PURPOSE TOR CURRENT
EXCHANCE CEFFER STATUR
Reduce buox valuk froposed -

of debt. Nt Kffective
Recuce common sItock Cancelled
cutstanding

Reduce commor sicck Completed
shares ourstanzing

To reduce ouLsanzing Conpleted
indebtedness and

zliminate the zotentia.

dilution

To reduce the cutstanding Cwrantly
common shares oy up o Effective
3,000,000 shares

Teo reduce ourstanding Currently
common stock by upto Effective
2,000,300 shares -

ereasa cook vaiue

Te recuce the pringapal Currently
amount 2f long term aect, Liiective

increase equity , ang
.ncreace tne possikility

‘or new common equity om
the earller conversion of the
new convertibles

Recuce argd extenc lanz-
term debt. Zguaty will
2lso pe increzsed anc
satential dilurion
eliminated



Years to Refunding

5

4

Composite Yieid

7.82%
7.78%
7.74%
7.69%

7.64%

46



