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CHAPTER I
INTRODUCTION

Why hag the once fallen star of income bonds started to
rige after spending over seventy years below the Financial
horizon? TIs 1t because income bonds provide many of the ad-
vantageé of debt financing with the non-fixed payments feature
of equity financing? Could it be caused by the high yields
they carry comsidering the risk involved? TIs 1t the resulst
of the large tax savings created in‘many’cases? All of these
questions are lmportant. |

Eighteen years ago income bonds were one of the least
respected and most disliked types of securlties that a company
could issue. Today they have a limited but growing use and
an ever increasing acceptance. This study is an attempt fo
determine and glve reasons for the development and use of
lncome bonds in the past, present, and future. It traces the
development of income bonds, explains the advantages and dlg-
advantages assoclated with them, and prognosticates about their

Tutures,

Definitican of Terms
An income bond may be designed in any number of ways.
It can have characteristics varying from many of those that

a high quality mortgage bond has to those that a preferrcd




stock has. The principal of income bonds may be secured by a
mertgage, bubt the mortgage is usually of a junlor class. Cften
1f a lien exists, it is not on specific propercty. Income bonds
may also take the form of collateral trust bonds or plain de-
bentures. In many cases other bonds may be issued in the
Tuture which will have priority over income bo;hds.l

The differentiating feature of income bonds is that inter-
¢st payments are contingent on earnings. Under some income
bond contracts, interest is pald only irf earned, plus all other
expenditures specified in the bond contrect (like maintenance
of plant and equipment) must bemet.2 Interest payments may
be of a cumulative nature. When issued in a reorganization
sltuation, a provision is often imserted that accumulation of
unpalid Interest does not start until some gilven number of years
af'ter the bonds have been issued.

Unlike stocks, income bonds usually come out of reorgani-
zatlon situations. Rarely are they issued for public sub-
scription. They always must have a specific maturlty date on
which principal nust be repaid.3

When an income bond is a result of reorganization, it is

often called an "income adjustment" or "adjustment bond." When

lEncyclopedla of Banking and Finance, 6th Editlon, edited
by Glenn G. Munn (revised by F. L. Gra01a) (Boston, 1962)
p. 333.

EEncyclopedlo Dictionary of Business Finance, edited by
The Editorial Staff ©of Prentice-h Hall, Inc. (Englewood Cliffs,
N. J., 19560), p. 307.

3Husba‘nd, William H. and James C. Dockeray, Modern
Corporation Finance, (Homewood, I1l., 1957), pp. 36E8-370.




used to procure capital, the rname "preference income bond,"
"oreference bond," or M™ew capital bond" is used. The majority
of inceme bonds are the result of rallway reorganizations; how-
ever, in the past eighteen years, preference (as compared to

ad justment) income bonds have ccome into increased use.

Delimitatlions

Thig study deals entirely with income bonds and places
great emphasis on the preference lncome bonds. Several sub-
jects are of mejor lmportance: the use of income bonds as &
gource of mew capital for expanding plant and squipment and
increasing working capital; the consideration of income bonds
ag an alternative to lssulng preferred stock, common stock,
and straight bonds; and the historical use of income bonds.
Legal definitions concerning an lncome bond fer tax purposes
are discussed with references to preoadentfsetting legal cases,
but only to meke known the legal problems ihvolved, not to
golve them.

The guestlonnaires and lnterviews deallng with attltudes
toward lncome bonds sampled past and potential buyer and seller
cpiniocns. The resulting sample answers are not necsssarily
meant to obtain conclusive validity, but generally held opin-
ions should be put into focus.

The income bonds consldered 1n this study are those listed

in the various Moody's manuals and those listed in The Commerclal

and Finencial Chronicle under new capital flotations.




Sources cof Datsa

In compiling the data for this study, twoc major sources
of information were used:

One, written Information on or related to the use of in-
come bonds. Thls Includes textbooks, business journal articles,
business services like Moody's, a thesis, income tax rulings,
and precedent-setting court cases. The libraries of North Texas
State University, Southern Methedlst University, and The
University of Texes were bthe principal scurces of material.

Two, questionnaires and interviews which covered both the
use and feeling toward income bonds. Also, the tax problems

commected with income bonds were covered,

Related Studies
One related study was found--"The Future of Income Bonds
as a New Capital Source," by Lawrence L. Crum. This study is
a Master's thesis written in 1955 at The University of Texas
in fulfillment of requirements of a Master'!s degree in finance.
This study attempts to compare the use of income bonds with

that of preferred stock in acqulring new capital.

Procedures
4 description of income bonds and their general use was
determined. Investment bankers and wealthy individuals were
Interviewed. Questionnaires were sent to five different groups:
1. Universities

2. Bank Trust Departments which handle pension funds




3. Insurance Companiecs

L. Savings Banks

5. Issuers of Income Bonds.

Readings on the history of income bonds were completed,
The history of income bonds in relatlion to both reorganizational
use and new capital use was written. The results of the question-
naires were received and analyzed. The advantages and disadvan-
tages were discussed. The feaslbility of using income bondés in
place of straight bonds or stock was investigated and set forth.
Results from the questionnelres and interviews were described.
The general legal prcblems and definitions invelving income
bonds were covered with references to court decisicns and legal
opinions, Conclusions were drawn, and the future of Iincome

bonds wags discussed.

Treatment of Data

Chapter II covers the history of income bonds. Chapter TII
ls & discussion of the advantages and disadvantages of income
bonds and the use of incomes bonds in place of other securities.
Chapter IV discusses the results of the guestionnaires and
‘interviews. The legeal problems of Income bonds will be dis-
cussed in Chapter V. Chapter VI contains conclusions about the
rast, predictions of the future, and suggestions for further

stbudy.




CHAPTER IT
A REVIEW OF INCOME BONDS

Income bhonds were created to cope with financlal adversity.
Over the past seventy-five years the majority of them were
iasued because the ilssulng company was In a state of very prob-
able or present bankruptcy. Only in the present Post-World
War II time period has this financial lnstrument received new
uses. Tne review of income bonds iIs best categorlzed into
two parts based on use. The first category 1s that of income
bonds issued because of grave financial problems which created
the need to maintain what capital the company had and keep 1t
gllive. In this first case, the bonds were called adjustment
or reorganizaticnal Iincome bonds. The second category is that
of bonds Issued &s a result of flnancial planning to help
maximize profits While maintaining old or providing new capital.
These Income bonds are called preference or new capital income
bonds.

The reorganizational income bond came into belng during
the last quarter of the Nineteenth Century. In thls period
many rallrcads went 1nto receivership. The process which led
to these early issues of income bonds usuelly followed a basic
pattern. This pattern i1s well exemplifled by the action taken

a8 the Pennsylvania and Reading Railrcad declined from its




once strong finesncial position.l In the late 1870's, adequate
lncome was not avallable for the company to meet its fixed debt
obligaticns. With this situation Present, the company asked
all holders of fixsed debt securities to allow the company to
sklp cash payments until the funds were available. Tn place

of cash payments, the debt holders were given payments in scrip.
In 1882, when the company failed, claimants of the company mebt
and approved a reorganization of the financial structure of

the road in hopes of getting the company solvent and receliving
thelr money. Under the reorganization plan, all fixed debt
securities were called 1n and one of the first income bond
lgsues of record was issued with the approval of the Pennsylvania
State Legislature. The name given this $3L, 300,000 worth of
bonds was deferred income bonds.2 The bonds carried an inter-
eat rate of 6 per cent of par, had no stipulated time for
repayment, and had a priority of claim on earnings behing

all other debt holders and stockholders. After dividends to
commen stockholders (in the amount of é per cent of company
income) had been paid, plus all debts, plus interest on the
income bonds, the claim status of income bond holders moved

vup. Under the new claim status, the bond holders had anp equal
right to all earnings to which common stockholders had = right.

Most of these deferred income honds =old Tor 30 per cent of

lStuart Daggett, Rallroad Reorganization (Boston, 192),
p. 81 f£f,

“Ibid., p. 8.




their par value; thus, they had an effective interest rate of
20 per cent,

The pattern of financial actions a company took before
lesulng income bonds became a standard pattern which was followed
by many rallrcads in the 1880's. First, the company would find
1t wag In financial difficulty. Second, it would stop cash debt
payments and issue scrip debt payments. Third, the company
would find 1ts scrip payments unacceptabie to its debt holders
and be forced to ilssus income bonds. The intersst rate of 6 per
cent of par (rarely 1 ever did the bonds sell at even near par
value) and no stipulated repayment date set loose standards for
many of the income bonds that followed.

During the 1890!'s many railrocad Income bonds proved to
be poor investments. Also, contractual problems as to the
definition of income and the claim status of bonds izsued
after income bonds caused few new income bond issues between

1892 and the late 1920'a.>

The Present Rallroad Income Bonds
Virtually all of the present railroad income bonds were
lssued after 1925. Most of these came out of the period from

1932 through 19L1. The Class T rail carriers issued over one

billion doliars worth of income bonds under Section 77 of the
Natiocnal Bankruptcy Act and other railroad legisléattio.n.LL -Asg
in the 1880's, the causes of the financial failures which led
to the issulng of income bonds were one, mismanagement: two,

cvercapitallization; and three, dlversification into unprofitable

3Tvbid., p. 302 f£f.

MR. V. Fletcher, Rallroad Finance (Washington, D, C.
1947), p. 13-18.

2




fields., This fact gave Income bonds in general a bad name;
however, there were a few highly rated issues which came out
of voluntary reorganization. The Boston and Malne Incomes
Mortgage liz's of 1970, for example, had a rating of Mgt

The pattern set in the 1880's leading to the issuing of
income bonds was stiil domlnant, but the bond contracts wers
much more lucid., Definite maturlity dates were set even though
they often were for periods of over one hundred years., The
right of management to pay or not to pay lnterest on the bonds
was better defined. Usually a sinking fund was included.
Accounting methods were better stipulated, and cleuses covering
accumulation of interest (usually starting three te five years
from the date of issue) came into wide usage.

Throughout the depression in the Thirties, issuance of
income bonds continued to be large. When World War II began,
the increased freignht and traffic loads caused railroads to
operate at near capacity. Profits moved up and funded debt
(much of which was income bondes) was decreased greatly;
Between 1932 and 1940 the net decrease In debts of Class I,
II, and III railways was $1,512 million. From 1940 through
1945 the decrease was $2,019 million.5 By 1950 the number of
rallroad income bonds had been greatly reduced. Today, in
1966, seventy-six issues are gtill outstanding.

The railroad income bonds discussed above have served as

an example of all reorganlzational income bonds. There are

5Ibid., p. 302 ff.
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many industrlies other than raillroads which have lssued reorgani-
zational income bonds. Mcst of these non-rallroad reorgani-
zational bonds, however, have not remained in the market for
more than fifteen years and were not issued 1n large amounts.
This 1s due primarily to the fact that railroads were sllowed
to operate in a state of receivershlp where many other busl-
nesses were not. Ccnsidering the fact that relatively few of
these non-railrcad igsues are in exlastence over long perlods
of tlme and that they represent no lmportant facet of this
discussion, mon-railroad reorganizational income bonds will
not be digcussed further.
Classification and Rating of
Railrcad Income Bonds

The classification of rallrcad bonds 1ls made up of three
groups based on the number of Limes bond service charges are
sarned. Group I 1s composed of bonds of Class I Railroads
on which the service charges asre earnsd two and one-half
times each year.6 The Atchison, Topeka, and Santa Fe
Ad justment lL's of 1995; the Denver & Rio Grande Western lst,
3ts-lLts of 1993; and the St. Louls Southwestern 2d income,
I, per cent certificates of 1989 all carry an "AY rating and
are 1n Group I even though they are ilncome bonds. Group II
bonds are those lssued by companles that have serned the

service charges on their bonds one and one-half to two times

6David P. Jordan and Herbert E. Dougall, Investments
(Sixth Edition, New York, 1952}, p. L29,
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for the past flve years. In this group there are income bonds
of Class I rallroads with ratings from "A" to "Ca." Many more
income bonds are found in this group. Group ITT is made up

of all bonds not In Groups I and TI. Most of the income bonds
issued by rallroads are in thils group. Earnings security in
this group is very low, ranging from no coverage in poor years
tc leass than one and one-half times charges In good years,.
These bonds often yileld more than 7 per cent. All of these
Group III bonds are at best consldered speculative.

Most investors have consistently been steered away from
railroad income bonds, and only in the past fifteen years has
this attitude sterted to change. The reason for the aversion
to railroad income bonds is based on thelr close connection with
reorganization and limited security. Perhaps the greatest
factor leading to a lessening of this aversion is the recent
lmprovements in the rall Industry and securities analysis.

This polnt is important, for there seems to be a good possibility
of future Ilnvestment profits Iin these reorganizational gecuri-
tles 1f selectivity 1s malntained.

Since 1925 many of the railroad income bonds have proved
to be at least good speculative investments. This was helped
greatly by the three wars since 1925 (World War II, Korea,
and Viet Nam), court decisions allowing railroads to cut costs,
and better relatlons between the I.C.C., and the railrocads.

This prosperity has provided earnings which can well provide

coverage of debt requlrements. The fact that most railroad
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t1ncome bonds sell below eighty-five 1s indicative of investor
caution, which is justified. The average lnvestor realizes
that the yields from quality railroad income bonds are not
exceptionally lucrative. Also, the securities have not been
tested under depression conditions. These facts, however, are
to be balanced against the fact that recent income bond
interest charges are well within the mormal earning power of
the issuer. After analyzing the situation, one could conclude
that investors seeking wlde diversification could guite possibly
use high quality income bonds to get above average yields and
average safety during periods of strong economic growth like
the present onse.

Railway inmcome bonds like the Denver and Rio Grande
Western first lL's of 1993, ylelding 7.5 per cent, could
qualify as such an Investment. Obviously, a small investor
would find no need to even consider this type of investment,
but lnsurance companies and other ILnstitutlons have been
sxperimenting with the idea. The vice president of finance
for the Aetne Life Insurance Company felt that he would
definitely consgider purchase of quality income bonds of the
above type.

Significant ls the fact that large investors have not let
classification and ratings alone determine the value of rall-
road income bonds. At best, these bonds carry a rating of
"A" and most are rated between "Baa" and "Caa." This fact has
not stopped the discriminating analyst from locating the invest-

ment grade or quality bonds.
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The Railroad Income Bond Market Since
World War IT and Its Significance
The railroad income bond market iz 1nfluenced by three
gignificant factorg--"flat" trading, taxes, and youth. When
a bond is traded "flat," it means that the tobtal selllng price
of the bond does not include the Ilnterest accumulated by the

7

geller since the last lnterest payment date. Consequently,
after an Interest payment ls made, the price of the bond will
drop by the amount of the payment Just as a stock price drops
when shares are traded ex-dividends., This fact helps to
explain the wide swings which occcur in railrcad income bond
prices during a year. "Flat" trading also creates a tax
situation which is te the advantage cof the purcheser. The
Internal Revenue Service conslders only the accrued Ilntersst
from the date of purchase asg lncome. All payments made prior
tc the date of purchase are considered returns on capital. If
a bond was purchased on March 31, 196l, and an $80 interest
payment was recelved on October 1, 196l, the owner would report

only $20 of the interest payment for tax purposss. The $50

left would be considered Tto have ccme coff the purchase price

of the bond. Purchasers of the bond cn or before June 31, 1G6i,

would report none of the October payment. Obviously, this fact
1g advantageous to large investors. The "flat" trading has

been discontinued in some bonds but stlll exists in many rall

7Sidney M, Robbins, "A Bigger Role for Iacomes Bonds,"
Harvard Business Review {November-December, 1955), p. 101-102.
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and preference income bonds. As the ilncome bond market is
still young and has not been tested by depression, the
practice of trading these bonds "flat" willl continue for
some time to come.

In the past ten years there has been some reductlion in
the number of railrcad adjustment bonds--seventy-eight were
outstanding in 195l compared to sixty-seven in 1965 {a de-
crease of 1l per cent). This fact, plus an increase in
lavestor demand and railroad profits, has led to a relatively
strong market for the bonds. Exemplifying this lg the Dow-
Jones Rallrcad Income Bond Average appearing dally in the Wall
Street Journal. Since 1958 the average has moved up and now

1 at an eight-year high.

TABLE T

HIGH AND LOW PRICES FOR THE DOW-JONES
RATLROAD INCOME BCND AVERAGE
1958 THROUGH 1965

Year Price

High Low
1958 6£8.83 50.42
1959 72.72 63,82
1960 65,110 56.27
1961 58.85 511,83
1962 60.85 53.57
1963 70.65 60.L2
196L 78.57 69.52
1965 82.32 Th.12
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Although most of these bonds are presently selling at =
discount, the discount will continue to be reduced if retire-
ment of the issues and favestor interest continue along the
present trend.

The above stated facts about the rallrcad income bond
market leads to the conclusion that although all these bonds
were "children of adversity," many have grown to a position of
maturity and relative respactability. These bonds are stilll
not a popular investment medlum due to their contractual
weaknesses and connection with reorganization. Some of these
securities, however, have become well regarded by institutional
investors like insurance companies., A few have even become
"investment grade" securities.8 The Atchison, Topeka, and
Sante Fe Income L's of 1995 are such an issue., Moody's

Transpertation Manu.al9 lists elight such 1lssues that are

rated "A." The fact that the Dow-Jones Raillroad Income Bond
Average has maintained & constant upward trend for elght
years (see Table I) glves valldity to the theory that these
contingent interest securities have overcome much of the
scorn that investors long had for them. In the next ten
years, reilroad adjustment bonds should achleve much more

scceptance; however, short supply of the issues will 1limit

Investment grade being defined as the term is in
Securities Analysis, by Benjamin Graham, David L. Dodd, and
STdney Cottle  (fourth edition, New York, 1962), p. L7-50.

9Moody's Transportation Manual, 1965 (New York: Moody's
Tnvestors Service, 1nc., 196b), p. alCl.
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thelr uge. There 1s a chance, however, that preference rail-
road income bonds may come Inte enough use to cause the rall-
road income bond market to continue and even expand. In 1955
the Interstate Commerce Commlasion approved the use of prefer-
ence income bonds by the New York, Chicago, and St. Louls, and
the Chicago, Kock Island, and Pacific Rellrocads for refinancing.
Perhaps this type of securlty will be used 1n place of or in
additlon te retalned earnings and ecquipment trust cbligations
to finance long-term cepital ventures., This could happen
should fixed debts of the carrlers become gslzable,

A Review of Preference or New Capital

Income Bonds

The second major category of income bonds is that of
preference or new capital income bonds. It is the type of
lncome bond with which this thesis deals. The review of rail-
reoad inccome bonds of the adjustment type was included because
the record of adjustment income bends is scrutinized by all
considering purchase or Iissuance of preference 1ncome bonds.

Tn 1955 the Interstate Commerce Commission approved the
use of preference income bonds by the New York, Chicago, and
St. Louls, and the Chicago, Rock Island, and Pacific Rallroads.
The revenue recelved from the sale of these bonds was used for
refinancing. These were two of the first noteworthy preference
income bond 1lssues., They represented a complete reversal of

the traditional use of income bonds and the attitude which the




L7

Interstate Commerce Commission had toward thelr use.lo Actu-
ally preference income bonds had been in use since 1926 when
Gonsolidated Warehouses, Inc., issued them to expand facllities.
Tn 1947 Armour and Company issued $35 mililon worth of the
bonds. This issue was important because of 1ts slze and the
fact that lerge insurance companies were willing to purchase
preference lncome bonds, Much more Important, however, was

the fact that & govermment regulatory agency (the I.C.C.) saw
that this type of security could have a place In the capltal
structure of large companies. By allowing railrocads to use
preference income bonds, the bond had its acceptability greatly
enhanced. The remainder of this thesis will deal with prefer-
ence income bonds and the reascns for and agalinst thelr use,

plus a review of the preference income bonds ocutstanding.

104 1.8, Stevens, "The Reorganization of Railroad
Corporationsg Under the Bankruptcy Act," Journal of Busliness,
University of Chicago, (September, 19L2), p. 378 TL




CHAPTER III

THE ADVANTAGES AND DISADVANTAGES

OF INCCOME BONDS

As with all securities the lncome bond has both advantages
and disadvantages for the purchéser and the issuer. In many
cages what 1ls advantageous to one 18 to the dlsadvantage of
the other; however, certain advantages and disadvantages are
as greal for one as for the other. Bestween the absclute black
disadventage and absolute white advantage there also exlat
factors which might be described as "absolute grays." Since
the income bond centract can contaln provislons whiph‘make it
very c¢losely related tc a stock, or at the opposite pole of
the compass, a bond, the advantages and disadvantages must be
viewed in a perspective which Includes not conly the possible
provisions of the contract, but also the price of the bond on
the market and the [inanclal asplirations of the Iinvestor. Two
uses for the bond will be ceonsidered: the use of the bonds
in place of a glven type of security for the purpoaec of ralsing
additional capital, and the use of the bonds as a replacement

for a given type of security.

The Advantages and Dlisadvantages
of Income Bonds: Genseral

The various advantages and disadvantages of income bonds

wiil be divided as to advantages for the issuer or purchaser

18
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and diesadvantages for the issuer or purchaser. When considering
the forthcoming facts, one must remember that almost no slingle
advantage or disadvantage can be adsquately judged until the
entire contract is judged along with such factors as the earning

power cof the company.

Advantages for the Issuser

Costg.--Cbviously, the cost of income bonds is above that

of almost all other debt instruments. Yet, in relation to such
securities as preferred stock, the cost may be relatively in-
expensive. Cost must be considered not only 1n relation to
actual dollar samounts but also in relation te other alternatives.
When =211 facts are considered, the cost of using income bonds

in given situations l1s found to be less than generally believed

and sometimes the least expensive of the alternatives availilable.

Tax Savings.--As income bond interest is & business expense,

it 1g tax deductible, as 18 all interest. In later sections this
point ls discussed much more fully cencerning legal problems and
the ccompariscn of the cost of income bonds to equlity securities.
There ls always the remote possibility that the present tax
Geduction on income bond interest may be discontianued. This,
however, has proved to be a very remote possibllity. In 1654 a
new Internal Revenue Act was passed. The authors of the act
attempted to stop the possibllity that a non-debt instrument
could be created that would fit the legal gualifications of a

debt Instrument, In so doing the aufthors did away with Income
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bond interest as a buslness expense. When this point weas
brought to the attentlon of the authors, they changed the
wording so as to allow thls deductlon to remain.l This was
not a greatly debated subject. The legislatcrs were qulte
willing to change the wording and did so. This indicates a
willingness on the part of Congreass to allow the deduction, to
ramain.2 The attitude of the Internal Revenue Service toward
thls tax questlon has been obtalned through a letter written to
the research division of the service in Jaﬁﬁary, 1966,

J. R. Turner, Acting Director, Resesarch Division, stated that
he saw no future change in the present policy toward such de-
ductiocns. The policy 1s discussed in thig thesls under the
topic of legal problems (see Table of Contents).

A gsecond form of tax savings dealing with income bonds ls
created by the timing of interest payments. This is a apecial
cagse which would require an income bond which was cumulative
and which allowed the board of directors to make capital asset
repairs and replacements before paying the interest on the
bonds., If the company found itself in financlal difficulty,
the directors would discontlinue interest payments. When the
difficulty began to 1ift, the directors could pay the accumu-

lated Interest. Thls would make the bondholders happy. Then for

lHearings Before the Committee on Finance, United States
Senate, 63d Congress, 2d Session, on H.R. 8300 (Washington,
195L), pp. 1763-1766; 177L-1778.

2Sidney M. Robbins, "A Bigger Role for Income Bonds,"
Harvard Business Review, XL (Nov.-Dec., 1955}, p. 107.
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several years they could again stop paying the interest while
spending the interest funds to pay for repalrs and replacements,
By continulng this process until the company got 1its profits

to above subsistence level, the company would save taxes. The
bondholders might not accept such & policy, but some of the
railroads seemed Lo have foliowed this policy while getting out
of financial difficulty. They would never admit this and could
build = good case for their actions on other grounds. Whatever
the reason for the timing of the rallroad's payments to income
vondholders, the timing seems to have been beneflclal. Perhaps
this 1s just & colncidence. Admittedly, the tax savings would
be relatively small, but this, when combined with depreciation
from replacements, could help keep taxes lower and help speed

the recovery of the profits of the company.

Interest payable only if esarned.--Thls is the me jor reason

for the existence of income bonds. The obvious advantage of
being able to forego the cost of debl when earnings are un-
available without risking forced sales and other actlons by
bondholders is self-explanatory. Although the bondholder will
not like the loas of funds, he is contractually beund to accept
it. The 1egél problems concerning discontinuance of payments

are discussed at length later.

Leverage and capital structure advantages.--Income bonds

allow the lssuing company to lncrease its leverage without

increasing fixed debt costs in future periods when earnlngs
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might be unavailable, The fact that income bonds have a fixed
maturlty date on which they must be pald off may seem to be
disruptive to the company's capltal structure. Thilis fact does,
however, seem less important when the very distant maturity
date of most bonds 1s viewed--some as long as one hundred years
from issue. Also, having a maturlty date, even though distant,
serves to force the corporation fo plan and adapt its capital
structure to meet its changlng nceds. Meost financlal experts

conslder this Imperative under modern sconomic conditions.

Control.--In modern times control of stockhcolders! votes
has become of the upmost importance in many corporations,.
Obviously, when 1ssued, & bond does nothing tc dilute the num-
ber of votes. The only possible way that control could be
decreased through issuance of income bonds is by offending some
stockholders by the lssuance of the bonds. Alsco, the bonds
could possibly contain a clause allowing bondholders te vote

after several skipped interest payments.

Private placement.--Private placemsnt is cone of the less

expensive methods of placing issues. After examining the
"commlsslon reports'" of the top twenty and other insurance
companies 1n the U. 8. for the year 196l, the fact that private
placement 1s often used by lssuers of quality income bonds 1s

obvious. Several large companlies held part of at least one of

e S
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the larger income bond issues.3 No bonds that carried low
ratings were held by these companies. Inccme bonds of low
clasg usually are sold or traded to the public and company
stockholders. Only a few non-railroad companies sell quality
income bonds on the open markst. Budget Finance Corporation
‘s one of these. It has $6,000,00C of 6's due in 2012 that
are traded on the Wew York exchange. Rallroad income bonds,
both quality and other types, are well represented on the
stock exchange and traded actively.JJF

These aix adﬁantages stated above are the main reasons for
lncome bonds being issued.5 Of the six, the tax deductibllity
of the payments for interest and the payment of ianterest on
an if earned basis are the outstanding advantasges. If elther
of these features should be made iliegal, there would be no
reason for the bonds being used, for common stock, preferred

stock, or fixed interest bonds could be used more efflciently.

3So.me of the large insurance companies which hold income
bonds in thelr portfolios are Metropolitan Life, Aetna Life,
Southland Life, Mutual Life, Massachusetts Mutual Life, and
New York Life.

uFrank J, St. Clair, HEditor-In-Chlef, Moody's
Transportation Manual, June 1965, (New York, 1965}, ». a 101,

5U.nder reorganization situations caused by financial
difficulty, income bonds are often issued for reasons in
addition to those already stated. Ons of the most important
is to maintain a portion of the status position of bondholders
when much of the status must be removed. This 1s exemplified
by fized interest rallroad bondholders who were forced to take
income bonds (see Financilel Organlzation and Management of
Business by CharleS W. Gerstenburg, Lth rev. ed., BHglewood
Cliffs, N. J., Prentice-Hall, 1959, pp. 137-139}.
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Advantages for the Purchaser

Protecitive features.--The contracts for income bonds offer

many protective features to cover various contingencies. These
are discussed under the chapter dealing with legal probléms.

Such features would be sinking funds, first and second mortgages,
intercst reserves, voting rights in cases of excessive payment
default, accumulation of interest, etc. As ilmportant as all

of these features 1s the fact that over the years court declslons
have taken many of the guestions out of income bond contracts.

A purchaser of an income bond can usually get lawyers to defer-
mine with reasonable assurance what rights the holder and issuer

have in any glven sltuation.

Market advantages.-~The income bond market i1s amall and

very active., After viewing the Dow-Jones Rallroad Income Bond
Average, the fact that the high and low price for the year usually
moves between geven and fifteen polnts is ﬁoted. Other income
bonds of industrial companies mnot In private placement are leas
active because of thelr small number., TUsually they are not

traded on the exchange. These, however, are often convertible
inte common stock and, therefore, may get rapid fluctuation

after years of relative non-movement. The movement of these

bond prices 1s, of course, not always to The purchaser's

advantage, but does offer the speculative purchaser a chance

6Wa11 Street Journal, second Friday in Januery, 1959
through 1965.
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for great market movemant.? The 1nvestor purchaser wili find
that some of the high rated bonds are stable. The Atchison,
Topeka, and Santa Fe Adjustment L's of 1995 are an outstanding
example of this gtabllity and carry an "A" rating. Adding to
the stabllity of some highly rated lncome bonds is the fact

that they are not traded flat. Flat trading has an effect on
the market price of the bonds simllar to a stock going ex-
dividends. This fact accounts for some of the price vacillation
which cccurs in stable Income bonds which are traded flat and

in speculative income bonds.

Perhaps the greatest help to the purchaser of income bonds
is the increased public acceptance of this type of bond which
creates a larger market. No asctual quantitative value can be
put on this fact, but simply having experienced and recognized
people 1n the finance fleld occasicnally write articles about
the bonds has been a definlite help In destroylng the large amount
of misunderstanding which has surrounded the bonds. Articles

appearing in such publications as Business Week, Forbes, Barrons,

and meny professicnal publicatlions, although not always compli-
mentary, have brought this type of bond to the attention of the

public.

Yield and securlty.--In many cases a strong argument can

be made to preve that income bonds, while ylelding more than

7Betwee‘n 1959 and 1953 Capital Alrlines convertible income
debentures varied in price from 35% to 132. In 1952 the move-
ment was from 78% to 90, zccording to Moody'!'s Transportation
Manual 1953, p. 1376. -




26

other securitles such as some preferred stocks, also provide
more security. Thls argument will be presented ln detall when
discussing preferred stocks and income bonds,

Security for an incowe bond i1s usually vliewed in relation
to what provisions are made in the bond contract and the future
earning power of the issuer. Another type of protectlon ls
present in income bonds issued in industries governed by such
organizations as the Interstate Commerce Commission and the
Utility Commigsion. Companies in the industries being considered
sre those such as rallroads, airlines, and public utilities.
These companies have an obligation to the publlic often based on
their near or actual menopolistic position in the areas which
they serve. To keep these companies from taking advantage of
their protected position, the regulatory agencies involved
have been given the power to set rates. If the company can
find a way to save on taxeg, it may well do 8o, using the
saving to increase assets or do other things. In the case of
an income bondholder, the tax savings created by using the bond
instead of stock is partially paild directly to the bondholder
in interest which ig higher than that on fixed interest se-
curities. The bondholder alsc gets the added security of
having the company expand. In some cages eXpansion of asgets
will allow reduced rates, which will increase even more the
carning of the company or at least 1set them remaln stable.

This is not a self-perpetuating situation, but 1t would defli-

nitely add to the bondholder's assurance of acquiring hls
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principal when the bond matures and his intersat. Admittedly,
the one biggest form of security 1s often missing when the
potential purchaser wishes to purchase income bonds. Past and
future earning power of the lssuer often is insufficient. This,
however, 1s not always the case., The Baltimore and Chio Rallroad
livs due 2010 were selling 68 in 1957. This provided a yleld

of 6.6 per cent. This would not seem unreasonable except thatb
the bond had pald interest since 1930, the general condition

of the road had been improving, and the bond had more than

2.5 times coverage.9 In many of the cases where lncome bonds
were lssued for replacing preferred stock or new capital uses,
the issuer company was strﬁng and had geod potentlial, Corning
Glass, National Can Corporatlon, and Monsanto Chemical Company
are three outstanding examples of this. These companies have
long earned much mere than the normal fixed charges regulred

by analysts, Corning Glass had 19 times and 24 times fixed
charge coverage 1n the years 196L and 1965 respectively.
Monsante Chemical had 6 times and 8 times in the same period.
National Can had approximately l times and 5 times respectively.
Since lzsuance, all of the bonds of thess companies have shown

strong coverage records.

BFrank A, Halford, "The Sleeping Glant--Inccome Bonds,"
Financial Analysts Journal, XX (January-February, 196L),

Pp. (3-7L.

97. U. Cobleigh, "Income Bonds--Railroad Bond Market In
Search of Maximum Yields,! Commerclal and Financlal Chronicle,
(Cctober 31, 1957), p. 6.

10 '
Moody's Industrial Manual 1965, pp. 174i, 1880, 150%.
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Disadvantages to Income Bond Issuers

Income bond lssuers have to face some rather objectionable
facts. The major cost problems are not just in issulng the bond,
but also in relation to limits and cbligations the bond contract
creates., A smaller problem 1s the effect of income bonds on the
caplital structure of the corporation. Measurements of the
various facets of thesge problems are very difficult to obtaln
with acceptable accuracy. Many of the attempts to give guanti-
tative value to these M"absolute gray" factors are perhaps to
be eternally frustrated, for psychological factors are definitely
involved and other necessary Information 18 not avallable due

to company policies,

Cost.-~The cost of 1ssulng income bonds 1ls not simply the

cost of issuing and a discounted value of the future principal
and Interest payments. It involves the future costs of the
limits and obllgations the bond contract creates and alsoc the
amount of change In the attitude of present and potential debt
and equity investors.

Professional opinion as to the addlitional cost of using
income bonds has been glven by few. These few have never tried
to measure costs of ceantract limlts. Professor Sidney Robblins
in 1955 asked investment bankers to measure the additional cost
of lssulng income bonds in terms of the net yield penalty that
an lssuer would face. The replies from thirty of sixty-eight

gquestionnaires sent were varied. Answers ranged from 0.21 to
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much over 1,00 percentage poiﬂts.ll The nonconformity in the
snswers 1g attributed to lack of experience with high quality
or other income bonds. The past experience of these questloned
could also be highly influential. People who were finencially
hurt during railroad recrganizations do not forget the un-
fortunate facts easily.

Tn letters sent in 1966 to twenty-three present or possible
ourchasers of income bonds, those questioned were asked if the
higher rate on income bonds was of primary ilmportance. Yes,
wag the reply of fifteen out of twenty-three answers. In
additional comments added to the guestlionnaire, the cpinion
was given that the interest rate would have tc be substantially
higher than that for regular bonds lssued by the same company.
Such comments as "Much higher!" and "A great deal higher," were
often given., Of the groups to which letters were sent / Bank
Trugt Departments (five), Investment Bankers, (three), Insurance
Companles (five), Universities (nine), Savings Banks (fiwve),
and Bond Funds (three) /only those who would not purchase any
income bonds did not care about the higher interest.

Another professional estlimate of the cost of ilncome bonds
is given in an article by Frank A, Halford, in which he states
that in the case of utllities 5 per cent income bonds could be
issued to retire preferred stock carrying a 5 per cent rats.

In the article the alter-tax coverage of total debt would be -

l1Robbins, "A Bigger Role for Income Bonds," p. 109.
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between 2.75 times and 3.26 times.l2 ATl the above opinlons
as to the additional interest cost of using Income bonds are
somewhat indeterminate until the various features of the bond
contracts are examined. Such factors as convertibliity could
have a very definite effect on what interest would be acceptable
in the market,

The cost of special contract features like convertibilisty
are cxceptlonally hard to measure. A sinking fund provision
is no real problem, but what gbout a provision that the company
will not pay dividends until one, working capltal 1s at =
given level; two, certain loans were pald off; or three,
specified subsidiaries were sold? Other provisions that could
be very expensive are restricticns on purchases of new sub-
sidiaries and capital assets. There are times when purchases
of given assets could well make a small electronics firm an
industrial leader. All these factors are potential future costs
that must be considered when the total cost of the bond 1s
figured. (See Appendlix T: Calculations of the Ccst of Bond

Contract Features.)

Psychological factors are another problem that help income
bonds keep relatively low ratings and, therefore, higher costs.
These ratings often create unforeseen preblems. Insurance
companiess are forced to set up a "Mandatory SBecurity Fluctuation
Reserve,"--a reserve of 20 per cent--for income bonds just as
for bends that are considered not amply secured. Also, any

premium must be written off in the year of acquisition,

12Ha1ford, "The Sleeping Giant--Income Bonds," p. 76.
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discounts cannot be taken Into income, and the security must
be carried at fluctuating value., This fact might discourage
some insurance companies and, thereby, cut off a large group

of purchasgers 1f the bonds could not be bought at par.

Capital structure.--The caplital structure of a firm is

of ten important when the company ls checked financially. Many
analysts will not like any additions to funded debt. This
could be at worst a small problem, but perhaps one of many
that could become large. This would be particularly true 1f

later the company desired to create a large bond issue.}'3

Disadvantages to Income Bond Purchasers

Tncome bond purchasers find three big disadvantages faclng
them. These problems have to do with the Interest payments,
the security behind the bond, and the publlc distaste for the

bondsg asg a whole,

Tnterest payments.--Interest payments must be made only if

the company ecarns the payments under the terms of the contract.
What constitutes earnings and when it must be pald as interest
hes been discussed in the chapter on legal problems. This is
the outstanding disadvantage of income bonds for purchasgers.
Obviously, other factors such as high inftercst payments, liens,
and dividend restrictions tend to greatly lessen this dis-

sdvantage. The problem of the purchaser is simply to determline

lBHarry C. Cuthman and H. E. Dougall, Corporate Financial
Pollicy (Englewcod Cliffs, N.J., 1962), p. 140-15I.
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how much the provisions of the contract are worth in relation
to his risk and his alternatives.

Another disadvantage related to Interest payments ls that
of the cumulative feature, 1f the particular bond has one. The
usual cumulative feature seems to be from three tc five years.
There are bonds, however, which are cumulative to maturlty.
Mosgt cumulatlive features do not go into effect until several
years after the bond has been issued unless 1t is a2 gquallty
bond, in which case the feature becomes effective lmmedlately.
Sshould the purchaser have a fifty-year bond with a three-year
cunulative feature that takes effect flve years from ilssue, the
company could pay only three out of fifty years and still meet
the bond contract provisions provided 1t had no more funds
during the fifty years. The company would be out of businesgs
long before then, but the helder would stlll lose. This
.points up the fact that three years 1ls really a very short
cumulative clause. Compared with the bonds that oiffer no
cunulative clause, however, 1t offers much more prctection
and helps to keep the company basically honest. The fact that
the board of directors of the issuer has a great influence on

interest payments 1s discussed fully under legal prcbhlems.

Security behind the bond.--Many Income bonds are in-

adequately secured. This fact creates the problem of insur-

ance and trust funds having to keep & reserve as dlgcussed In

1L

the preceding sectlon. The mortgage lien of income bonds

Wypig,, p. 150.
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is of value only to the bondholder in the case of default on
principal or in the event that the company fails to meet 1ts
obligaticns and becomes insolvent. This is true because
interest payments are contingent on the earnings of the company.
The fact that a lien exlists, however, wlll give the holder &
well defined position in the case of issuer default. A good
example of This 1s the Atchlson, Topeka, and Santa Fe Railroad
Adjustment Lite of 1895. By virtue of their mortgage lien, they
had higher priority than two subsequent issues of convertible
debentures which were called in 1945,

Sinklng funds may give security, but they may hamper the
most outstanding security of all--esarning power. At the other
extreme from excessive sinking fund provisions is the completely

undersecured bend or a bond secured by a secondary mortgage.

Public distrust of income bonds.--Although there has been

& greater acceptance of income bonds over the last fifteen years,
the purchaser of income bonds gtill finds them considered not
much better than stocks when they are offered as collateral.
Also, bond funds and trust departments find some customers none
too pleased to find them listed among assets.
Tncome Bonds as a Possible Alternative
To Other Types cof Securitiecs

This sectlon examines the possible use of income bonds as

an alternative (in given situstions) to the use of three other

types of securitlies:
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1. common stock,

2. 8straight bonds, and

3. preferred stock.

The comparison of income bonds to each of The fthree will
e In twe areas. The first area will consider the sltuations
where 1lncome bonds would be used as a replacement for thse
securlity when the securlty is already outstanding. The second
area wlll conslder situatlions where income bonds might be issued
instead of the security as a means of supplylng new capitel for
the company. The first ares would simply rearrange the existing
capltal structure without changing 1t. The second would increase
the amount of capltal plus rearranging the capital structure.

Income Bondg: An Alternatlve
Eg Common Stock

Income bends as a replacement for common stock.--No

situation seems to have exlsted where income bonds were used

aé a replacement for outstanding common stock of a company
issulng income bonds. There may have been cases where the bonds
were lssued for this purpose, but none are noted in the publi-
catlons llsted in the blbliography. If a case should exlst,

it might well have besen & case where the company wished to
retlre large amounts of common to decrease the voting stock
cutstanding. This could not be done wlithout the consent of

the stockholders. Another reason for such an action might be

& case glmilar tc a sltuation where a large stockholder was
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forced by legal action to relingquish his shares, but had no
buyer. In thls case the court might approve some type of
trade by which the stockholder could comply with the orders
of the court and still receive a return on his investment. A4
trade of this type might have been allowed years ago but now
would cause acticn by the Internal Revenue Service even 1T a
court approved such action. Today, even 1f a trade of income
bonds for common stock were to be acceptable to all courts,
elther the company or the stockholders would probably not
agree to the use of income bonds. If the company is golng

to get the stockholders to make the trade, the bonds wlll have
to be of high quality. If it (the company) would be offering
high quality income bonds, it would be strong enough to cffer
high gquality straight bonds which would be cheaper for the
company ané more secure for the stockholders. Should the
company not be able to issue high gquality income bonds, the

stockhelders would probably wish te keep thelr veting rights.

Tssuing income bonds instead of or aloang with common stock.--

The reasons for using income bonds lnstead of or along with common
stocks are approximately similar to the general advantages for
income bends listed at the first of thilis chapter. Voting control
is often a very important facter when considering stock issues,
and lncome bonds have been used at tilmes Lo stop or limit

dilution of voting control. Alsco, income bonds may be favorably
looked on in scme cases because they provide strong leverags

and tax savings, which stocks do not.
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An excellent example of the use of Income bondsg in place
of part of a common stock issue or along with a stock lssue is
the merger of Consolldated Film Industries, Inc., and Republic
Pictures, Republic Pictures and Consolidated were first merged
into Setay Corporation, which then changed to Republiilc
Corporation, Through the merger, each share of Consolidated
no par $2 preferred stock including dlvidend arrearage thereon,
was exchanged for $13 of income debentures, cne new share of
preferred, and bweo new common shares in Setay Corporation.
Hach of Consolidated's $1 par common was exchanged for 3/l of
& shere of Setay common. Hach share of Setay common ($1 per)
was exchanged for 6% shares of the new Republic Corporation.
Why would income bonds be used instead of using all common
stock? Toremost is the fact that Consolidated stockholders did
net wént common stock without voting rights, and they disliked
the uncertaln future of the company. Republlc Pictures could
not offer acceptable straight bonds or purchase the stock.
outright with cash because of thelr poor financial position
and the fact that they 4ld net want holders of consolidated
securities to vote in the new corporation. The only possible
solutions were preferred stock or income bonds. Income bonds
were ugsed because of the non-dlilution and the tax savings they

offered even though they were not of exceptional guality.

15Frank J. St. Clair, Editor-In-Chief, Moody's Industrial
Menual June 1965, (New York, 1965), n. T762.

160harles W. Gerstenberg, Financial Organization and
Management of Businegs, (Englewcod CILiIls, N.d., 1960}, p. L37-
139,
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A cese where income bonds were used in place of common stock
is that of the Sheraton Corpcration of America., To completely
understand the reasoning behlnd the declslon of the company,

LY

some of the general policy of the corporation should be known.

According to the president of the corporation, long-run profits
are generally the guiding factor in declalons. Short-run
sarnings are given only moderate consideration. Three facts
point up this policy. First, the corporation "plows back" a
large per cent of each year'!'s earnings into maintenance and
improvements., This creates large charges to exXpenses, but
greatly enhances future earnings. Second, the policy has been
and will be tc create and maintain large amounts of deprsciation,
This depreclation has been twice that of its major competitor's
since 1950. Noteworthy 1s the fact that Sheraton assets have
greatly lncreased in value and this is mainly due to lmprove-
mentg, not inflation., Depreclation will not allow this fact

to show up in its proper proportion on the statements; therefcre,
security analysts must find some way of putting in this increased
value when congidering the company. Third, the company is usually
willing to buy very pcor, rundown hotels and pay large amounts

to modernize them. A long period of time 1s often required to
get a large return on the investment, but this policy hes

provided the return and been very succsssful except that it
mekes earnings look low. Wlth these facts known and the currsnt

market price of Sheraton stock at one-half intrinsic value, the

L79pinancing Reviewed," Commercial and Financial Chronicle,
(May 13, 1957), p. 12. -
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company felt that 1t would not lssue more stock. Bonds could
be issued, but this would add to an already high fixed debt

and create long-term fixed charges. Algc, additlonal assets
which might be needed for mortgaging could be kept until later.
By paying relatively high interest of 6% per cent {considering
the 1956 bond market) and making the bonds callable, the company
could get the capital it required--$6,000,000. Thls money went
primerily into the general fund and was uged to acquire new
assets. By the end of 1958 almost all of the first issue of
income bonds, $15,000,000, were sold at stfong orices. Un-
doubtedly, being covered 3.5 times helped to sell the bonds

as did the fact that the earnings of the company had steadily
increased on & three-year average since 1950.

Here 18 an cutstanding example of the use of new capltal
{ncome bonds in place of issulng stock. The corporation had
such success with its first issue in 1956 that again in 1959
1t issued new capital income bonds for further expansions--
$30,,000,000 of 7&'s due 1989; $31,218,100 cutstanding as of
June 1, 1965.

The Sheraton Hotel Corporation of America found income
vonds sn effsctive replacement for common and preferred stock
&s have other corporations. Yet, usually a rather unlque situ-
ation like that of Sheraton Corporation ls 1nvolved 1f Income
bonde are issued where the company was glving great consld-
eration to using common stock. This is usually the case

because most corporaticns find straight bonds cheaper and
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encounter no great problems with them. Some experts go so far
ags to say that most corporations really gain only a very small
part of what an income bond 1l supposed to save when compared
to a common stock. John Childs feels the restrictions on debt,
dividends, and legal prcblems make them a trap for unschooled
investors and issuers.18 Perhaps he 1s correct 1n some cages,

yet some corporations have used them successfully.

Income BEonds: é& Alternative
To Straight Bonds

There 1s only one reason to use Income bonds instead of
straight bends and perhaps no reason to use income bonds o
replace straight bonds that were issued 1n the past. The only
feature which a straight bond cammot have that an income bond
can have 1s the clsuse providing that Interest 1s pald only if
sarned. Some companies which have a geood possibility of highly
fluctuating sarnings over long periods of time may find new
caplital income bonds beneficial. If the lssuer was hit by fi-
nancial problems, he could discontlnue payments on the bonds and
cauge relatively less panic than if the bonds were stralght bonds,
A good exampile of thls ls the 1955 skipped payment on the Chicago
and North Western Railroad!s Li's due 1991. The company had no
great financial crisis, for the bondholders understood their

position and knew thelr legal rights. They simply accepted

roha F. Childs, Long-term Floancing (Englewood Cliffs,
N. J., 1961), p. l2l-122° |
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thelr risk and paild for it.19 This is tThe only reason new
capital income bonds would be used instead of stralght bonds,
provided the company was not in a situation where no more
straight bonds would be accepted by the market.

Budget Finance Corporation is a good example of a company
in a business which faces a strong need for caplital alcong with
s need for limiting fixed debt charges over long periods of
time. Belng in the consumer loan business, the company faces
factors over which it has 1ittle control but by which it can
be greatly influenced. One of these factors ls the ever-
increasing legislative action which has a tendency to usually
lower or curtail possible future profits. New maximum interest
laws and other laws have perhaps glven more respectabllity to
the entire industry, but have probably forced the company to
raise its loan standards or take more risk. Whatever the factors,
the corporation has found income bonds to be a means of reduclng
interegt debt requirements while still acquiring capital. Budget“
Finance Plan has four different issues of income bonds out-
standing, worth over $lO,OOO,OOO.20 These issues have had a
price range in 196l between 975 asnd 99z. One lssue of
$3,000,000 worth sold in 1962 at 95, with the company getting

91.5 in proceeds after payment of anderwriters.2t This mey

19Robbins, "A Bigger Role for Income Bonds," p. 108.

EOLetter from Joseph Jones, Vice President and Treasurer,
Budget Finance Plan, January 31, 1966.

21
p. 1212,

Moody's Transportation Manual June 1965 (New York, 19651,
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seem like a very high prlce to pay for funds; but with thelr
erratic earnings, straight bonds would not be much more
economical. Ag additiocnal protection, the incoms bonds are

callable.

Income Bonds: éﬁ Alternative
29 Preferred Stock

Without doubt the most interesting use of preference in-
come bonds and one cof the largest modern uses of income bonds
is to replace preferred stock. There are no available statis-
tice on hew many companies have used Income bonds to replace
preferred stock, but there have been many. Some of the com-
panies using income bends for this purpose are:

1. DNew York, Chicago, and St. Louls Rallrocad,

2. Chlcage Rock Island and Pacific Raillroad Company,

3. National Press Bullding Corporation,
L. Armour and Company,

5. Western Pacific Rallrcad Company,

6. Erie Railrosad,

7. Curtlis Publishing Company, and

8. Assoclated Gas and Electric Company.
BEven with many large corpcrations issulng income bonds to
replace preferred stock, there 1s s8tlll debate as to the
advantages of this actlon. Some financial experts feel that

income bonda can offer the same benefits as preferred stock,
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plus the additlonal benefit of tax savings.22 Others in the
financial community are not convinced.23

Can income bonds with the contingent payments feature of
preferred stock and some of the advantages of a fixed 1lnterest
bond better serve the purpose that preferred stock 18 now
serving? To answer thig questlon, preferred stock and prefer-
ence income bonds must both be examined. Then the problem must
be scrutinized from the point of view of both investor and
igssuer. Having thus perceived the factors involved in the

problem, conclusions can be drawn,

An examination of preferred stock and income bonds.--

Preferred stock ig an equity security, the major function of
which 18 to raise cepital. It usually has a right to dividends,
which ig limited but prior to the right of common stock. Should
the isaulng corporation be dissolved, the preferred stockholders
have a priority of claim to assets which 1Is above that of common
stockholders., While commen steockholders have a large volce in
the management of the corporation, preferred stockholders

usually do not, previded preferred dividends are pald. The
reason for lasuing preferred stock 1s basically financial in
character, for through 1ts use a corporation can acquire assets

more economically than by the use of common stock and with less

gzsome of the experts expressing this vliew in their
writings are Harry C. Guthman, H. E. Dougall, Sidney M. Robblns,
William H. Husband, and James C., Dockeray.

2370hn . Childes, and W. E. Pudney {(Vice President of
Tinance for Western Union Telegraph, who supervised an ilssue of
preferred stock in 1966).
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obligation than is required when borrowing.gu Since 1945 pre-
ferred stock has been used to finance the many wmodernization,
maintenance, and expansion programs of corporations in many
industries,

Income bonds as a type of =security to be compared with
preferred stock are here described as having most of the fea-
tures dilscussed In Chapter I. That is, they are considered to
be gsecured by a mortgage (perhaps & second mortgage), are cumu-
lative, contaln a sinking fund feature, are callable, do not
participate in management, and often have a distant maturity
date. With these points helping define the two general typss

of securitles, an examination of the problem can be made.

Examinetion from the investor's polnt of view.--Preferred

stock and income bonds have similar characteristics in ssveral
regpects. Both are hybrid types of securities. They both con-
tain some of the characterlistics of an equlty security, and some
of a debt security. The payments cof interest or dividends are
contingent on the earnings of the corporation. Income bond-
holders never have voting‘powef, and preferred atockholders
recelive this power only when dividends have been sklpped, i1if
then. Often bankers are apprehensive about taking elther tType
of security as collateral, for they have a somewhat limived
market even 1 otherwlise qualified. Preferred is mere accepta-

ble than income bonds are, dbut this Is reascnable considering

ZL‘L(ﬂrlarles L. Prather, Filnancing Business Firms (Homewood,
Illinecls, 1955}, p. 157.
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the lerger number of strong companies with preferred cutstanding.
Income bonds are often lssued by weak companies, and the fi-
nanclal community has not been educated to using quality income
bends; therefore, loan officers must first be educated sbout the

bonds before they will consider them.

Aggurance of return.--An income bond has a much stronger

probability of assured return than a preferred stock. As stated
In the bond contract, interest is paild only if earned, but interest
1s usually cumulative for a period of years. In the case of
preferred stock, the return is not necessarily assured, for the
dividend is sometimes not cumulative, Income bonds may well
produce inconsistent payments. They, however, seem to have a
better chance of producing payments than preferrsd stock. The
reasonsg thls chance exists are the stréngth of the income bond

contract and the legal position of the investor.

Strength of the income bond contract.--As discussed in

Chapter V, the lncome bond contract has been court tested for
over one hundred years. The clauses covering accounting
procedures, powers of the board of dirsctors, issuance of
obligations with higher claim status, and rights in case of
default on other obligations, are reasonsbly well understood
legally. A preferred stock contract which is free from the
possibllity of legal manipulation is very hard to create, A4
preferred stock could be cumulative and stlll there could be a

guestlion ag to whether or not the accumulated unpaid dividends
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would be recognized. Thlis 1is true even 1f the éorporation had
created enough earning power to pay the arrearage.25 The
corporation could avold payment by merging with a subsidiary

of its own.26 This legal subterfuge has not been taken to
court since 1939; the?efore, the present courts might view &
similar attemp? to avold payment as an illegal act, The fact
that the 1939 decislon has not been overruled still leaves cpen
the‘possibiiity of avolding payment in this manner., There have
been other cases where the stockholder felt hls contract with
the company wag obviously clear and found out differently. In
one such case the contract stated that declaration of dividends
ghall be "mandatory" 1f sufficient net earnings are avallable.
The court, ag In other cases, held that the stockholder's

claim was left to the discretion of cerporate directors.
Whatever the weaknesses of an income bond contract, the bond-
holder cannot suffer from such court actions as were discussed

here,

Legal position of the Investor.--When an income “tondholder

hag a problem he wighes to take to court, he hag only to defend
his contractual rights as a creditor. This is not the case
with the preferred stockhelder. Before he can defend hisg con-

tractual rights, he must establish that these are legally his

25Arthor Stone Dewing, Financial Policy of Corporations
(New York, 1953), p. 1h2-143.

26
{1939).
2?Dewing, Financial Policy of Corporations, p. 1358.

Harveader v. Federal United Corporation, 2 Del. Ch 96
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contractual rights. Whatever the conditions of the contract,

28

thig 18 true.

Conclusion: Income bondhclders havs a better chance for

return.--Preferred stockholders seem to have a lesser chance
for return on their investment than incoms bondholders.29 The
facts on which this statement 1s based are the superior strsngth
of the income bond contract and the stronger legal position of
the income bondholder. These two facts alone might well make
& convincing cass, but there are three other factors to augment
the evidence that income beonds have more assurance of producing
a return.

firat, a bond 1s a debt ilnstrument which will have a pri-
ority of clalm on corporate income prior to non-debt Instruments,
of which preferred stock ls cne. A court case points up this
fact. A cumulative Ieature is stronger when included in an
income bond than when included in a preferred stock contract,
Courts have ruled that unpald accumulated interest should be
charged agalinst corporate asselts at the time when the bond

30

matures or is redeemed, whichever ls sooner, This means that

2B1v14., p. 1361.

29%nis conclusion assumes, as stated previcusly, a com-
parison of the two types of securities, nct a comparison between
income bonds of one company and preferred stock of another.

3ODewing, Financial Pollicy of Corporations, p. 233;
Sears v. Greater New York DeveLopment Company, rederal Reporter,

Vol. 51, p. L6,
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1T the assets are avallable, lncome bondholders have a sirong
legal claim on them. This claim, of course, 1s behind that of
wages, bank loans, and probably all Tixed interest bonds, but
ig above that of preferred stock. Preferred stockholders might
well have a prlority of claim greatly lower than income bond-
holders if several groups of borrowers wereTbetween the two.
Second, the fact that inﬁerest 1s a business expense and
payable before taxes glves the bondhclder an advantage. Divi-
dends must be pald alter taexes. Nc difliculty 1ls encountered
in ceonceiving a case where a company could afford to pay income
bond infterest and then pay taxes, but not be able toc pay taxes
and then pay preferred stock dividends. The present L8 per cent
corporate income tax could make such a large deduction from
earnings each year that preferred dividends could not be paid
in full or possibly at all. I the company has lssued income
bonds instead of preferred, the interest 1s more likely to be
pald., The fact must be‘noted that there are speclal situatlons
which would cut off this tax sdvantage for Income bonds. Divi-
dends pald from & subsidiary to a parent company are covered by
an 85 per cent tax credit, which makes preferred dividends only
15 per cent more expensilve than income bond interest in this
varticular case., Thls may account for many companies not calling
in thelr preferred. Yet even considering the tax credlit on
some dividends, income bonds s%till are chesaper tc the lssuer

from a tax standpolnt than preferred dilvidends,.
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Third and last, some income bonds are now belng lssued
with & reserve fund feature. This reserve fund 1ls a fund into
which the issuing company will pay a glven amount during periocds
of high earalngs. In periocds of low ea?nings, the fund will
be used to help pay interest on the bonds. Should this feature
become prominent, it would greatly assist stabllizing lncome
bond interest payments.

With the exception of voting power, income bonds seem to
provide a much better chance for a return on lnvestment than
vreferred stock. They have a stronger contract and the legal
position of the investor 1s more secure; Claim priority for
income bondheolders 1s above that of preferred stockholders,

A cumulative feature, if included, 1ls stronger legally, and
the ftax savings provided by the bond make earnings avallable

for payment of interest easier for the company to acquire.

Protection of principal.--The protection clauses In the

income bond contract are discussed 1n Chapter V. The features
which an income bond could have to protect 1ts principal are

many, but here oanly sinking funds and mortgages will be discussed.
Most preference income bonds and preferred stocks have sinking
funds. These sinking fuands help assure the investor of return

of his principal, provided payments are made to the fund. TFew
preferred stocks are backed by & mortgage. Many income bonds

are 80 backed. These mortgages may often be second mortgages,

but they are much better than preferred stocks which offer no

mortgage. Should the ilssulng corporation not provide such a
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mortgage, the claim of the unsecured (debenture) income bond
1s still above that of preferred stock. There ig glso the posgsi-
bility that even the mortgage secured income bond may not receive
even part of the principal invesied if the ilssuer's finances
become highly insolvent. All factors considered, the incoms

bond offers more protection of principal than preferred stock.

Amount of return from investment.—-Unfortunately there ares

no comparative statistics avallable by which inceme bond yields

could be compared to preferred stock ylelds., Moody's Industrial

Manual does have statistics on the average ylelds for groups of
preferred stocks. For ease of discussion the medlium and high
grade groups of preferred stock will be the only groups of yield

statistics which will be congidered,.

TABLE II

YTELDS FOR MEDIUM AND HIGH GR%%E
INDUSTRIAL PREFERRED STOCKS

1954-196)
Medium Grade Industrial High Grade Industrial
Year Preferred Yields Preferred Yields
in per cent) (in per cent)
196l L.67 .28
1963 L.69 .29
1962 .81 L.t
1961 IL.82 L., 60
1960 5.18 b7l
1959 L .99 L.t2
1958 5.1l L. 3l
1957 5.28 L.4L8
1956 b7l b.27
1955 L.L9 3.90
195L L.75 3.91
Average .95 L.39

31Moody's Industrial Menual June 1965 (New York, 1965),
p. az2l. -
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The 1954 through 194l average yield for the medium grade
preferred is .95 per cent and L.39 per cent for the high grade
preferred. Although thers are no statistics to prove beyond
doubt that high grade and medium grade income bonds would vield
an equal awount, there 1s strong indication of this fact.

This indication is substantiated by looking at ssveral income
bond i1ssues in glven years. In 1947 Armour issued income bonds
at 3-3/L per cent. In 1953 Corning Glass and McLouth Steel

had issues out at 3-3/L per cent and 5-1/L per cent respectively,
Betwsen 1954 and 1956 American Steel and Pump, Pan American
Sulphur, and Natlonal Can put out issues at L per ceant, 5 per
cent, and 5 per cent respectively. In 1656 Sheraton Corporation
of America issued income beonds at 6-1/2 per cent. DBudget Finanqe
Plan, in 1960, put out 6 per cent income bonds. All the above
Interest rates on incoms bonds are not what the bonds sold for

in the market. Even if each of the bonds sold at par, the
average interest rate (L.86 per cent) would be above the average
yleld on high grade and .09 per cent below mediunm grade preferred
stocks. During the ten-year period, medium grade preferred
surpassed the average interest on lncome bonds during only foupr
years. High grade preferrcd has never ylelded the average
interest for income bonds. There is no way to find out what

all the income bonds sold for because many of the issues were
privately placed. As income boands have been well known to sell
below par, the assumption can be made that the averags yield on

the income bonds as discussed above is actually much greater
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than L.86 per cent. Assuming this fact, there exists strong
but circumstantial evidence that income bondg of the prefer-
ence type return a higher yield than preferred stocks of
approximately the same class.

As preference Income bdnds anc preferred stocks appeal to
the same type of investors (ingtitutions and wealthy individuals),
are both classed between straight bonds and common stock, and
have some similar features, 1t would not seem unreasonable to
suggest that both should sell at approximately the same yield.
This 1s provided they are issued by similar companies in the
same industry. If this is true (and 1t seems %o be}, then the
Income bondhelder would be getting the same return on his
investment while taking less risk.

Whichever of the two methods of determining a comparison
of yields on the types of securities is chosen, the basic facts
remaln. TIncome bonds and preferred stocks of the type discussed

here are not going to have great differences in yields,

Conclusion.--The majority of facts considered in this

discugsion deplct income bonds as a superior Investment to
preferred stock. Income bonds offer the investor a stronger
contract and a more advantsgeous legal position. Other factors
which are more beneficial to the incoms bondholder are

1. prilority of clalm above preferred stoclk,
2. stronger cumulsatlive features,

3. ©possible reserve clauses,

L. Dbetter protecticn of principal, and
5.

an equal or higher yield.
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Thig is not %to prove that income bonds will always be a better
lnvestment than preferred stock, butbt there is a much better
chance for the 1lnvesbor to acquire a return equal to that of
a similar investment in preferred stock and get grsater pfo-

tection, 1.e., accept less risk.

Examination from the issuer's point of view.--Having ex-

amined the advantages of preferred stock and income bonds from
the purchaser's point of view, the question of issuing income
bends or preferred stock will be examined. The discussion will
conslder two areag: firét, the cost of issuing and meintaining
the securities; second, the market in which the two securities
are sold.

One bagic point should be made before embarking on a more
detalled discussion. Generally when only two groups are in-
volved In making a bargain, what 1s advantageous to one group
1s not to the other and a compromise evolves. Yet,‘there are
cages where & third party is involved, If thig third party has
something valuable and the other two can get 1t, the two naturally
benelfit. TIn the case of income bonds, both the issuer and the

purchaser can benefit by cutting taxes taken by the third party.

Cost of maintaining income bonds and preferred stock.--The

basic cosgt of income bonds has been discussed in general at the

beglnning of this chapter. Now these costs will be comparsed to

those of preferred stock,

Interest coat compared teo dividend costs.--The one biggest

cost difference between lncome bonds and preferred stock is the

tax saving acquired when income bonds are used. The simple

example below will show how significant this fact is.
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As has already been stated, income bond interest is con-
gidered = business expense and, therefore, deducted from profits
before taxzes while dividends are deducted after taxes., The
effect of this tax savings in normal years ig simply that the
company must earn only the amount required to pay the interest.
In the exampls this amount is $500,000. To pay that dollar
amount for preferrcd stockholders (considering a L8 per cent
tax rate), the company must earn $961,?31. This amounts to an
added ccst to the company of epproximately $u61,?31, which
must be paid in federal income tax before the preferrsed stock
dividend can be paid. In simple termg, the company must earn
almost twice as much to pay the same amount in preferred divi-
dends as 1t would %to pay that amount in income bond Interest.
In years of adverse businese conditions, the company can have
& rather large loss in sales and profits before taxes without
effecting its debt and equity obligations. A 60 per cent
reductlon in earnings before taxes and after fixed debt
obligations 1s shown in the example. Even with this large
reduction, interest on income bonds can be paild. To have equal
reductions in a similar company using preferred stocks would
not only leave the company without earnings available for
commorni stock dividends but alsc a deficit of $116,000 if pre-
ferred dividends were paid. Soms proponents of preferred
would polnt out that many income bonds sell below par and,
therefors, the savings might be nonexistent. If the bonds
did sell below par, the savings to the company would naturally

be legs. EHven with the company recelving less than par, the
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effective Interest rate would have to be very high to create

a sltuation where the tax savings were completely removed.

he company could offer 7 per cent income bonds (under a

52 per cent tax situation and in the normal year described
above] and still save $16l,,000 per year. With this fact

noted, the 2 to L per cent additlonal interest that many income
boncs pay does not seem extremely adverse to the issusr. Hven
L the compeny saved only a small amount, the fact that this
meney l1s often going to some groups other than the governmsnt
might be considered in the form of good will. As long as the
position of the stockholders 1s enhanced or at lesast not
reduced, they should have no great complaint. In many cases
the companies lssulng income bends have glvea at least a part
of the tax savings to the stockholders in additicnal dividends.
0f importance here is the simple fact that few pesople will be
hostlle toward the company for saving taxes if this money is
put to work for the benefit of the company and, therefore, the

gtockholders,

The future of income bond tax savings.--How loang will the

Internal Revenue Service allow this tax savings to remain in
existence? As has been stated in Chapter V, there are no plans
te do anything that would extinguish this sax savings.32
Probably neither the Internal Revenue Service nor Congress has

such plans.

32This problem 1s more completely discussed in Chapter V,
incliuding the actions of Congress on this issue and the position
of the Internal Revenue Service as stated by the director of the
Research Division of the Internal Revenue Service.
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Not only must the tax savings be considered in the view
of using income bonds instead cof preferred, but also in the
view of possible tax reductions. Therec may or may not be
future corporate tax reductions llke that of 196lL, but to
destroy the effectivensss of using income bonds instead of
preferred stocks this reduction would have to be very large.
Having considered the possibility of tax law changes, the
chance of such law being enacted seens relatively small and
nothing sbout which to be greatly concerned.

The only situation where income bonds and preferred stocks
are conceivably close to being comparabls from a tax standpoint
is when a parent company owns preferred stock in s subsidiary.
An 85 per cent tax credit is allowed the parent (bondholder)
on dividends pald to it from a subsidiary.

In most cases there 1ls a great amount that may be saved
by paylng interest instead of dividends. In the case of
income bonds, however, there are costs which decreasse the
amount of this savings. All of these costs were discussed
earlier In the section, Disadvantages for Income Bond Issuers.
The measurement of costs such as keeping s sinking fund and
offering other features is very difficult, but should not be
ignored. They definitely exist and at best can only be
reasoned estimates which are besat made by the individual com-

pany. It alone can reasonably predict what these costs will
eamount to over the years. These costs would have o be
exceptionally high to even partially offset the tax gsavings

created.
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Market for income bonds 1s greater.--The potential market

for income bonds 1s not exceptionally greater than that for
preferred stocks. Thisg is due to the fact that these two
securitlies appeal to the s=ame basic groups. There ars speclal
sltuations, however, which give income bonds & legal advantage.
In additlon to these situatlons, the marketlng of income bonds
is helpesd by the advantages to tThe purchaser dlscussed previously.
The major factor that limits the selling of income bonds 1s the
adverse and hostile public feeling toward these bends which

has passed down through the years. Thls feeling has been slowly
disappearing, but untll large, strong corporations start to use
new caplital Income bonds and large institutional investors beglin
to accept meore of them, the market for income bonds will remain
restricted. In the future these bonds may be accepted and then
the greater potential market for them will come into use,

At present the greatest market for 1lncoms beonds ig 1life
insurance companies, which are prohibited from investing in pre-
ferred stocks in over one-third of the fifty states. In other
states only & small part of the company portfolic can be invested
in preferred stocks. Income bcnds of strong companies find
favor in many 1ife insurance ccmpanies because of thelr high
yleld, relative safety, and often large ilssue size. Anong
other groups, income bonds seemingly get about equal treatment
compared to preferred stocks. There are groups which have no
use for income bonds, such as savings banks in the State of

New York. The gstate prohlbits purchase of the bonds by =avings
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benks, TUnlversitlies seem to feel the honds have no place in
thelr portfolios. The feeling of universities is algo prevea-
lent among some bond funds. Both groups feel the bonds do not
offer enough earnings in conjunction with capital appreciation,
or enougn safety. Universities offer similar criticism of pre-
ferred stocks in most cases. Tn effect, the present market

for income bonds is largely made up of insurance companies,

some bank trust funds, and wealthy individuals.

Income bonde should be issued in place of preferred stock.--

In all cases sxcept possibly those involving the 85 per cent tax
credit, income bonds should be issued in place of or to replace
preferred stock. Naturally there are exceptlonal cases where
this rule may be lncorrect, but generally it should hold true.
There is no guestion that incoms bonds may be required to gell
at a higher yield than preferred and may cause moderats place-
ment problems. These facts, howsver, seem to be greatly out-
welghted by the tax savings the bonds create for the company .
Why sheould any company not use legal tax avoldance that will
penef'lt its stockholders and the company, and not hurt debt
holders? Many financially strong companies have found use of
loncome bonds instead of preferred stock not to be harmful and,
ln fact, to provide gavings that benefit all involved with the

company.




CHAPTER IV

ATTITUDES OF INVESTORS AND ISSUERS

TOWARD INCOME BONDS

Income bends from trelr origination have been greatly
hindered by the heostile attltude held toward them by the
investors and issuers allke. This attitude, as explsined in
Chapter II, has been bullt on the unfortunate reorganizational
uge of lncome bonds, which was the primary use of the bonds
until the 1940's., The non-reorganizational income bonds that
have appeared in the last twenty-five years have been viewed
with great distrust because of the performance of thelr ancestors
and the past experience of meny investors. To inguire about
the present feelings of the issuers and investors toward income
bonds, & group of questionnaire letters was sent te various
groupe in the financial community. These answers will help
indlcate changes'in feelings which have occurred since 1955,
when Investors and issuers were asked some of the same questions
by Sidnsy M. Robbins.1 The resulting sample answers from the
gquestlonnalres are not necessarlly meant to obtaln conclusive

validity but, rather, toc put generally held oplanlons into focus.

1Sidney M. Robbins, "A Bigger Role for Income Bonds,"
‘Harvard Business Review (November-December, 1955), p. 102-103.
Besides reasking some of the questions asked by Mr. Robbins,
f'ive of the nine questicns were new questions which dealt with
features of 1ncome bond contracts more speclfically.

59
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Forty-three letters were sent. The groups pclled for their
opinions were companies ilasuing income bonds, universities, bank
trust departments which held pensiocn fundsg, savings banks, ln-
surance companies, and bond funds., In additicon to the letters,
telephone interviews and personal interviews obtained oplnions
from investment bankers and wealthy individuals. Considering
21l methods of sampling opinicns, fifty-one oplnions were sought
and fofty—three were recelved. Many of the guestionnaires had
several additional written comments, and a few were accompanied
by rather lengthy letters, all of which were very helpful.

Some of the institutions questicned wished not’to he named;

others did not object.

Investors! Attitudes
Twenty-one investors were questicnecd regarding income bonds.
The guestions were gencral 1n nature, covering resgulatory agency
attitudes and hostillty toward income bonds, along with guestions
about comtract requirements that would be consldered necegsary
to make income bonds acceptable purchases. The answers of each

grour will now be dlscussed.

Universities

The attlitude of universities contacted 1s very hostile
toward any form of income bond. O0f the groups polled, they had
the most disdaln for the bonds and definltely would not be willing

to purchase them even if they had "A" ratings. The major reason
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for thils feeling is that the bonds held by universities are

held only for safety reasons and not because of the Interest.
Bond interest, acceording to one answer, must always be avallable
when needed, and the least possible risk should be taken when
investing in bonds. Almost all of the bonds held by universities
are of very high gquallity and without any optlional interest pay-
ment features,

The attitude of the universities seems to lack forsthought.
As Sidney Robbins pointed out in 1955, many universities have
large preferred stock holdings. Columbia University, for example,
owng almost $1,000,000 of preferred stock.2 Also, universities
are not limlted by legal restrictions or agency rullings which
hinder many other institutlions like savings banks and insurance
companles., If universitles were not tax exempt institutions,
they might feel the 85 per cent tax credit applicable to pre-
ferred stock dividends was a reascn to avoid the bonds, but
they are tax exempt.

There has been no great change 1n the attitude of univer-
sities toward income bonds. If anything they have become less
accepting of the security. Among the six universities answering
the questions put to tham; there was 1little dissent. Accepta-
bility of income bonds was felt to be Just as 1t wag fifteen

years ago (very little acceptability), and possibly less.

2Letter from Director of Endowment Fund Purchases,
Columbia University, January 18, 1966,
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Requlrements for income bonds that would be even remotely
acceptable varied somewhat. This 1s due to the fact that some
of the universities thought of the bonds from a safety viewpoint,
while others saw them from an earnings viewpoint. From the
latter view, the bonds proved ihsufficient because of the lack
of a chance for caplital appreciation; and from the former, they
proved insufficient because of the lack of safety.3

Those groups Iinterested 1n safety felt that the higher
Interest pald by the bonds was not greatly important, for ade-
quecy of future earnings would be the paramount consideration.

A sinking fund was not consgldered a nscessary cleuse, but a
cumulative clause wag deemed necessary for a period of at least
twenty-five years or longer for a fifty-year bond. When con-
gidering the need of income bonds as = possiblé source of capital
appreciation and earnings, the requirements were the same as
stated above except that convertibility and & high interest

rate were deemed highly important.

Perhaps the unlversities are correct in their attitude
toward Income bonds. If they are, then there seems little
reason for thé large preferred stock holdings in many university
portfclics., The chance for capital appreciation would seem to
be better in common than in preferred stock. If the university is

seeking safety, the funds should be placed in high-grade bonds.

3O'.nly the University of Chicago concelved of the bonds as
a source of capltal appreclation and earnings. Thilis was done
simply to show that even convertible income bonds could not
offer the universlity portfclio what stocks could., Posslbly in
the case of preferred stocks all the facts have not been sxamined,.
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Savings Banks

Many savings banks are prevented from lnvesting ln Incoue
bonds by atate laws, such as those in New York.u The attlitude
of those banks questioned which could invest was not hostile
toward income bonds. The Philadelphla Savings Fund Soclety
Vice President,R. W. Richise, stated that the ". . . society was
subject to F.D.I.C. examination, which criticlzes any lssue
rated below 'Baa.'" They, however, ". . . would buy more in-
come bonds of 'A' or better rating."s Other savings banks held
the general opinion that 1f the bonds were rated "A" or above,
they would be seriously lnterested in them. Thls lg & marked
change in attitude from that held fifteen years ago. Now, the
major problem of these groups is finding high quality lncome

bonds. The reguirements that savings banks set for investment

grade income bonds are generally much greater than for industrial:

bonds. One answer, however, stated that the requirements were
only modestly greater than for other bonds. The bonds would
be required to have a higher interest rate, a sinking fund,
and & cumulative clause for a perled of five years or more.

If quality income bonds were available, there la Littie doubt
that they could be sold to savings banks. The problem 1s

finding income bonds with an "A" or better rating.

uNew York State Banking Law, Act VI, Sec. 235.

SLetter from R. W. Richie, Vice President, FPhiladelphia
Sevings Fund Soclety, January 1é, 1966.
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Bank Trust Departments Which
Operate Pension Funds

Trust departments contacted are of the general opinlon
that income bonds are becomlng mcre acceptable., The Bank cof
America felt that the bonds are mcre acceptable now than fif-
teen years &ago and that the trend toward more acceptance is
increasing.6 Only one bank saw less acceptabllity but stated
that the lack of acceptability was decrsasing. Here agaln the
problem was finding income bonds of sufficlent quallty and
marketabillity. The basic trust department requirements for any
bond investment seem To consist of three factors. The bond
must be of high quality, pay an assured return, and pogsess
reascnable marketabllity. The marketabllity problem is very
important. Most high quality income bonds such as those of
Monsantc Chemical Company are placed privately. A fsw very
large trust departments have used income bonds in pensicn fund
portfoclics but oanly in very small amounts and for "highly ag-
gressive accountg" which wlll risgk private placement,7 Other
than this, the bonds have not been purchased.

The trust departments shcowed an interest In the high
yield possibilities of the bond. Only one bank felt the high

interest on the bonds was not important. Thils same banker stated

6Letter from 3. B. Stewart, Exscutlive Vice President and
Officer of Trust Activitlies of the Bank of America, January 29,
1966,

7Letter from Ronald Lockwood, Investment Officer, Chase
Manhattan Bank, Pebruary 10, 1966,
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gpecifically that the main reason for his dislike of income
bonds was that he ". . . remembered too many!" from past days.
If banks were to buy income bonds, they would have %o be
of "A" or better quality. This 1s gquite natural, as the
F.D.I.C. tekes a rather harsh attitude toward any bond rated
below "Baaa.," Very few bank trust portfolios or pension port-
folios contein "Baa™ bonds of any type. The features which an
egcceptable income bond would have to have are very simlilar to
those the savings banks would require. They would want a sinking
fund and a cumulative clause to maturity. None of the bankers
were highly concerned with a possible change In the tax laws.
The major reasons that the accounts of a bank trust depart-
ment usually have no income bonds is simply that high quality
Income bonds are not avallable in sufficlent quantity on the
open merket. Consldering the legal position of a trust depart-
ment as a guardlan of its customers, there is no reason that
lncome bonds should appear in more than a very few special
accounts, If in time high gquality income bonds came into use
and a strong open market developed, the bank trust portfolios
might well hold some of these bonds, especially for pension

funds.

Bond funds

Several bond funds were contacted concerning their views.

Only one company, which operates five different investment funds,

8Letter from W, W. Young, Vice President, Irving Trust
Company, January 26, 1966,
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was hostile teward income bonds. The other groups, which repre-
sent eighteen funds, were accepting income bonds as a purchasable
securlty. One group, which represents elght funds, was willing
to buy income bonds with ratings as low as "Baaa" and "Baa."

The general opinion of these bond fund operators was that their
regpective funds had more acceptance of income bonds than they
did fifteen years ago and that this acceptance would remain
stable or lacrsase in the fubure.? The Iinvestment requlrements
for income bonds as the funds described them were greatly above
those of stralght bonds purchased by the funds. High interest
rates were a major reason for the Interest of the funds. A
sinking fund was considered mandatory by sach of the groups
questioned. Cumulative clauses wers deslred, ranging in length
from flve years to maturity.

Bond funds make up the most interested and receptlve public
purchagers of income bonds. Here the quality of the bonds is
net greatly lmportant to the purchaser. Some of the funds Lmply,
however, that they did not purchase more income bonds because

of lack of high quality.

Wealthy Individuals

No wealthy individuals that were contacted had any interest

in buying preference income bonds. Two irndividuals stated that

9

Investors Corporation dlsagreed with this general cplnion.
They stated that their interest in and acceptance of income
bonds had decreased and would continue to decrease. Letter from
G. E. MacKinnon, General Counsel and Vice President, Investors
Corporation, February 2, 1966,
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they remembered many of the bad issues born in the depression.
One 1ndividual stated he had owned some raillroad lacome bonds
that were of the preference type, but this was for speculative
purpcses cnly. There are very wealthy individuals who have
purchaséd these bonds or received them 1n trade for preferred

stoclk, but ncone could be contacted for their cpinlons.

Insurance Companies

Insurance companies gre the largest purchasers of prefer-
ence income bonds. Almost every major lssue 1s owned at least
in part by life insurance companies. The reason for this 1s the
legal restrictions on purchases of securlties by insurance
companles. In over one-third of the states, 1lnsurance companies
are limited 1n the amount of preferred stock they may own and
are allcwed to cwn only small amounts 1n other states. No
state prohibits the ownership of income bonds by insurance
companies., This does not mean that there are no requirements
concerned with lnsurance company ownership of lncome bonds.

The Natioral Association of Insurance Commissloners has placed
restrictions on the purchase of income bonds by requlring a

20 per cent reserve on Iincome bonds just as for securities
deemed to be "not amply secured."lo Also, individual states
have state restrictions.

Hven with these restrictions the attitude of insurance

companies toward income bonds is more favorable than Tifteen

lOLetter from H. N. Chapin, Executive Vice President,

Massachusetts Mutual Life Insurance Company, January 25, 1966.
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vyears ago but 1s not rapidly improving. Perhaps thls lack of
rapidly increasing acceptance of income bonds i1s caused by the
fact that the higher yield of income bonds can be offset by the
use of atraight bonds with detachable warrants and convertible
features which are more popular. In spite of these facts, some
lnsurance companies still purchase a large number of income
bonds, usually through prlvate placement. The major reasons
for the purchase of such bonds are the high yield they carry
and the laws restricting purchases of preferred stock.

The insurance companles contacted stated that thelr main
complaint about income bonds in general is that they lack =~
quality. Reguirements for income bonds deemed purchasable will
by necessity be above those for straight bonds. The bonds must
carry a relatively high rate of interest consldering the market
and straight bond lssues of the company. Interest would have to
be cumulatlve to maturity, end a sinking fund provided. Aetna,
like many life Insurance companies, requires a sinking fund on
all industrial bonds purchased.ll As has been noted before,
the bonds are not unacceptable because they are income bonds
but because they are usually issued by non-gquality companies.
0f the companies willing to purchase income bonds, a quallity
of "Baaa" or above was required. Only one company, Aetna Life

Insurance Company, stated it would conslder purchasing income

bends belew this quality.12

llLetter from Crampton Trainer, Vice President, Aetna Life

Insurance Company, February 3, 1966.

12714,
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Attitudes cof Issuers

The above sections described the attitudes of investors
toward preference income bonds. Twelve out of fourteen issuers
replied to a poll designed to determine their attitudes toward
the income bonds they had igsued and the use of income bonds
in the future. These companies ranged in size from small,
tightly held companies like Nassau-Beekman Realty Corporation
to large firms like Sheraton Hotel Corporation of America.

The questions asked the fourteen issuers of income bonds
dealt with the i1ssuers! opinions about

L. the future of income bonds,

2. the contract features necessary in acceptables
income bonds,

3. the regulation of issuing companies, and

L. the uses for income bonds.

The Attitude of Issuers Toward Contract

TFeatures, Regulatory Agencies, and
the Future of Income Bonds

Ten out of the twelve companies which replied felt that the
slight-to-moderate acceptance of income bonds by the Ffinancial
community in gencral was not a major deterrent to their use of
preference income bonds. Ernest Henderson, Sr., Chairman of
the Beard of the Sheraton Hotel Corporation of America, stated

". . . there may be some psychological berriers in some people's

minds due to the fact that income debentures were ordinarily




70

assoclated with.reorga;nizations.”l3 He felt, however, that the
attitude of investors was not a major problem.

In the last fifteen years, all but one of the groups
answerling felt that income bonds had become more acceptable
to the flnancial community in general. When asked what future
trend they predicted for the acceptabllity of the bonds, the
angvwers were varied. Two groups, Armour and Company and Pan
American Sulphur, foresee the present attitude of the finamcial
community toward income bonds as a stable situation which will
remalin throughout the near future. Only ﬁﬁe company, Faulsbere
Chemlcal Industries, Inc.,, foresees a decline in the acceptabillity
of income bonds. This decrease was attributed to a general market
shift toward equity financing because of the deslre of investors
for a greater chance to acquire capital galns. Only three other
companles answered the questlion cocncerning the future trend of
income bond use. All three of these companles foresee increased
use of income bonds. They predicted the tax savings will con-
tinue to attract new issues of the security. Budget Finance
Plan 1s a good example of this continued use. In June of 1965
they issued $3,000,000 of 6 per cent Series 4 Subordinate Capital
Income Debentures due June 1, 2010, Thils was the fourth of four
i{gsues made between 1960 and 1965,

Professor Sidney Rebbins of Harvard Unilversity stated in
1955 that he thought the adverse feeling toward income bonds

was due to the fact that wmany past income bonds were lssused by

13Letter from Ernest Henderson, Sr., Chalrman of the Becard,
Sheraton Hotel Corporation of America, March 5, 1966.
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companies of weak financial position, not the fact tﬁat this
particular type of security was used. Only one company that
answered & guestlion about this disagreed with Professcr Robbins!
theory. R. 3. Bond of Pan American Sulphur felt that Robbins!
theory was correct but stated also that to be well accepted the
bonds must be convertible even if issued by & financially strong
co:r*pora'{:io.n.uL This 18 in direct contrast to the feelings of
the Sheraton Hotel Corporation of America.15 To beck thelir
opinion, Sheraton Corporation has $30,000,000 of nonconvertible
income debentures out quoted at 98% in February, 1966.

There is no way to determine exactly what contract clauses
are necessary to maeke a preference income bond acceptable to
the financlal community. Obviously, the number of times interest
on the bonds ls covered by earnings would have & lot to do with
the clauses required in the bond contract., The issuers of
income bonds were asked 1f four speciflc contract clauses would
be needed to make a preference Lncome bond acceptable:

1. a sinking fund,

2. a relatively high rate of interest (relative

to straight bonds ilssued by the company),

3. convertibillity, and

L. a clause protecting both the issulng company

and the buyer should the tax law be changed

and interest be considered as dividends,

Uitetter from R. 8. Bond, Secretary and Treasurer, Pan
American Sulphur Company, January 2L, 1966,

1593. cit., Letter from Ernest Henderson, Sr., Sheraton
Hotel CoFporation, February 1L, 1966.
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Three oplnions were given: one, that providing these contract
features was a necesslty but it would be so expensive that cther
types of securlties llke common stock would be more eccnomlcal
£o use 1n almost every case; two, that all these features are
not necesgary end income bonds could be issued at reascnable
costs without them; and three, that these features are nct so
expenslive as to prohlbit the use of income bonds. Those holding
the first opinion felt that to include all of these features was
simply not werth the cost to a company that had any other choicé.
Income bonds with these four features would be used only by a
company in a weak financial position. Those holding the second
opinicn provided the most interesting answers to the question,
Ray E. Stewart of Bﬁdget Finance Plan stated, "Unguestionably

a sinking fund must be provided.”16 Also, he felt an interest
-rate must be provided that 1s higher than theat carried by other
senior fixed debts of the company. The tax clause and a con-
vertibllity feature were not deemed necessary. Sheraton
Corporation of America dissgreed sharply with the need for a
convertible clause. If a ccenvertibility feature would have
been requlred, they would not have issued any of their income

L7

bonds. These holding the third opinlon felt that converti-

bility was very definitely required along with the tax clauge.

16Letter from Ray E. Stewart, Vice Presldent and Treasurer
Budget Finance Plan, January 31, 1966.

>

Mietter from Ernest Henderscon, Sr., Sheraton Hotel
Corporation, February 1L, 1966.
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All groups felt that a sinking fund and an interest rate
above that of straight bonds was a necesslty. No estimate of
the cogt of each of these features was avallable, but obviously
the sinking fund and convertible features would greatly decrease
the possibility of the bonds being discounted when sold. COne
of the major reasons for features like a sinking fund is the
Influence of regulatory agencies and individual company policy.
Many insurance companies, for example, require sinking funds
cn all industrial bonds they purchase. This fact is important
because no specific agency has contreol to regulate what pro-
visions the lssuers put in an income bond contract. Income
bends, then, are geverned not by regulation of the issuing com-

pany but rather by regulaticn of the pessible purchasers.

The Uses for Income Bonds

The 1lssuers were asked if they would consider the use of
income bonds for one, financing of capital expendiltures; and
two, the recall of preferred stock. In both cases the stipu-
lation was made that this was mnoct to be conasldered a last-resort
situetion., Only one company said that income bonds would be
useC solely as a last rescrt to finsnce capital expenditures.
None of the companies felt that income bonds were a last-resort
meang of calling In preferred stock. Naturally, one of the
reagsonsg for the use of Ilncome bonds to recall preferred stock
is the tax savings. Only three companies Telt this was a sub-
stantial advantage. The other companles saw the tax advantage

ag only a moderate advantage.




h

Investment Bankers

Investment bankers must act as purchasers and sellers of
income bonds. Their opinion ls highly important, for 1t shows
the feelings of underwriters, which have a great influence on the
type of securlty a corporation issues., The attltude of invest-
ment bankers questioned about income bonds was hostile.

When asked about the reascns income bonds were not used
more often, the reply was simple. The bankers felt they are
an expensive way to finance because of their high effective
Interest rate and the fact that they often must be sclid to in-
vestors who are often hostile to this baslic type of security.
Even the strongest corpcorations seem to take a minimum two-
point spread below other debt instruments 1f a receptive buyer
18 available.

The tax savings on income bonds 1s applicable only in those
cazses where the bonds are i1ssued in place of or to replace pre-
ferred stock. Only in this particular case i1s the tax savings
of great advantage.

The replacement of preferred stock 1s the major use seen
for income bonds. New capital lncome bonds would be recommended
only for corporations which had completely depleted the pessl-
bilities of other debt Instruments. Income bonds might be used
in merger sltuations but orly after other possibllities had
been diminished. In the future the income bond, it iz believed,
will be put to the same basic purposes ag 1t has besen in the
past. No.great increase 1n the use of income bonds was pre-

dicted for the future.
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When asked 1f they felt that ilncome bonds were disliked
because they usually were issued by financially weak companies
and not slmply beczuse they were lncome bonds, the reply weas
"no." The feeling was that the institutional investors do not
change thelr habits rapldly, nor do the rating services. Both
of these groups, the bankers felt, were not easlly able to be
convinced and, therefore, would not often be willing to examlne
bonds of the type that had for years been bad investments.

The investment bankers were asked to consider what contract
features would be deemed necessary to produce 2 highly marketable
income bond 1f 1t were lssued by a financially strong corporaticn
and the interest coverage was 2.5 times. A sinking fund was
thought tc be a very gocd way to cut down on the high interest
rate pald, yet a spread of abt least twe points above that of
straight bonds would be needed. Convertibility was not deemed
& requirement, but one banker felt that convertlible income bonds
could be s0ld less expensively than common steock in some cases.

A decond mortgage was not consldered necessary, but some type of
cumulative clause was, Thls clause could run from five to

twenty-five years in length.

iaInterview wilth Walter Bader, Vice President and Board
Member, Filrst Southwest Corpcration, March 22, 1966.




CHAPTER V
LEGAL PROBLEMS INVOLVING INCOME BONDS

Early Court Decislons

The courts of the United States and the member states have
done much to shape the use and acceptabllity of income bonds.
Early In their history income bonds acquired a bad name., Court
decislions which showed doubt as tc the legal status of the
bonds were one of the reascns for public doubt about and dis-
satigfaction with this type of bond. The bond was of "hybrid"
character, I1n some ways simllar to a preferred stock,while in
other respects it definlitely rosembled an cordinary bond.
Perhaps the doubt shown by the ccurts may be justified because
of the newness of this form of bond and the experimental way
in which the issulng companies used the bond. Whatever the
reagon, the courts were slow 1n reccgnizing many cf the problems
of income bonds and in developing acceptable solutions. Yet,
between 1844 and 1946 much was done legally to ilncresse the

respectablility of the bonds.

Examples of Early Court Decislons

Revealsd by exasmination of early court declsions 1s the
faet that some judges felt the new "hybrid" was inadeqguate as
g form of securlity while other judges saw no reason for criticism

of the security. The income bonds of the Chesapeake and Ohlo
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Canal Company and the Central Ohlo Rallrocad Company show how
court opinlons varied.

The income bonds of the Chesapeake and Ohio Canal Company
were brought to the attenticn of the courts several times from
1848 until around 1890. The company was in dire need of capital
to complete a canal., The State of Maryland had advanced large
sums of money to the company and had a lien on 1ts eafnings te
secure repayment. To facillitate the issuvance of income bonds,
the state enacted legislation which surrendered the priority
of Maryland's lien and authorized the issuing of income bonds.
The company issued "Preferred Bonds! which were glven a llen
cn income of the company. When the canel went iIntc operation
in 1867, the company asked the courts to rule on the priority
of ita creditors to help in the disposition of earnings. The
court recognized the priority of clalms of the bondholders over
thoge of the State of Maryland. In 1877, when the earnings of
the company decreased, the court denled & bondholder's reguest
that the company be put 1n receivership. The court did, how-
ever, order the company to give freguent accounting of its
recelpts and disbursements, and allowed the bondholders access
to the financial records of the company.2 This declsion gave
recognition to the bondholders' rights to information. By 1885

the court was asked to protect the lien of both the bondholders

lMaryland Laws (1844) c. 281.

ZStawart v. Chesapeake and Ohlioc Canal Company, 5 Fed.
1ho (c.C0DT 1d.7 18817,
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and the state against general creditors who had acguired a judg-
ment against the company. The ccurt referred back te previocus
Maryland statutes which did not help the bondholders, and also
stated that the company could not simply dispose of 1ts revenues
ag 1% saw f1t, These decisilons all were of great help in de-
termining the rights of those holding the new security. With
its continued loss of revenue, the company finally was put in
receiversnlp over the protest of the state, which wished to
have the assets of the company sold., Selling assets would not
recover bondholders! Investments., By 1902 the company was

sgain making money. Whlle under recelvership control, the

staete sued in ancther attempt to get the court to force the

sale of assets To pay the state. The court ruled against the
state (3tate v. Cowen, 83 Md. 549, 35 Atl. 161; 1896). The
plight of the bondheolders who had spent large amounts of money
and could not redeem 1t through sale of assets was very influ-
ential 1n the court decision. Throughout the years Chesapeske
end Ohlc Canal Company bondholders recelved very strong legal
protecticn. In other cases, however, the Iincome bondholders
were not able to get the courts to protect them with the same
determination. The Central Ohio Rallroad Company lssued income
beonds secured by the lncome of the road. Later the company pro-
posed to issue third mortgage bonds with pricrity above that

cf the income bondholders. The income bondhclders asked the
courts to enjoln the company from lssulng the‘mortgagé bonds on

the grounds that this would lower their priorlty of cialm. The
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request was refused because the income bond contract did not
stipulate against the right of the company to execute other

3

obligations to enable it to finish the road. This naturslly
did not enhance the acceptabllity of lncome bonds.

In the casge ¢f the Central Chic Rallrocad Company and the
canal company, the court seemed to be attempting to ksep ths
companles alive, Perhaps this was the main purpose of the
courts., If this is true, the numerous other caseg that were
simllar but decided differently by the courts could be explained
more vividly. Whatever the reason, court decigions like those
invelving the Central Ohlc Railroad were not uncommon and defi-

nltely gave the early income bonds a bad reputation among

investors.

The Recognrition and Solution of Many
Income Bond Contract Problems

With the progression of time, the courts and regulatery
commlssions have done nmuch to improve and stabilize income bond
contracts. Foremost in importance is the work the courts have

done with the problems of determining net income of the issuer

company and providing protectlon for the income bondholders.

Determining Net Income of
The Tssuer Company

Basic wlthin every income bond contract 1s the stipulation

that the issuer company will pay the stated amcunt of interest

Jgarret v. May, 19 MA. 177 (1862).




80

to the bondholder only if and when earned. Naturally the

problem of what constltuted earnings arcse.

Farnings and the board of directors.--Vividly clear 1is

the fact that the board of directors of a company has a great
influence on the earnings of the company through the use of its
decilsion-making power. Directors of most companles represent
large holdings of company stock, the dividends of which could

be greatly influenced by when and how earnlngs are avallable

to pay Ilncome bond interest. In the early days noacumulative
bondholders sometimes found payment withheld until enough

earnings werec avallable for payment of the year's bond interest,
piug a dividend on the outstanding stock. There are in exlstencs
today meny ways ln which a beard can influence earnings. Directo;s
have the responsiblility of determining allocationg to resgerves

for depreclation and contlngencles. They can coften defer payments
to subgidiariss and force payments cf dividends from subsidi-
aries with relative eags. The power to make these decisions Is

by necessity glven to the board, and unfortunately the judgment

of the board lsg sometimes legltimately questionable.

The distinction between additions and replacements.--There

was a time when determinlng what constituted an addition or a
replacement wasz often difficult; however, with the advent of
the Uniform Accounting Rules of the Interstate Commerce

Commission, the question rarely arises.
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The determination of depreciatlion.--Up until 1909 the

United States Supreme Court did not recognize depreclation as
a businegs expense. Before the Uniform Accounting Rules came
into being, methods of determlning depreclation were often
varisd and unreascnable., Even today the Interstate Commerce
Commission and Internal Revenue Service continue to cause
changes in calculating depreclation. The amcunt of depre-
clation charged will always be a best estimate, but much has
been done to control the estimates. Over the last twenty years,
the problem has been almost eliminated by the placing of a
clause in the bond contract covering the calculation of depre-
ciation or setting up of maximum and minimum charges to this

deprecliation.

Accounting problems involving subsidiaries.--In 1890 the

problem of the parent-subsidlary relatlonship was viewed hy

the courts., The Chicago and Eastern Illlncis Rallroad Company
issued income bonds. Several years after the issue the company
bought, leased, and built additional lines. These lines proved
unprofitable, whlle the lines In operatlion when the bonds were
Issued were stlll profitable. The bondholders sued to force
the company To base thelr determination of earnings avallable
for bond interest only on the original company lLines. The
court held that slnce the bondholders had made thelr Invesit-
ment based on falth 1n the earning power of the original lines,

L

The company shouid calculate earnings based on these lines only.

uSpies v. Chicage and E.I.R. Co., LO Fed., 34 (C.C.S.D.N.Y.
1889y, -
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In 1910 Central of Georgla Rallrcad income bondholders
found a subsidiary problem. The ralilroad owned the stock of
the Ocean Steamship Company, whlich had paid no dividends for
ten years. In this time, however, the subsidiary had lcaned
the parent company all its net earnings. The earnings (loans)
went directly inte "General Funds" of the parent and intersst
was pald on the lecans. The Georglia Court ruled that since the
lcan was not & legltimate loan the payments must be considered
dividends and, therefcre, earanings of the parent should be
corrected and lnterest on the bonds pald if truly earned.

To protect the bondholder from subsidiary problems in-
volving payment of dividends, the contracts for income bonds
now contalin a clause making interest payable from consolidated
earnings (earnings of the subsidiary and parent combined).
This clause, egpecially when combined with a cumulative interest
clause, makes parent-subsidiary deslings virtually ineffective
in stopping or delaying interest payments.

The method of accounting used by a subsidiary usually
would have 1ittle effect on the bondholder's poslition,because
of the Standard Accounting Rules. In some cases where a par-
ticularly successful subsldiary 1s involved, the bondholder
might take careful notlce of the actions the subsidiarj could

take, such asg issulng its own bonds.

SCentral of Georgia Rallroad v. Central Trust Company,
134 Ga. 472,57 S.E. II (I91ICT.
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The major problems of methods of accounting have been
relatively well defined. Very few if any problems exist that
cannot be handled by including the proper prctective provisions
In the bond contract. Thls does not mean that noc accounting
problems will agaln necessitate court action. It does mean,
however, that Income bond contracts can be written in such a
way as to provide acceptable terms for both issuer and bond-
holder. The terms of the contract will have legal precedence

&8 a basls on which exact understanding can rest.

Protective Previsions

The I1ncome bondholder should have scme way 5o be assured
of payment of interest when earnings are available;and at
least relative assurance of the repayment of principal when
due. There is no gquestion that many different provisions are
possible; however, 1t is highly unrealistic to expect that income
bonds wlll ever become triple or even double "A" securities.
They should and can offer the bondholder a relative measure of
safety. The provisions for protection from various forms of
determining net income have been described. Other protectlive
provislons are avallable and have been uzed succesgsfully 1in

most instances.

A Cumulative Provision

A provision for accumulation of interest that has not been
raid 18 not a perfect protector even if cumulative to maturliy.

True, a cumulative provision does provide protection agalnst
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manipulation of earnings 1n the short run. It may even allow
the bondholdsrs payment of back interest from surplus at ma-
turity. The provisicn does not, however, assure the lssuer
wlll pay them as earned, nor will it assure the bondholder that
a surplus will not be used up by losses durlng the life of the
bond. The accumulation provigion does, however, provide a
better chance for the bondholder to get his deslired return for

the use of his money.

Access to Company Books

Having direct legal access te the lssulng company records
is a very strong protecticn te the bondholder. Alwmost no
income bonds presently in lssue are without this provision.
some contracts provide that the company ls to procure an audlt
vearly by a certifled public accountant. Cflen the contracts
provide for a committee to which disputes are to be submitted.
Such commlittees have been able to handle many problems without

costly and anncying legal battles.

A Dividend HRestricting Clause

A provision that no dividends will be paid until all
accumulated interesat has been pald is strong protecticn to
the bondholder. When dealing with noncumulative bonds, this
provision does not prevent the accumulatlion of surplus over a
number of years, made possible by passing interest on the bonds.
Later the surplus will be used To pay both interest and divi-

dends when the surplus can handle the double charges.
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Noteworthy alsc i3 the fact that restricting dividends doeg

not prevent excessive dividend payments in good years, leaving
nothing available in possible fubture poor tlmes. In cases where
excegsive payment of dividends is a threat, an ancillary pro-
vision can be used providing for an lnterest reserve to be

kept at a glven level befors dividends or lnterest can be paid.
In some cases & provision allowling bondholders to vote after
several defaults on interest payments is possible. This depends

on the company.

Protection of Principal

Protection of principal may be acquired in much the same
way that protection of interest is achieved. First, note that
restrictions on dividends, cresation of reserves, and subsldiary
transactions are all protectors of principal.. Also the principal
may sometlmes be protected just as other bond principel is pro-
tected. Such methods as the use of sinking funds, provisions
ageinst new bond lssues, and early retirvement are a few. The
problem wlth normal types of protection is that many issuers
of income bonds have already used these features as protectlion
for other securities, or cannot offer them.

All the protective features discussed sbove cannct provide
earning power on which the success of the bond lives op dies,
but they do insure that if the carnings are available the bond-
holder can recelve his interest. Also, the principal can be

made relatively safe. These provisions help greatly to reduce
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the risk to the investor and may have helped the seller attain
better prices for his bonds. At the very least they have
causged both partlies to realize thelr legal obligations and have

avolded possible misunderstanding.

What Constitutes Income Bond Interest

The previous dlscussions have dealt with legal problens
and contract proviegions of income bonds which were faced by
relatively early issuers and purchasers of income bonds. Many
of these problems were noted and solved before 1920. During
the years of roaring twentlies and depression thirties, the
cages involving "hybrid" securities in relation to what consti-
tutes interest or dividends became more prevalent. The reason
for the increase in thils type of case wasg the increase in the
number of ”hybrid” securities and the incressed tax placed on
earnings., Companies issulng income bonds began to receive
increasing scrutiny by the Internal Revenue Service.

In effect the various tax and other courts were asked to
determine what constituted a debt lnstrument. If the “hybrid"
gecurity was a debt instrument, the payments by the issuing
company bto the instrument holder were interest and tax deductible
buginess expenses. In many cases the company would lose millions
cf dollars if 1t could not deduct these payments. Because of
tax and other savings, many companles found court battles worth

the cost.




87

Distinction Between Interest
and Dividends: Gensral

Income bonds are classed as a "hybrld" security by the
courta. This is obvicusly due to the fact that contracts can
be written that have many of the qualities of a triple "AM
debenture bond. The courts have even today found no simple
"rule of thumb" to solve the problem of clagsification of these
new "hybrid" securities,

When a "hybrid" security 1s being dealt with, the problem
of classifying the security requires consideration of each of
the cages Individually. The court will consider the history
of the company and issuance of the security. The court also
will, ", . . examine the nature of the transaction svidenced
by the security in order to reallstically understand the
meaning and purpose of the actual provisions contained within."

Until 1946 there had been numerous lower court decisions
dealing with the problem. In 1906 two cases reached the
Jupreme Court. Both cases involved income bonds; one group
lssued by the John Kelly Company, the other by the Talbot
M1lls Corporaticn., Both the cases dealt with payments of the
game type: however, the payments of the Kellylcompany were
ruled interest, while those of the Talbot Mills Company were
ruled dividends. Although the Supreme Court deciszion was an

Important and precedent-setting decislion, the previous lower

®Jacob Mertins, Jr., Law of Federal Income Taxation, (New
York, 1961), Vol. IV, p. 2L.
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court decislons are, today, stlill very relevant.T Considering
these facts, mest court decisions today are based on two over-
lapping groups of factors. The first are the tests developed

by lower courts prior to the 1946 Supreme Court declsions.

The second are bagsed on the results of the Kelly Company and

Talbot Mills cases.

Tests Based on Pre-1946 Decisions

There are ten of these tests. They are not listed in crder
of lwportance, for the importance of the indlvidual test has
now been ruled to be dependent on the situation. There was a
time when vérious courts put emphasis on one or more teats;
however, with the Supreme Court rulings of 19L6, no one of the
feollowing ten tests was given outstanding importance in all
cases dealing with the subject. Listed below 1s a briefl de-
scription of the ten basic tests. |

1. Did the partles at the time of lssuance of the criginal
documents intend tc create a relationship cf debtor to creditor?
The language used in the contract will be considered fte indlcate
the contention of the parties.

2. What nomenclature and labels have been used? Interest
ig not made a dividend by simply changing a name. The burden

of proof is on the issulng company to show that the document

T1pid., pp. 2l-30.

BIbid., pp. 30-53.
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ls in fact of a character other than that lmplied by its namse,
if necessary.

3. Does the obligation have a fixed or ascertainable date
cf’ definite maturity? The fact thet the obligation has a date
on which a definlte sum must be paid marks the distinction
between a creditor and a shareholder. The definite time desig-
nates & creditor. A maturity based on that time when the
corporation is liquidated ig not a fixed date.

. Does the instrument give a preferred position asg to
the payment of interest and principal at maturity? If the
holder of the obligation has the right to share in the assets
of the corporation in case of dlssolution, then the holder isg
strongly presumed to be a stockholder, not a creditor.

5. Do the holders of the security have voting powers?
Voting power i1s not usually granted to a creditor; however,
voting power given in case of default does not designate a
noncreditor.

6. Does the instrument bear a fixed rate of interest?
The fact that Interest is payable exclusively out of profits
will net In itself destroy the debt nature of a corporate
debenture. Where the provislon for payment of "interest" was
treated by the taxpeayers' board cf directors as one which
obligated them tc make payments when and only when profits
were avallable, the payment obligation 1s not characteristic
of Interest, but rather characteristic of dividends.

{. Does the instrument have redsmption or retirement

provislons? A redemption or retirement provision is
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characteristic of indebtedness, but these provisions alone will
not change the natural equlty to that of debt instruments.

8. 1Is the obligation to pay interest_and/or-principal
uncondltlonal? The creditor must be entitled in all cases to
repayment of money loaned. The sharehclder 1s entitled to
nothing prior te liquldation, where the creditor is entitled
to payment from the corpus cof a debtor's property, regardless
of whether or not there is a surplus of earnings. The debtor
is to be pald independently of the risgk of success, This
distinctlion marks a vital difference between the sheresholder
and the cresditor.

9. Is the instrument redeemable at the election of the
holder? This does nct constitute a debt.

10, What 1s the amount of risk iavelved? Debt holders

usually are considered to have less risk than equity holders.

The Talbet Mills and Kelly Company Cases

The Talbot Mills and Kelly Company cases are discussed here
becauge they are the only Supreme Court cases dealing with the
questlon of the distinctlon between interest and dividends.9
In both cases the companies were close famlly-held companies,

The Kelly Company lssued to its stockholders income
debentures which had & maturity date of December 31, 1956, and
an lntersst rate of 8 per cent. The total smount authorized

for issue was $250,000. A%t the time of issue the company had

gIbid., p. 53.
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a cepital structure which included 1,110 shares of no par value
common stock and 1,12 shares of $100 par value preferred stock.
The interest on the debentures was to be pald cut of earnings
and was noncumulative. The income debenture holder had a
priority of claim above that of stockholder, but below that

of all other creditors. Bondholders had no right to participate
In the management of the Kelly Company. If the company should
def'ault on payments to bondholders, a collection procedure was
provided for in the bond contract. Although the original issue
wag avalleble only to stockholders, part of the income debenture
lgsue was available to the public on an asgsignment basis while
the remaining part was lssued in exchange for preferred stock
which wag retired scon after recelpt of 1t by the company. Of
the total $150,000 worth of debentures issued, $11b,K 648 worth
was In exchange for preferred sfock. The preferred, when ex-
changed for the bonds, had a guaranteed dividend of & per cent
at the exchange vrice. That part of the bond issue which was
purchasged, not exchanged for preferred, was pald for ocut of
dividends received by company stockholders. Persons who owned
stock in the Kelly Company were the only original purchasers

of the bond. When the orliglnal transactlons concerning the
bonds were completed, common stock was owned in the same pro-
portions by the same stockholderé‘as before the issuance of

10
the bonds.

1OSupreme Court Reporter, 326-328, United States (vol. 66,
Cetober Term, 1945) p. 301.
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Talbot Mills was a corporation that had 5,000 shares of
capital stock with a par value of $100 per share. The company
recapitalized in 1939, Each stockholder exchanged L/5 of his
stock for registered notes with a face value equal to the total
par value of the stock retired. In other words, the company
issued $4,00,000 worth cof notes to the stockholders for LI/5 of
their stock.ll The lnterest on the ncotes was varlable, ranglng
from 2 per cent to 10 per cent depending on the profits earned
by Talbct Mills Corporation. The notes were transferable cnly
by the owner's esncorsement and the nctation of the transfer by
the company. Interest was‘cumulative, but the board of directors
of the company could defer payment; however, dividends could
not be paid untlil all interest on the notes was paid. A limlt
wag placed on the right of the corporation to mortgage its real
estate. In addition to these contract clauvses, the board of
directors had the right to make the notes subordinate to any
obligation maturing no later than December 1, 196l.. During the
years consldered by the court, the Talbot Mills Corporaticn
paild the maximum 10 per cent 1lnterest.

Before reaching the Supreme Court, the Tax Court held that
the Kelly Company payments were interest, while the Talbot Mills
payments were congidered dividends. The Clrcult Courts of
Appeal reversed the Kelly Company ruling and affirmed the Talbot

Mills Ruling. The Supreme Court sustained the Tax Court in

1lIbid., pp. 301-302.
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both cases.12 The majcr advantage of the Supreme Court declsion
was the determining that there 1s no cne decigive factor which
makes this type of obligation a risk investment 1n a corporation,
or a debt. Mr. Justlice Reed, In delivering the oplnion of the
court, states that although instruments considered were "hybrid"
in nature, ". . . the characteristics of all the obligations

in gquestion and the surrounding circumstances were of such a
nature . . . / to allow _/ the determiners to reach a con-

13

clusion. The court dild not deem the caplital structure

of the companies as deviating from normsl and, therefore, did
not conslder slther excesglve debt or nominal stock investments.
In the Kelly case the court held the payments to be lnterest

because:

there were sales of debentures as well as
exchanges of preferred stock for debentures, a
promise to pay a certaln annual amount, 1f earned,
a priority for debentures over common stock, the
debentures were assignable without regard to
tranafer of stock, and a definlte maturlty date
in the reasonable future. These indicia of in
debtedness zupport the Tax Court conclusion that Iy
the annual payments were interest on indebtedness.

In the Talbot Mills case, however, the court found that
the fluctuating annual lnterest payments and the Limiting of

notes to stockholders for their stock were the fsctors which

Y20onn. v. John Kelly Co., 16 F (2d) Lé66 (CCA 7th, 194L),
and Talbot Mills v. Comn., 146 F (2d4) 809 (CCA 1st, 19Lh).

138upreme Court Reporter, 326-328, United States (vol. 66,
October Term, 194b) p. 302.

W1pig., p. 302,
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differentiated the two cases and which made the Talbot Mills
payments classifiable as dividends.15

Mr., Justice Rutledge dlssentingly states his bellel that
both payments should be considered dividends. He felt that
the difference between interest and dlivlidends shculd not be
decided on such "microscopic details." Both companies, he
belleved, were simply trying to maintain the advantages of stock
while converting stock into "debentures." He points out that:

in both instances the original ateck and

replacing security were closely held. There was

no substantial change in the distributlion after

the "reorganization." The difference between the

stock and the substltuted security was so small

in 1ts effect upon the holders! substantial rights

that for all practical purposes 1t was negligible.

The decision of the Supreme Court in both cases did not
greatly change the methods used prior to 1946 to solve similar
cases. 1f anything, the court strengthened the ten tests set
up prior to 19L6. It a2lso made most explicilt the fact that no
one criterion isable to determine the guestion. The taxpayer
ig still burdened with proving he i1s paylng interest, not divi-
dends.

The one new test that has been established since 1946 is

L
that of "thin" or "inadequate! capitalization. f This test 1is

simply an examination of the debt to equity ratio of the company.

15Ibid., p. 302.

107154, pp. 30L-305.

1T 1nstitute on Federal Taxation (New York, 1959},
pp. 771-026C.
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No definite ratioc has been set, but the tax commissioner will

give close examination to companies with "hybrid" securities
18

end dispropeorticnately high debt structures. In the near

future the business purpose test which began long age may become

1
another important factor. At present, it is not.

lgRevenue Procedures, Cumulative Bulletin (Washington,
December, 19¢2), p. 527.

91v14.




CHAPTER VI
SUMMARY AND CONCLUSIONS

This study was undertaken for the purpose of determining
and giving reasons for the development and use of income bonds
In the past, present, and future. Although there ig a brief
review of the history of reorganizational income bonds in
Chapter IT, the study deals almost entirely with the use of
new capital or preference lncome bonds. Chapter III covers
the advantages énd disadvantages of income bonds and the possi-
bilities of issuing them to replace or in place of other Types
of securitlies. The attitude of investors and issuers toward
preference income bonds was covered In Chapter IV. Legal
problems Ilnvolving Income bonds were discussed in Chapter V.

In Chapters IT through V, many conclusions appeared. Here the
major conclusions already stated will be relterated, and some
lmportant new conclusions will be discussed. Using these con-
clusions the future of preference income bonds will be pre-
dlcted. There is no need to prognosticate upon the future of
reorganizational income bonds, for their future will be similarp
to thelr past. That is, they will be pressed into use in times
of depressicn and recessgion or whenever a company finds it has

no other cholcs.

96
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Conclusicns Consldering the Advantages
and Disadvantages of Income Bonds

The advantages of issuing income bonds only ocutweigh the
disadvantages when certaln financial situations exist., For the
issuer the baslc advantages that were set forth are as follows.
Cogt advantages were present only in situations where few if
any other debt (as cppeosed to equity) financing possibllities
exigted, In situations where income bonds were more economlcal
to use, & combination of factors was involved. Paramount 1s
the fact that income bond interest ls a business expense, which
means no corporate income tax must be pald on interest that bond-
holders recelve, Compared to paylng dividends, paying interest
- saves the issuer the tax that would be levied on Tunds used to
pay dividends. Income bonds give the lssuer a method of using
debt without having fixed payments in times when earnings to
pay interest are not avallable. In times when using other dsbt
gsecurities 1s not practical, income bonds may be used and placed
privately where equlty securities might not be placed in a
marmer which is as economical. Also, bondhelders have no voting
rights; therefore, control of the company is not diluted.

The purchasers of ilncome bonds have the following basgic
sdvantages. The bond ccntract often contains features for
protecting both interest and principal, like sinking fuﬁds,
mortgages, interest reserves, and accumulation clauses. The
most important protection, however, 1s the fact that over the

last one hundred years, the courts have set legal precedents
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that allow the purchaser to know almost exactly what his rights
are and what rights the issuer has in almost all situations.
The market for income bonds has been lmproved by better under-
standing of how to analyze Income bonds. Also, articles ap-
pearing in many publications have helped destroy many of the
misconceptions surrcunding the bonds. Perhaps the greatest
advantage the purchaser received 18 a higher yleld on his in-
vestment for the risk he 1ls taking, cocmpared to the yield that
could be received from other securities (notably preferred
stock) carrylng s simlilar risk,

Both the Income bond purchaser and the issuer must face
several objectlicnable facts. The cost of 1ssulng income bonds
is higher than that of alwmost any other debt security, and
often contract features offset the tax savings created by
using Income bonds instead of equity sécurities. A method of
measuring the cost of many contract features 1s not avallable.
The purchaser of income bonds nust recognize that even high
guallty incdme bonds might miss Iinterest payments. The secu-
rity behind the bonds often 1ls not strong, and because of this,

many regulatory agencies must look on the bends with distrust.
This distrust ls deep-seated wlthin many secltors of the fi-
nancial community. Although it is changing, great lengths of
tlme mey be required before these sectors are convinced that

there are investment quality Ilncome bonds.
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Situations Where It Is Advantageous
To Use Income Bonds

There is mno question that certain situations exist where
oreference income bonds can be the most advantageous type of
security to issue, considering the alternatives available and
the goals of the corporaitlon involved. Income bonds were con-

sidersd as a replacement for common stock, preferred stock,
and straight bonds. Also, they were considered as a type of
security to issue instead of the above three securitles.

Situations where preference lncome boads should be used
as a replacement for other types of securities were found in
only one case. There were nc cases found where preference
income bbnds have been lssued to replace common stock or
straight bonds. One practical reason that they might be used
to replace common stock would be to allow a company to stop
dilution of a large block of stock which had been voting as
a block. A large stockholder might wish to keep some of his
relatives from having a part in the management of a company
but still desire to see that they recelved 1lncome from the
company. If the company disliked the possiblility of issulng
straight bonds, income bonds could provide income to the rela-
tives, be less costly to the company to maintain than preferr@d
stock, and give more assurance of return than non-voting common

or preferred stock. This reason for replacing common stock

with income bonds ig a very specialized case.
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One slituatlon does exist where in almost all cases income
bonds should be issued to replace ancther type of security.
This is the case of replacing preferred stock. Income bonds
provide enocugh additional savings becausge of the tax advantage
they have over preferred that they sheoulc be issued To replace
preferred stock. The preferred stockheolder gets & more secure
and an egually profitable security 1f he takes the bond or the
cash valus of the preferred should he not be allowed to take
the income beond. Another reason the bondholder 1s better off
is that he gets To share in the increased financial strength
of the company by getting increased earanings coverage of inter-
est through the funds provided by the tax savings.

There are several situations where preference income bonds
can and should be issued in place of or along with other securl-
ties. In the case of common cor preferred stock, the followlng
factors usually exlst. The company does not desire to lssue
more straight bonds., Voting contreol dilution is not desired,
and the use of preferred stock does not provide the tax savings
that income bonds do. Important here 1s the fact thet in some
cases the existing stockholders do not wish to give up part
cf thelr posslible future earnings by =selling a share of the
corporation to get capltal. In other cases convertible income
bonds are lssued because they may be issued at less expense
than common stock and control will theoretically not be lost

until some time in the future.
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The only reason that preference income bonds should be
used instead of straight bonds is the case where the esarnlngs
of the company could or do fluctuate rapidly but probably will
be strong over the long run. Income bonds give the company =
way of avolding taxes just as straight bonds do, plus the
sdvantage of skipping an interest payment without creating a
panic among all creditors.

Conclusiong Considering the Attitude
of Tssuers and Investors

The attitude 9£ inveators,--The azttitude of investors

ranged from complete hostlility to moderate or strong acceptance.

The greatest amount of dislike for 1lncome bonds was éxpressed

by the universities questioned. They would not buy even "AT
rated income bonds. Part of the reason for this attitude was
the feeling that universities needed bonds only when the Income
the bond produces wag vital and could nct be left to chance.

If this wes not the case, then the funds lnvolved should be put
into growth or blue chip stocks. The attitude of the universi-
ties i1s scomewhat strange ag they hold large quantities of pre-
ferred stock, which yields no more than the bonds and does not
have as strong a contractual position. An explanatlion for the
lack of income bond purchases by universities could be & deslirs
to slowly dispose of both the preferred stock and Income bond
type of security. Wealthy individuals questioned also had a

very hostile attitude toward income bonds. Thlis 1ls based on
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past experlence from the "thirties™ and the lack of a large,
readlly available market. Also, most wealthy individuals
probably would not conslder Income bonds worth the time in-
volved in analyzlng them.

Savings banks In some states are prohibited by law from
investing in income bonds. In areas whsre they can 1lnvest in
them, the general attitude of those questioned was acceptance
only of income bonds that were rated "A" or better. The bond
would have to have a high Interest rate, a sinking fund, and
& cumulative clause. When questioned, bank trust departments
which operate pension funds were of the general oplinion that
they were becoming more acceptant of income bonds. More high
guality bonds would be purchased by them 1f they were available
and were of "A'" or better rating. In the case of savings banks
and trust departments, the major problem was the lack of high
quality Income beonds In large quantities with marketabllity.

A1l but one of the bond funds guestioned were very recep-
tiverto the idea of purchasing Income bonds. @Quality was nokb
ag lmportant as how high the yleld on the bond was. Bonds
rated as low as "Baa" were acceptable.

Insurance companies are the largest purchasers of prefer-
ence Income bonds. The major reasons for the purchase of these
bonds are the laws In many states which prohibit the purchase
of preferred stock.

If large quantities of Income bonds of high quallty

(Baaa™ or better) were available, all but two of the insurance
L]
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companies replylng tc a questionnaire felt they would be very

willing to accept them, usually through private placement.

Attitude of i1ssuers.--The attitude of the issuers toward
income bonds usually was related to the markst reception of
the bond. Almost all companies polled were not troubled by
the only slight to mederate acceptance of income bonds by the
financial community Iin general. They found income bonds an
acceptable method of financing considering the financisl ztmos-
phers in the company and the state of the money market. Most
of the companies answering the questionnaires felt that income
bonds were not disliked as a security type but becauss they
were Issued by financlally weak concerns.

When considering what contract feabures quality preference
income bonds must have, the lssuers were not in gensral agree-
ment. A1l agreed that a sinking fund and a high interest rate
were necessary, but no basic agreement as to the need for

accumulation and coavertibility clauses was expressed.

Only one of the companies questioned felt that income
bonds could not be used as elther a source of new capital or

as a replacement for preferred stock. All the other companies
questioned felt elther one or both of the uses for income -bonds
weas acceptable. If the bonds had the features described above

and reascnable coverage, most issuers felt a market for the
lasue could be found 1f i1t were used for elither of the purposes

mentioned above,
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Investment bankers.--Generally, investment bankers disliked

the idea of using income bonds because of the high-effective
interest rate and the large effort required to sell scome of
the past issues. One banker felt pension funds cperating from
thelr tax-free havens might some day be the biggest purchasers

of income bonds.

Conclusions Considering Legel Problems

There are presently very few legal problems lnvelving
income bonds of either the preference or recrganlzational typs.
This fact is the result of years of court decisions which have

set precedents as to what income bonds are and how the bond
contracts of various types are to be interpreted.
Tex law 1s an lmportant factor when dealing with income

bonds. Should the tax advantage of income bonds over equity

securities be removed, there would be few 1f any reagons to

use lncome bonds. The Department of Internal Revenue wasg
questioned as to the possibllity of a change in tax law covering
income bonds. The reply was that no change in the lew was

pending in Congress and they saw no reason that the present

law would be changed.

Conclusions Congidering the
future of Income Bonds

There will be no dazzling exbtravaganza in the future
with income bonds ag the star performer. The bonds will con-
tinue to play approximately the same bit part they have always
played, with at best only an outside chance of becoming a

featured performer., The major use of the bonds will bs to
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replace preferred stock for some time 1n the future. Eventually
most of the preferred will be replaced and the major use of
income bonds will be as a new capital source. Corporations

wlll continue to use preference income bonds only after straight
bends have been issued and the company has what 1t considers a
high debt ratlio. Quite possibly many companies which find they
rmust make rapld expansions on a grandiose scale will fturn to
income bonds as Sheraton Hotel has done in the past with great
guccess, Should thlis situation exlist, then there would be a
rapld upswing 1a the number of income bond issuss. Another
possibllity, less likely than the one asbove, 1s that many com-
panies will find that they can lssue convertible lncome bonds
more economlically than common stock. Should this idea be

rroved conclusively and gain buyer acceptance as a means of
financing, preference income bonds could become a very large
part of the market in ten years.

What chance is there that the possibilities for the future
will become reality? The idea that a market for high quality
lncome bonds is available as scon ag high quality income bonds
are has been dlscussed in several places herein, According
to this idea, the ilssulng of high quality income bonds will
create a desire to lssue more income bonds. When accepted,
more wlll be lssued and a "snowball" situation will develop
over time. Thls idea goes back to 1955 and before.

One great problem is involved which tends to greatly slow

the snowball. This 1s the fact that investment bankers dislike
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income bonds, They have a great influence in the financial
community and are the largest and most influential advisors
for issuers of securities. The contention here 1ls that the
investment banker and the financial communiﬁy in general ars
very reslstant to any attempts te change thelr envircnment and
the use of the tools with which fthey work. Perhaps with time
there will be a very large use of preference incoms bends, but
this time Lg deflnltely not In the near future unless extraor-
dinary circumstances should come into being. The general future
trends in the uvuse of income bonds are as follows. The bonds
will be used more and more to replace preferred stock. New
capital uses of the bonds wlll increase also, bub more than
ten years will be required to have income bonds representing
more than & very small per cent of The securities issued even

though the dollar amount of Issues wlll lncreass.

Suggestions for Further Study
The greatest problem inﬁolved in investigating Income bonds
ig the lack of general étatistical and price infcrmaticn about
them. Some effort should be made to determine the number of
income bonds in private placement and the general type of
pricing situations involved. Also, & study should be made to
determine the costs of ilncome bond contract features and the

position of pensiocn funds in the income bond markst.




APPENDIXES
Appendix I: Calculaticns of the
Cost of Bond Contract Features

In Chapter III the problem of how to determine the cost
of variocus securlty contract features was discussed. Why should
this be such a great problem? Should not it be possible to
develop & mathematical formuia for measuring the value of the
many possible security contract features? If formulas of this
type were developed, a company could get'an estimate of the
coat of adding contract features (sweeteners) and compare this
cost to the cost of using other types of securities and festures.
Obviously, the measure would be based solely on prognostications
about the issuer's long-term future; but even with this and
cther possibilities for errorg, the problem would be brought
Into focus. Beveral respected people in the financial com-
munity have suggested that convertible income bonds are cheaper
to lzsue than common stock., The long-range effect is the sams
and ‘the company gets lower costs for the use of the funds.
Weuld 1t be unwise to make such a move? Should the company
lasue convertible preferred or common stock Inastead? A group
of mathematical formulas should be develcped that cén deter-
mine or at least help determine this type of questlion. The
scope of this thesis prevents even an attempt to develop these

formulas, but the problem can and should be solved.
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Appendix II: Explanation of Questionnaires

As the attitude of the filnanclal community toward income
bonds 1ls extremely important in determining the use of the
bonds, questionnaires were sent to many present and potential
buyers and sellers of income bonds. 4 total of fifty question-
nalres were sent, and forty-three replics were received.
Obviously, this sample of opinions has no statiastical validity.,
Not all the questionnaires were alike. Examples of each Type
of questionnsire used and the groups it was sent to are listed

below.
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Questlonnalrs Letters Sent to Fourteen

Issuers of Income Rondsg
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5020 Park Lane
Dallas, Texas 75220
Januvary 21, 1966

Presently I am writing & thesls entitled, "The Past, Present,
and Future cof Income Bonds," for a mesters degree 1n business
at North Texas State University. Your kindness in answering
the following guesticns asg fully as possible will be greatly
apprecisated,

The guestions deal only with non-reorganizational income bonds.
This Includes all income bonds that were not the result of
financial measures taken to avold or cope with bankruptey.
Non-reorganizational income bonds (alsc called "prsference
income bonds" and "new capital income bonds") are issued for
many reasons, such as:

1. to call in preferred stocks,

2. to Tinance mergers, and

3. to expand facilities.
Examples of this type of income bond are those issued by
Monsanto Chemlcal Company, Coraning Glass Works, National Can

Corporation, and Hiller Helicopter.

Most of the followlng questions can be answered by a simple
check, a "yes," or a "no."

1. Was (or would)} the lssuance of non-reorganizational
inceome bonds by your organization be considered a
lasgt resort as a means of financing:

a&. Capital expenditures?

— gisgcheck one
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b. The recall of preferred stock?

yes)

o )check one

Would the tax savings created by issulng income
bonds Instead of prsferred stock be considered a:

( Slight advantage?
Checi( Moderate advantage?
one subgtantial advantage?

Is the present financial community's slight-to-
moderate acceptance of income bonds as a method
of firancing considered a major deterent to your
organization's use of income bonds?

yes)

no )check one

What 1s the attitude toward income bonds of
professional, state, or federal ggencles wlth
which your company deals? Check the following
and name the agency in the space provided,

8. They find them completely acceptable.

Vo it

Neme of agency(ies):

b. They find them moderately acceptable.

Name of agency(iesg):

¢. They find them slightly acceptable.

Name of agency(ies):

d. They find them unacceptable.

Name of agency(ies):
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e¢. The agencles I know of have never
commented on thelr feelings toward
lncome bonds.

Do you feel income bonds have become more ac-
ceptable to the financial community in the last
fifteen years?

gzsgcheck cne

Dc you foresee any increasing or decreasing use
of non-reorganizational income bonds in the
future?

Comment:

Sldney M, Robbins, in the "Harvard Business
Review" (November-December 1955), found that
most Income bonds are unacceptable to investors
because of the weak financial position of com-
penles ilssulng them, not the fact that the bonds
were income bonds. Do you feel this is the cage
today?

Commens:

Tc create an "Investment grade" income bond,
Profesgor Robblns felt the bond contract must
provide:

a a ginking fund,

b. a relatively high rate of interest,

c convertibility, and

d a clause protecting both the issuing
company and the buyer should the tax
law change and interest on the bond be
congidered as stock dividends.
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Many financial experts feel that to design an
income bond that is "investment grade' is so
expensive that the lssulng company would be

better off using some type of stock or ancther
type of bond. Do you feel &s many of the
financlal experts do?

Comment:

Answers to these gquestions are essential to completing my masters
thesis on this subject. Your assistance 1s appresciated, Self-
addressed, stamped envelope 1s enclosed for your ccnvenlence.

Appreciatively,

Fen Vesecky
Enc.
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Questionnalire Letters Sent to Purchasers
and Possible Purchasers

of Income Bonds




The following letter was senlt to:

1. Bank Trust Departments
that have pension funds,

2. TInsurance Companies,
Universities, and

L. Savings Banks.
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5020 Park Lane
Dalles, Texas 75220
January 18, 1966

Presently I am writing a thesls entitled, "The Past, Present,
and Future of Income Bonds," for a masters degree in buginess
at North Texas State University. Your kindness in answering
the following questions as fully as possible will be greatly
appreciated.

The questions deal only with non-reorganizational income bonds.
This Includes all income bonds that were not the result of
financial measures taken to avold or cope with bankruptcy.
Non-reorganizational income bonds {also known as "preference
lncome bonds™ and "new-capital income bonds") are issued for
many reascns, such as:

L. to call in preferred stock,

2. to finance mergers, and

3. to expand facilities.
Examples of this type of income bond are those issued by
Monsantce Chemical Company, Corning Glass Works, National Can

Corporation, and Hiller Helicopter.

Most of the following questions can be answered by a simple
check, a "yes," or & "no."

1. Name any professional, state, or federal agency
that you know of which discourages or forbids
the use of income bonds even if the bonds have
a better-than-average rating.
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Check the box, or llst the agencles iIn the space provided.

I know of no agencies that discourage
or forbid the purchase of income bonds.

UL oo N e

Additional comments:

Do you feel the organization with which you are
aasoclated has more, or less (check one)

acceptance of income bonds than i1t did fifteen years
ago? Do you think that in the future this trend will:

increase, )
decrease, or )check one
remain stable)

Additional comments:

Are the requirements for ilnccme bonds which you would
consider purchasable greatly, meoderately,

slightly, or the same as (check one of the

preceding) the requirements for regular bonds?

Income bonds almost always have a higher rate of
interest than regular bonds. Do you consider this
of great lumportance when purchasing income bonds?

Comment:

Is a sinking fund feature considered almost mandatory
when viewing income bonds for possible purchase?

Ugog!
”TlO "

)check one




6.
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A cumulative Interest feature is usually included
in inccme bonds. What time period would ususlly
he acceptable for sccumulation of back iaterest
for a fifty (or more) year income bond:

( 3 years
Check( 5 years
one ( greater than 25 years
( to maturity

Income bond interest 1s now consldered a business
expense by the Internal Revenue Service as 1s regular
bond interest.

Income bonds usually contaln a clause to protect
the investor should the taex law be changed and
interest on income bonds be viewed like dividends.
Does this type of clause dissolve any concern you
might have over a possible change in the tax law
covering income bonds?

Comment:

Would your organizeticn purchase mere income bonds
if they were of a quality and quantity equal to

or slightly greater than Baa, Ba, and B bonds scld
in the market today?

Comment:

When income bonds are issued instead of other non-
bond securitles, a tax savings ls created as was
explained in Question 7. Benjamin Graham suggests
that part of the tax savings should be used %o
create or add te a sglinking fund. Other authoritles
feel that the tax savings should be used to create
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& "reserve fund" for payment of bond interest
should it nct be earned. Would you prefsr the

sinking fund idea over the reserve fund idea?
Why?

Answers to these questions are essential to completing my masters
thesis on this subject. Your asslstance 1s appreciated. Self-
addressed, stamped envelope 1ls enclosed for your convenience.

Appreciatively,

Fen Vesecky

Ene.
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The following letter was sent to several bond funds

or companies operating bond funds.
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5020 Park Lane
Dallas, Texas 75220
January 21, 1966

Pregently I am writing a thesis entitled, "The Past, Present,
and Future of Income Bonds," for a masters degree in business
at North Texas State University. I have been informed that the
operators of the following of your compaay bond funds may have
considered purchasing lncome bonds:

1. B-2, medium grade bonds,

2. B-3, low priced bond fund,

3. B-li, discount bond fund,
Your kindness in answering the followlng questions as fully as
possible will be greatly appreclated. Three coples of this
letter will be included in ths hope that this willl faclilitate
the answering of the gquestions by thosge in charge of each fund.
The guestions deal only with non-reorganizational income bonds.
This includes all income bonde that were not the result of
financial measures taken tc avold or cope wlith bankruptcy.
Non-reorganizational income bonds {alsc krnown as "preference
bonds" and "new capltal income bondsg') are lssued for many
reasons, lncluding:

1., to call in preferred stock,

2. to finance mergers, and

2. to expand facllities.
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Examples of this type of Income bond are those lssued by
Monsanto Chemical Company, Corning Glass Works, Natlional Can
Corporation, and Hiller Ielicopter.

Most of the following questlons can be answered by a simpls
check, a "yes," or a "mo."

1.

Name any professional, state, or federal agency
that you know of which dlscourages or forbids
the use of income bonds seven if the bonds have
a better-then-average rating.

Check the box, or List the agencies in the space
provided.

I know of no agencies that dlscourage
or forbid the purchase of income bonds.

U o=

Additional comments:

Do you feel the crganization with which you are
sssoclated has more, or less (check one)
acceptance of income bonds than 1t did fiffteen years
2go? Do you think that in the future thlis treand wlll:

increase )
decrease, or )check one
remain stable)

Additional comments:

Are the requirements for income bonds which you would
consilder purchasable greatly, moderately,

slightly, or the same as (check one of the
preceding) the requirements for regular bonds?
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Income bonds almost always have a higher rate of
interest than regular bonds. Do you consider thls
of great importance when purchasing income bonds?

Comment:

Ts a sinking fund feature considered almost mandatory
when viewing income bonds for possible purchase?

%check one

A cumulative interest feature is usually includec
in income bonds. What time period would usually
be accepbable for the accumulation of back interest
for a fifty (or more) year inccme bond:

( 3 years
Che ck( S years
one ( greater than 25 ysars
( to maturity

Income bond interest 18 now considered a business
expense by the Internal Revenue Service as is regular
hond interest.

Income bonds usually contaln a clause to protect
the investor shouild the tax law be changed and
interest on income bonds be viewed like dividends.
Does this type of clause dissclve any concern you
might have over a possible change in the tax law
covering lncome bonds?

Comment:

Would your corganization purchase more income bonds
if they were of a quality and quantity equal to
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or slightly greater than Baa, Ba, and B Bonds sold
in the market today?

Comment:

9. When inccome bonds are lssued instead of other non-
bond securities, & tax savings is created as was
explain in Question 7. Benjamln Graham suggests
that part of the tax savings should be used to
create or add to a sinking fund. Other authorities
feel that the tax savings should be used to create
a "reserve fund" for payment of bond interest
should it not be earned. Would you prefer the
sinking fund idea over the reserve fund idea?

Why?

Answers to these cuestions are essentlal to completing my masters
thesis on this subject. Your assistance is appreciated. Self-
addressed, stamped envelope is enclosed for your convenience.

Appreciatively,

Fen Vesecky

Enc.
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