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ABSTRACT 

The corporate bond market has recently been under

going a quiet but significant change in the nature of the 

securities traded therein? i.e., the deferred call new 

issue has come into prominence. Thus, whereas the histori

cal source of protection against refunding has been the dis

counted seasoned bond, it is now being suggested that the 

deferred call new issue may be an attractive alternative 

for such protection. This study evaluates the hypothesis 

thati the call-risk protection provided by the discounted 

seasoned issue is superior to that found in the deferred 

call feature of a new issue. 

The study begins with a review of the yield charac

teristics and historical investment position of both the 

seasoned and the deferred call new issues. This review 

demonstrates that both types of issues afford the investor 

the opportunity to obtain call-risk protection and improved 

investment performance. 

The emphasis of the study then shifts to a com

parative analysis of the investment behavior of the seasoned 

versus deferred call new issues. To provide the data, 290 

deferred call new issues offered between 195^ and 1964 

are used; for each new issue, a discounted, freely callable 

seasoned issue is paired with it. Working in seasoned-new 

ix 
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issue pairs, the research evaluates! (l) the promised 

yield-to-maturity performance; (2) the call-risk protection! 

and (3), the investor return realized. The "basic premise of 

the analysis is that if the investor chooses the new issue, 

it is assumed he will maintain his position to maturity; if 

he chooses the seasoned, he is assumed to hold it until 

the deferment period of the paired new issue expires and 

then to switch to the paired new issue until it matures. 

The comparative analysis reveals that the promised 

yield of the new issue is generally greater than that which 

can be obtained from a seasoned issue. Moreover, the call 

protection provided "by the alternative issues is comparable. 

Thus, the promised yield sacrifice of the seasoned issue 

investor is not reflected in incremental call protection. 

An investigation of realized yield behavior demonstrates 

that the movement in the level of interest rates is the 

critical factor in determining the realized yield superi

ority of the alternative media. That is, when rates undergo 

a marked increase between time of purchase and time of re

investment, the seasoned issue provides the superior re

turn; when rates increase moderately, the return of the two 

issues is comparable; and when rates fall moderately, the 

new issue offers the higher yield. Such performance is de

pendent upon the ability of the seasoned issue to generate 

a capital gains at time of reinvestment sufficient to off

set the deficiency in promised yield. 
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The study also evaluates comparative realized yield 

performance under the assumption that reinvestment occurs 

at the maturity of the seasoned issue, and that market rates 

undergo a marked decline. The findings indicate that re

gardless of performance up to the end of the deferment 

period, extension of the reinvestment date may provide the 

seasoned issue investor with a second chance to generate an 

improved return. When interest rates undergo a marked de

cline, the results illustrate that not only does the 

seasoned issue provide the superior call protection, hut it 

also provides the greatest return. 

The major conclusion of this study is that the dis

counted seasoned issue provides the investor with the 

greatest opportunity for maximum return. For not only is 

its realized return equal to or greater than the new issue 

in all interest rate conditions other than that of a moder

ate decline, but it also offers the investor the greatest 

potential to hedge his expectations via the alternative 

holding periods. 



CHAPTER 1 

INTRODUCTION 

This study is concerned with the investment attrac

tiveness of the seasoned bond issue relative to that of the 

new issue with a deferred call feature. By concentrating on 

the call protection afforded by each alternative, the re

search attempts to evaluate the nature and extent of the 

interest return that can be generated by investing in one 

or the other of the two media. Basically, it proceeds on 

the premise that the bond investor desires to maximize 

his interest return and that such an objective can be seri

ously impaired should an obligation be called for refunding. 

The overriding purpose for investing in the corpo

rate bond market is to obtain an interest income on invested 

funds, and only secondarily, to provide the means for gen

erating capital appreciation. This is not to say that the 

bond marlcet offers only limited opportunities for capital 

gains; quite the contrary, for with the very low margin 

requirements on bond purchases, it is not uncommon for ex

pert bond traders to find this is a very lucrative market 

for such appreciation. What is recognized by the above 

statement, however, is the limited nature of the return 

1 
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promised by the "bond instrument itself. That is, a noncon-

vertible, investment grade bond is conventionally purchased 

on the basis of its promised yield, as reflected by the 

price of the issue relative to its coupon. 

In exchange for a limited participation in future 

profits, the bondholder, in effect, obtains a prior claim 

on income and a definite promise to pay. On the surface,, 

it may appear that all corporate bonds are basically alike 

in that they represent little more than the fixed obliga

tions of their issuers to repay principal and make periodic 

interest payments. Closer examination, however, reveals 

that bond issues often differ significantly from each other 

in such important respects as the maturity, callability, 

marketability and security of the instrument. Since an in

vestor's return can be affected by these and other market 

forces, it should be clear that although there is a sem

blance of uniformity in the bond market, the actual diver

sity which exists therein suggests that diligent and in

formed selectivity on the choice of issues is the surest 

road to higher yields.1 

Unfortunately, even with the expert analysis of 

economic forces and financial variables, expectations all 

too often fail to become reality, and realized return may 

1. Sidney Homer, Guides to Profitable Bond Selec
tion (New Yorki Salomon Brothers & Hutzler, 19^2), 
pp. 7-11. 
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be quite different from promised return. An investor, for 

example, may have to liquidate his position at an inoppor

tune time — perhaps reducing his return or even generating 

a sizeable capital loss. Alternatively, the firm may call 

the bond for refunding and thus force the holder to rein

vest his funds into another issue. Though refunding is 

sometimes practiced as a means to extend maturities or 

eliminate onerous covenants, it most often refers to a pro

cess by which.the issuer purchases an outstanding bond 

issue at a set price and replaces it with another bearing 

a lower coupon. In effect, given a drop in interest rates 

of sufficient magnitude, the firm could normally be ex

pected to refund so long as the present value of the in

terest savings accruing from the refinancing is greater than 

the several costs associated with replacement. 

Given that the most common type of refunding opera

tion requires a sufficiently lower market rate than existed 

when the issue was initially offered, the original inves

tor's return, in all probability, would be reduced in the 

event that he has to switch to a comparable but lower 

yielding bond. To this extent, it can be seen that whereas 

a drop in market rates should normally, provide the holder 

2. Oswald D. Bowlin, "The Refunding Decisions 
Another Special Case in Capital Budgeting," Journal of 
Finance, Vol. XXI (March, 1966), pp. 55-°8. 
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of "bonds with the opportunity for capital appreciation, this 

same condition may also lead to a net reduction in realized 

yield-to-maturity so long as it is advantageous for the 

borrower to initiate the call option.̂  a necessary condi

tion for such a transaction is the ability of the firm to 

call the outstanding issue before maturity. The nature and 

extent of this ability is provided for in the call provi

sion of the issue — which stipulates, among other things, 

the price at which the issue can be called, and whether 

the call option can be exercised immediately after issuance 

or whether it must be deferred for a certain period of 

time.1* 

Statement of the Problem 

While the call privilege may give the company flex

ibility in its financing and is therefore beneficial to the 

borrower, it is, as has just been noted, also a feature 

which works quite consistently to the detriment of the 

3. Although this condition is widely recognized, 
for more detail on the matter, seei Benjamin Graham, David 
L. Dodd, and Sidney Cottle, Security Analysis, ̂ th ed. 
(New York i McGraw-Hill Book Co,, 1962"), pp. 753-75^t or 
Willis J. Winn and Arleigh Hess, Jr., "The Value of the Call 
Privilege," Journal of Finance, Vol. XIV (May, 1959)» 
pp. 182-195. 

k, Arleigh Hess, Jr. and Willis J. Winn, The 
Value of the Call Privilege (Philadelphia, Pa.i University 
of Pennsylvania Press, 1962), p. 1. 



investor. However, the investor need not passively accept 

the fate of possibly losing part of his interest income so 

long as he attempts to select those bond issues which offer 

some degree of call-risk protection. The deferred call new 

issue, which contains provisions preventing the refunding 

of the issue for a specified number of years, is an obliga

tion which does provide the means to protect an investment 

against untimely prepayment. The same type of call-risk 

protection can also be obtained, though for inherently dif

ferent reasons, through the purchase of a seasoned bond 

selling at a discount — i.e., an issue distributed some 

undefined number of years earlier, and though perhaps now 

freely callable, carrying a coupon lower than those on cur

rent new issues. 

Whereas the historical source of protection against 

early call has by necessity been the discounted seasoned 

bond, it was not until the mid-fifties that the deferred 

call feature came into widespread use and thereby provided 

bond investors with an alternative source of call protec

tion. As might be expected, the advent of an alternative 

led eventually to suggestions regarding that approach which 

would be best for the investor. Consider, for example, 



6 

the following statement from a foremost "bond publicationi 

Most long-term investors should give preference 
to those recent and forthcoming issues of good 
quality which gives protection from call for 
payment out of funds raised "by new "borrowing 
at lower interest • • • Additionally, the pro
tection from call (accruing from deferred call 
features) which has recently "been afforded on 
bond offerings reduces the appeal of deep-
discount seasoned issues to which investors 
previously had to turn for such protection.5 

Given the existence of various suggestions regarding 

"appropriate" investor approaches, the purpose of this paper 

is to conduct an analysis of the investment performance pro

vided by the seasoned issue relative to that provided by the 

new issue with a deferred call feature. Specifically, the 

paper attempts to test the hypothesis thati the call-risk 

protection afforded by the discounted seasoned issue is su

perior to that found in the deferred call feature of a new 

issue. 

The technique employed to investigate the hypothesis 

is a comparative analysis of seasoned-new issue pairs, with 

the issues in each pairing .being comparable in regard to 

industry category, size of issue, maturity and agency 

5. "Bond Review and Outlook," Moody's Bond Survey. 
Vol. (January 21, 1957)» p. 7^7; parenthetical note 
added by this writer. 



rating.^ Under the condition that the "bondholder can switch 

from the seasoned to the new issue either at the end of the 

latter's call deferment period or when the former issue 

matures, this study evaluatesi (1) the respective promised 

yield-to-maturity initially obtained from the new and sea

soned issues; (2) the comparative call-risk protection pro

vided*, and (3) the respective realized return actually 

generated from either alternative investment media. 

The implication utilized herein is that while the 

new issue may initially appear as the type of bond which 

offers the best return, subsequent market performance may be 

such that the investor is able to realize superior interest 

return with the discounted seasoned issue. The problem at 

hand, therefore, is to determine the market behavior of the 

alternative media and from this to ascertain which of the 

two types of issues would be the best buy for the investor. 

Toward this end, the research proceeds on the recognition 

that while either alternative provides protection against 

call, per se, the extent of such protection and thus the 

extent of investor return realized, can be affected by 

6. The bonds are restricted to straight corporate 
debt issues only and specifically to high and medium in
vestment grade public utility and industrial bonds. Public 
utility bonds include those issued by the electric, gas, 
communications and water industries} industrial bonds in
clude those issued by corporations in the mining, manu
facturing, and wholesale and retail trade fields. 
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the fact that the nature of the call protection is inher

ently different in each casej i.e., while it is derived 

directly from the bond indenture in one instance, it accrues 

from the nominal interest rate in the other. 

Organization of the Study 

This study is divided into two broad sectionsi 

(l) a review of the discounted seasoned issue and the de

ferred call new issue; and (2) an analysis of the compara

tive call performance and investment return generated by 

the alternative investment media. Thus, the paper initial

ly establishes the basic rationale for using either type 

of issue as a means to maximize return and then it pro

ceeds to investigate which of the two issues provides su

perior investor performance. 

The initial phase commences with Chapter 2, which 

initiates the review of these investor alternatives by 

examining the yield characteristics of the discounted 

seasoned issue and the various investment approaches uti

lizing this type of bond instrument. The chapter, in ef

fect, provides an overview of the seasoned obligation in 

regard to the nature of its investment behavior and the 

position it occupies in the corporate bond market. How

ever, consideration first is given to the various deter

minants which affect corporate bond yields in general and 

thus, the overall level of investor returns. In Chapter 3» 



the emphasis shifts to a review of the deferred call new 

issue. The approach again is to present the issue relative 

to its basic yield characteristics and investment position. 

Commencing with a descriptive review of the various types 

of call features which have been included in rec.ent new bond 

issues* the subsequent discussion deals with both the theo

retical value of the call provision and the actual market 

behavior of this type of bond issue. 

Having provided a necessary perspective on the sub

ject, the study then evaluates the hypothesis. This portion 

of the paper begins with Chapter ^ which presents the method 

of analysis to be used in the research. Included herein are 

both the statistical model to be employed in the empirical 

research, as well as the criteria used in the selection of 

data. Basically, the method of analysis provides that the 

promised yield be measured as the offering yield of new 

issues and the normal yield-to-maturity of seasoned issues. 

Then, given call records and required reinvestment trans

actions, realized yield is determined by a simple varia

tion of the yield-to-maturity formula which allows the in

vestor to change his holdings and thus to realize more than 

one interest annuity over a given investment horizon. 

In Chapters 5 and 6, the findings are presented 

relative to the comparative performance of the seasoned 

versus deferred call new issues. The information provided 

pertains to call records and to both promised and realized 



investor returns. The comparative yields realized by the 

investors are generated on the assumptions that the sea

soned issue investor initiates reinvestment at the end of 

the new issue's deferment period and, alternatively, that 

he defers reinvestment until the seasoned issue matures. 

On the basis of these findings, Chapter ? presents the im

plications of the research in regard to the appropriate, 

behavior of investors who strive to maximize interest re

turn. Also, the significance of such factors as interest 

rates and industry categories are considered in light of 

their effects on the bond investment technique suggested 

in this study. Chapter 8 briefly summarizes the findings 

of earlier chapters and draws conclusions concerning the 

contributions of the study. In closing, it suggests the 

need and appropriate areas for further research. 



CHAPTER 2 

THE SEASONED ISSUE 

A seasoned issue is any bond which has been fully 

distributed and which is freely traded in the retail sector 

of the market. As a more practical means of describing a 

seasoned issue, it is common to distinguish between three 

categories! (1) a "new issue" currently being distributed} 

(2) a "recent issue" which, while no longer in syndicate, 

has a nominal rate similar though not necessarily equal to 

that on a new issue; and (3) a "seasoned issue" which has 

been outstanding for an undefined period and whose coupon, 

while it could be at the prevailing nominal rate, is nor

mally lower than current rates.1 

The discounted seasoned bond has, in fact, been 

the rule, rather than the exception, in the recent bond 

market. For while there have been periodic cyclical fluc

tuations, the long-term trend in interest rates has been 
2 

upward since the mid-19^0*8. This chapter reviews the 

1. Mortimer Kaplan, "Yields on Recently Issued 
Corporate Bondsi a New Index," Journal of Finance, 
Vol. XVII (March, 1962), pp. 82-557 

2. An Analytical Record of Yields and Yield 
Spreads (New Yorki Salomon Brothers & Hutzler, 1969)» 
p. 81. 

11 



"basic investment characteristics of the discounted seasoned 

issue. Its purpose is to provide an overview of the call 

risk protection and investment performance of the seasoned 

issue. This is to he achieved by noting the inherent char

acteristics of this type of bond, the nature of its invest

ment behavior, and the position it occupies in the bond mar

ket. However, in order to provide a necessary perspective 

for this and the subsequent chapter (dealing with the de- . 

ferred call new issue), a brief review is provided on the 

important intrinsic features and market forces which com

bine to determine the nature and extent of corporate bond 

yields, per se. 

Determinants of Corporate Bond Yields 

From a purely mathematical standpoint, it has long 

been shown that the interest return from a bond investment 

should properly be measured by its yield-to-maturityj i.e., 

the yield of a bond is that discount rate which equates the 

present value of the interest receipts over the life of the 

bond and the recovery of principal at maturity with the 

price of the bond. However, the diversity of the bond 

3. John Burr Williams, The Theory of Investment 
Value, in Elements of Investments, ed. by Hsui-Kwang Wu 
and Alan J. Zakon/ (NevT'Yorlci Holt, Rinehart and Winston, 
Inc., 1965)# PP» 1^7-1^8. This type of yield (as distin
guished from the current, undiscounted yield) will be the 
type used in the balance of the paper* 



market itself suggests that the interest return generated by 

an investor is far more than just the mathematical calcula

tion of various types of yields. For while it is true that 

such computations ultimately reflect the actual or expected 

yield of a particular issue, the return available to an in

vestor is more correctly perceived as being determined by 

such variables as the bond instrument, per se, the issuer 

of the obligation, and the economic forces which affect the 

general level of interest rates. 

Normally, it is held that the rate of interest 

earned on a debt obligation depends on the corresponding 

risks that the lender incurs. Along this line, it is gen

erally recognized that there are two basic types of risk 

which combine to affect the extent of an investor's returni 

(l) interest-rate risk, and (2) credit risk.** The former 

is manifest in the pure rate of interest charged as the 

cost of money on the most riskless type of obligation — 

e.g., a Treasury bond. The latter, on the other hand, is 

represented by an interest premium paid by the borrower 

above the corresponding pure rate in proportion to any 

credit risks assumed by the lender. Thus, while the yield 

4, Lawrence Fisher, "Determinants of Risk Premiums 
on Corporate Bonds," Journal of Political Economy, Vol, 67 
(June, 1959), pp. 217-223, 



available from any debt instrument is influenced by inter-

est-rate risk, that portion representing the risk premium 

accrues chiefly from credit risk.̂  Given that the pure 

rate of interest moves in response to various economic stim-

uli, the level of the interest premium charged for assum

ing any credit risk is customarily perceived as a relative 

measure interrelated to the pure level of interest. For, 

other things being equal, the higher the pure rate of in

terest, the higher the relative magnitude of the risk pre

mium. 

For the purpose of this paper, the movement in the 

general level of interest rates is taken as given, and no 

attempt is made herein to take up the question of the pure 

rate of interest. While due consideration will be given 

later to a variation in interest-rate risk, attention for 

the moment is centered on those variables which affect the 

intrinsic quality of the corporate bond issue itself and, 

thus, the level of the interest premium. 

5. Robert M. Soldofsky and Roger L. Miller, "Risk 
Premium Curves for Different Classes of Long-Term Securi-
ities, 1950-1966,Journal of Finance, Vol. XXIV (June, 
1969), pp. ^29-W. 

6. Stephen A. Axilrod and Ralph A. Young, "Inter
est Rates and Monetary Policy," Federal Reserve Bulletin, 
Vol. ^3 (September, 1962), pp. 1110-1137. 



Marketability and Risk of Default 

In regard to the size of the risk premium existing 

on various corporate bond issues, it has been widely sug

gested that such an interest increment is a function of ex

posure to default on one hand and the marketability of the 

issue on the other. Attempting to determine how lenders 

estimate the amount of risk to assign to a particular debt 

instrument, it has been shown through emperical study that 

both risk of default and marketability are critical in 

resolving the risk premium problem. With respect to risk 

of default, it has been found that both risk exposure and 

the size of the risk premium increase as the firm's earn

ings variability, debt-servicing ability, and debt/equity 

ratio deteriorate. Other things being equal, if the firm 

experiences a net deterioration in the above noted vari

ables, one could expect risk of default and, therefore, 

the size of the risk premium to increase. Similarily, with 

respect to marketability, defined as a function of the mar

ket value of the firm's publicly traded bonds, it was found 

that risk exposure and the risk premium also increase as 

7 marketability declines with a "thinner" issue.' 

The study clearly revealed that the size of the 

risk premium is, on balance, a function of an issue's risk 

7. Fisher, "Determinants of Risk Premiums,'' 
pp. 217-237, 



16 

of default and marketability. Other research efforts in the 

area of corporate bond behavior also have been able to draw 

analogous conclusions. In fact, it has been shown elsewhere 

that the same factors as noted above — earnings coverage 

and debt/equity ratio — are indeed important determinants 
Q 

of both default exposure and the size of the risk premium. 

In addition, it was revealed that both the size of the is

sue and the size of the obligor are significant determinants 

of bond performance to the extent that they represent the 

issue's marketability. However, it has been suggested that 

the consistent occurrence of a yield differential relative 

to size may occur, at least in part, from a liquidity pre

mium on larger issues rather than, as implied earlier, 

solely from a risk premium on smaller ones.^ 

8. W. Braddock Hickman, Corporate Bond Quality and 
Investor Experience (Princeton, N. J.t Princeton University 
Press, 1958)* The same condition is summarized ini W. 
Braddock Hickman, Corporate Bonds» Quality and Investment 
Performance, Occasional Paper 59 (New Yorki National Bureau 
of Economic Research, 195?)• While the present paper draws 
heavily on Hickman, two additional studies are worth men
tioning since they represent an outgrowth of Hickman's work 
and draw conclusions that are, for the most part, similar to 
hisi one is an updating of some of the data to 19651 
Thomas A. Atkinson and Elizabeth T. Simpson, Trends in Cor
porate Bond Quality (New Yorki National Bureau of Economic 
Research, 1967)1 the other concentrates exclusively on a 
"modified" measure of the effects of default on bond behav
ior! Harold G. Fraine and Robert H. Mills, "Effects of De
fault and Credit Deterioration on Yields of Corporate Bonds," 
Journal of Finance, Vol. XVI (September, 1961), pp. lj-23-
53IT. 

9. Hickman, Corporate Bond Quality, pp. 390-393 and 
7̂1-̂ 73. 
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While -there are a number of inherent characteristics 

which ultimately affect investors' return, at least one 

author-has been able to show that these factors are largely 

incorporated into an issue's agency rating. Given that the 

extent of credit risk is basically a function of an issue's 

intrinsic variables, the implication is that the nature of 

these variables, at least as they relate to default expo

sure, are widely and systematically reflected in the as

signed agency ratings. Although the agencies do not state 

this as their intent, research clearly indicates that de

fault and loss rates increase directly with a reduction in 
1 0 agency ratings. Equally important, it has also been 

shown that the yield spreads which actually exist in the 

market are very closely related to the various agency 

ratings. This is especially significant since these spreads, 

being subject to such factors as earnings coverage, size of 

issue, etc., are actually measures of intrinsic quality 

which are applied by the market participants themselves.11 

10. Ibid., pp. 12, 26 and 1^0-142. The same con
dition was also verified in» Thomas F. Pogue and Robert M. 
Soldofsky, "What's in a Bond Rating," Journal of Financial 
and Quantitative Analysis, Vol. IV (June, 19&91» pp. 201-227. 

11. Hickman, Corporate Bond Quality, pp. 278-281. 



Secondary Variables 

The aforementioned studies demonstrate that the 

magnitude of the prevailing risk premium is largely depend

ent upon the ability of the issuer to service its debt on 

one hand, and upon the ease with which the investor is able 

to dispose of his holdings when he so desires on the other. 

In addition to these, it has also been shown that there are 

at least three other variables which are of secondary im

portance in explaining overall bond yieldsi (l) industry 

classification; (2) term-to-maturity; and (3) the current 

stage of the business cycle. 

The first of these variables, the industry classi

fication into which an issue falls, is generally considered 

important to the extent that such categories tend to indi-

12 cate the inherent nature and character of operations. 

Consider, for example, the overall yield differentials that 

exist between comparably rated public utility and industrial 

bonds. Term-to-maturity, on the other hand, is felt to re

flect the increasing uncertainty of the time element, per 

se, as well as the risks and preferences inherent in the 

12. Ibid., pp. 12—13l and Avery B. Cohan, "Yields 
on New Underwritten Corporate Bonds, 1935-1958," Journal of 
Finance. Vol. XVII (December, 19&2), pp. 589-597» 
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prevailing term structure of interest rates.*3 And finally, 

it has been suggested that, ceteris paribus. the risk pre

mium is a function of the current stage of the "business 

cycle. For example, in an expansionary economy there may 

"be a tendency for investors to regard the bonds as improv

ing in quality to the extent that the optimistic attitudes 

would tend to exert an upward pressure on market prices.1^ 

In addition, the business cycle is an important variable 

because, as noted at the beginning of the discussion on 

bond yield determinants, the size of the risk premium is 

related to the prevailing pure rate of interest to the ex

tent that the higher the general level of interest rates, 

the higher the risk premium.15 

13. Ramon Johnson, "Term Structure of Corporate 
Bond Yields as a Function of Risk of Default," Journal of 
Finance, Vol. XXII (May, 1967), p. 329. An interesting 
variation of the effects of term-to-maturity on corporate 
bond yields is seen ini Frank C. Jen and James E. Wert, 
"Imputed Yields of a Sinking Fund Bond and the Term Struc
ture of Interest Rates," Journal of Finance. Vol. XXI 
(December, 1966), pp. 697-71^} and Frank C. Jen and James 
E. Wert, "The Effect of Sinking Fund Provisions on Cor
porate Bond Yields," Financial Analyst Journal. Vol. 23 
(March/April, 1967), pp. 125-131. 

14. Solodofsky and Miller, "Risk Premium Curves," 
p, Wj-; and Hickman, Corporate Bond Quality, pp. 24-25. 

15. Analytical Record of Yields, pp. 27-33» 
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For the most part, different industry classifica

tions, terms-to-maturity, and business cycle stages may be 

perceived as secondary market variables which show up as 

incremental yield spreads. These yield differentials, in 

turn, affect the basic risk premiums that accrue ultimately 

from the default risk and marketability inherent in the 

particular issues. 

Given that the diversity of overall or average bond 

yields revolves about the primary and secondary factors al

ready noted, there still remains the problem of the slight 

and frequently accountable deviations in market yields. 

Yet even here, excluding basic market imperfections, it 

has been found that a good part of these deviations can be 

explained either by the various types of call features 

which issues carry, or by the difference in nominal rates 

on new and seasoned issues. Both of these are the subject 

of this paper and detailed discussion is deferred to later. 

For now, attention is shifted to a variation of the inter

est-rate risk to which investors are always (potentially) 

exposed. 

Interest-Rate Risk 

Corporate bond selection is often characterized 

as a negative art aimed at assuring safety of principal 
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1 6 and interest.1 It should tie clear, however, that not only 

is bond yield a function of the issue's quality as pre

vailing at the time of purchase, but the realized yield gen

erated by the investment may also be subject to changes in 

principal value. That is, given that the investor attempts 

to evaluate the extent of credit risk to which he is ex

posed, and account for this in the risk premium, the pur

chase of any corporate bond entails interest-rate risk to 

the extent that the principal value of the bond at any time 

in its life is ultimately dependent upon the general level 

17 of interest rates and the shape of the yield curve. Of 

course, while this type of interest-rate risk always exists 

in the market, a necessary condition for realizing the 

16.  Benjamin Graham, David L, Dodd and Sidney 
Cottle, Security Analysis, *J-th ed. (New Yorki McGraw-Hill 
Book Co., 1962), "Chpts. 22-26, 

17» Detailed documentation as to the basic term 
structure of interest rates can be found in the following 
selected references: J. M. Culbertson, "The Term Structure 
of Interest Rates," Quarterly Review of Economics, Vol. LXXI 
(November, 1957) » pp. *1-85-517; David Meiselman, The Term 
Structure of Interest Rates (Englewood Cliffs, N. J.1 
Prentice-Hall, Inc., 1962) ; and Ruben Kessel, The Cyclical 
Behavior of the Term Structure of Interest Rates, Occasion
al Paper 91 (New Yorki National Bureau of Economic Re
search, 1965)* For discussion on corporate bond yield 
curves, see» David Durand, "A Quarterly Series of Corpo
rate Bond Yields, 1952-57» and Some Attendant Reserva
tions," Journal of Finance, Vol, XIII (September, 1958), 
pp. 3^8-356; and Johnson, "Bond Yields as a Function of 
Risk of Default," pp. 320-3^4. 



impact of this risk is that the "bond issue be liquidated 
1 8 

prior to its expiration date. 

As an illustration of the impact of interest-rate 

risk on the principal value of a bond, assume an undefined 

rating has been assigned to a hypothetical five per cent 

bond issue and that at all times, the yield-to-maturity of 

this issue is precisely defined by the yield curve pre

vailing for its risk class. Proceeding on the premise that 

a shift in market yield, for any given maturity, can result 

either from a shift in the pure rate of interest and/or from 

a change in the shape of the yield curve, Table I shows 

changes in the price of the bond that accrue from various 

changes in market yield. 

An examination of the data in the table reveals 

that, given any market yield spread, the longer the issue's 

years-to-maturity, the larger the change in bond prices 

necessary to affect the change in yield. Further, while 

it is seen that the same condition prevails regardless of 

the holding period, the length of the holding period, 

ceteris paribus, does have an effect on the size of the 

chahge in principal value. That is, since the discount or 

premium is constantly being "amortized" over the life of 

18. Robert M. Soldofsky, "Ex Ante and Ex Post 
Yields on Bonds 1 Concepts and Measurements," Mississippi 
Valley Journal of_ Bus-ine.as_and_ Ecnnomir.R. Vol. V (Spring, 
1970), pp. 1-10. 
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TABLE I 

EFFECTS OF CHANGES IN MARKET BOND YIELDS 
ON THE PRINCIPAL VALUE OF A 5% BOND 

Market Yields Two-Year Holding Period 
At Time Of 10 15 20 

Purchase i Sale yrs.-to-mat. yrs.-to-mat. yrs.-to-mat.a 

3# » 7% ($292.60) ($409.10) ($502.10) 
5% « 7% ( 120.90) ( 168.90) ( 202.90) 
5f° • 3% 141.30 210.40 276.60 
7% 1 3% 283»*K) 397.90 490.20 

Ten-Year Holding Period 
10 15 20 

yrs.-to-mat. yrs.-to-mat. yrs.-to-mat.a 

3# i 7% ($171.70)c ($323.40) ($441.30) 
5% i 7% b ( 83.20) ( 142.10) 
5f<> t 3% b 92.20 171.70 
7% i 3!% 142.10° 276.10 384.80 

a. Number of years-to-maturity at time of purchase. 

b. Since market yield equals nominal rate, the 
bond v/ould be bought at par and held to maturity; thus, also 
redeemed at par. 

c. While these bonds were redeemed at par, one 
was bought at a premium and the other at a discount. 



the "bond, the accumulated amortization from one year to an

other moves the bond closer to par value. As a result, as 

the holding period increases, this feature tends to reduce 

price changes that accrue from movements in market yields. 

Though it is not shown in Table I, it should also be noted 

that, other things being equal, the smaller the nominal 

rate on the issue, the larger the change in principal value 

that is necessary to effect a given change in market 

yield. That is, as a result of the mathematical computa

tions involved, this condition requires that any change in 

yield-to-maturity must rely more heavily on amortization of 

discount or premium. 

Exposure to interest-rate risk, vis-&.-vis, pre

servation of principal, clearly exists so long as there is 

a probability that market yields will move upward. The 

term-to-maturity, coupon and holding period variables in

dicate the extent of such exposure. In effect, while the 

price of a corporate bond at time of purchase reflects the 

pure rate of interest as well as the level of credit risk 

inherent in the issue, its principal value while outstand

ing, ceteris paribus, is also a function of the term struc

ture of interest rates. 

Investment Position of the Seasoned Issue 

Although it is true that most corporate bond buyers 

are interested primarily in the purchase of bonds with a 



minimum of investment risk, it is also widely recognized 

that an investor is often able to meet this constraint and 

at the same time, enhance his position through the purchase 

of a seasoned issue. For depending upon the investor's 

future expectations, the seasoned issue could be considered 

superior to a comparable new issue to the extent that cer

tain inherent characteristics of the former may be such as 

to provide both increased yield protection and improved 

investment performance.1̂  The critical features in eval

uating the subsequent investment behavior of the seasoned 

issue are the nominal rate of the bond and its price in the 

current market. Equally important to investors in most 

cases, however, is the implied requirement that the nominal 

rate be below the current rate of interest so that the bond 
P A 

is selling at a discount. Though such a condition re

presents an interest-rate risk to which prior bond holders 

have been exposed, it is also the basis of the incremental 

benefits which may accrue to subsequent buyers of the 

issue in question. 

19. Sidney Homer, Guides To Profitable Bond Selec
tion (New Yorkj Salomon Brothers & Hutzler, 1962)» pp'. 6-12 

20. Harry Sauvain, Investment Management, 3rd ed. 
(Englewood Cliffs, N. J.i Prentice-Hall, Inc., 1967), 
p. 2bz, 



Investment Techniques 

For the bond investor, the discounted seasoned issue 

normally offers the means either» (1) to achieve more fully 

the impact of improved market rates — where, in fact, the 

primary objective is that of generating capital gains, per 

se; or (2) to protect a promised yield-to-maturity against 

untimely call — in which case, the investor's objective 

is centered on maintaining or maximizing his interest re

turn. 

In the first instance, if bond rates are expected 

to fall appreciably, the price appreciation of the dis

counted issue may far outstrip that of comparable high 

coupon or new issues due to the fact that, even with the 

reduction in market rates, the discounted seasoned bond 

may still not be subject to call. As a result, the move

ment in its principal value would not be held back by its 

call price. In fact, the price movement of the seasoned 

issue would be uninhibited by the risk of call so long as 

the new market rate is equal to or greater than the bond's 

nominal rate. 

The price movement of the new issue, on the other 

hand, would be limited by its call-risk exposure to the 

extent that if the new market rate was sufficiently less 

than the bond's coupon, and if such a condition was fully 

reflected in the bond's new price level, the issue would, 

mathematically, be selling at a considerable premium 



above its call price. However, as the issue becomes subject 

to call, its price would, in fact, be held back as a result 

of its call exposure. Given this condition, the apprecia

tion in the principal value of such an issue would be less 

than that implied by the movement in market rates. 

In regard to the latter technique, it is generally 

recognized that if a bondholder takes a position in a new 

issue when interest rates are relatively high, he may not 

be able to obtain the favorable yield for the life of the 

bond. Rather, ceteris paribus, due to the issue's ex

posure to call, he will realize the high yield only for 

as long as the level of interest remains at or above the 

rates prevailing when the bond was purchased. An investor, 

however, may be able to protect his promised yield-to-

maturity against such untimely calls through the proper 

2l selection and use of discounted seasoned issues. Unlike 

the preceding technique, the movement in market rates in 

this case is important only to the extent that the investor 

is able to preserve the high initial yield over the dura

tion of his investment horizon. In effect, the bondholder 

strives to reduce or minimize his exposure to call such 

that his yield realized by holding the issue will be equal 

to the promised yield-to-maturity. 

21. Ibid. 
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The discounted seasoned issue provides such an op

portunity because its nominal rate is less than the coupon 

on similar new issues and thus, is less subject to call in 

the event of a subsequent fall in market rates. A necessary 

condition, and the basis of such protection, is the expecta

tion that market rates will remain above the nominal rate 

of the issue for the duration of its life span. For if mar

ket rates throughout any investor's horizon, are not ex

pected to fall below, say, four per cent, then, ceteris 

paribus. any seasoned issue with a coupon of approximately 

four per cent or less would not be expected to be called for 

refunding. As a result, though the seasoned issue would 

be selling at a discount, the investor*s initial yield-to-

maturity would be preserved, so long as his expectations 

were valid. 

As seen in both of the investment techniques dis

cussed above, the performance of the seasoned issue is 

largely dependent upon the call-risk protection it' provides. 

For in either case, the bondholder is able to improve his 

position with the seasoned issue merely by minimizing his 

exposure to call. Also, since both techniques are based 

on the expectation that the general level of interest -rates 

will fall, the investment significance of the protection 

against call which the seasoned issue provides is ulti

mately a function of the prevailing level of interest 

rates. That is, in periods of relatively low market rates, 



the incremental investment merits of the seasoned issue 

would probably be insignificant, since the chance that in

terest rates might fall would also be expected to be in

significant or remote. On the other hand, as the market 

rates move to relatively higher levels, so too would the 

expectation that they might subsequently fall and, as a 

result, the merits of the issue would tend to take on in

creased importance. 

Seasoned Issue Yields 

Thus far, the discussion has proceeded on the 

premise that the seasoned issue is a perfect substitute 

for a comparable new issue. As a result, it has been sug

gested that the seasoned issue offers the bondholder, 

under certain market conditions, the opportunity to improve 

his investment position. In fact, however, while the op

portunity for overall improvement may exist, the use of a 

seasoned issue often entails a sacrifice in initial yield-

to-maturity. For given similar industries, bond ratings 

and maturities, the yields on seasoned issues are subject 

to further fiructuations about the normal market rates — 

assuming that the yields on new issues represent the norm 

22 or prevailing cost of money for respective risk classes. 

22. Andrew F. Brimmer, "Credit Conditions and 
Price Determination in the Corporate Bond Market," Journal 
of Finance, Vol. XV (September, i960), p. 355* 



Table II presents an historical record of these yield 

spreads for double-A rated public utility bonds of compara

ble maturities. 

The table clearly illustrates that the seasoned 

issue, as a general rule, provides a lower promised yield 

than a comparable new issue. Further, it is seen that the 

extent of this differential return is dependent not only 

upon the nominal rate of the seasoned issue but, in line 

with earlier comments, also on the prevailing level of mar

ket rates. That is, while the size of the average yield 

spread becomes progressively larger as the coupon gets 

smaller, the relative magnitude of these spreads (for each 

respective coupon category) also becomes larger as the 

average yield on new issues moves to higher levels. Too, 

it should be clear that since the seasoned issue normally 

retails at a reduced yield, its price, in turn, would be at 

a relative premium, even though the bond is selling below 

par value. 

The implications of these yield spreads for both 

of the above noted investment techniques is relatively 

straight forward so long as the existence of such yield 

differentials is recognized. In effect, the fundamentals 

of each approach remain intact, and either technique still 

provides the means to increased realized return via the 

call-risk protection afforded by the seasoned issue. How

ever, the data presented in Table II clearly imply that the 
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TABLE II 

AVERAGE YIELD SPREADS OF Aa PUBLIC UTILITY BONDS 
(Yield Spreads, Stated in Basis Points, are 

Relative to New Issues) 

Seasoned Issue Coupons 
Yields on 

Year 
2 3/4-
2 7/8 

3 5/t 3 7/8 
4 1/8-
4 3/8 

4 5/8-
4 3/4 5~l/8 

5 7/8 
6 over 

Freely 
Callable 

New 
Issues 

1950 + 1 2.71# 
1951 -13 3.09 
1952 -12 3.19 
1953 -18 3.^9 
19 5^ - 5 3.03 
1955 - 9 3.22 
1956 -31 3.71 
1957 -6-1 -5^ -31 

+45 
4.6l 

1958 -34 -25 - 5 +18 +45 4.14 
1959 -36 -35 -32 -20 - 8 4.84 
I960 -44 -40 -35 -17 + 2 4.85 
1961 -25 -23 -20 - 4 +10 4.60 
1962 -11 -10 - 8 + 3 +25 ^.39 
1963 -10 - 9 - 6 + 4 +30 4.33 
1964 - 7 - 6 - 5 0 +18 4.46 
1965 -11 -10 - 8 - 3 +13 4.57 
1966 -50 -46 -45 -46 -42 5.63 
1967 -56 -49 -49 -45 -11 6.05 
1968 -6*f -65 -64 -64 -58 -31 6.79 

Sourcei An Analytical Record of Yields and Yield 
Spreads. (New-Yorki Salomon Brothers & 
Hutzler, 19^9)» pp. 20-26, 
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techniques must be tempered with the very real possibili

ties that the opportunities for improved investment per

formance may be reduced as a result of the existence of 

such yield spreads. 

It appears on the surface that the yield spreads 

between new and seasoned issues tend to accrue from the 

call-risk protection afforded by the seasoned issue. Evi

dence of this is drawn from the fact that the yield spreads 

tend to widen in periods of rising interest rates, which 

are times when investors normally seek to improve their call 

protection. This could imply that there is an imputed value 

attached to these issues, as accruing from their call-risk 

protection, to the extent that the price of the seasoned 

issue is bid up during these periods in order to obtain 

23 
the protection they provide. 

Another explanation of the incidence of these yield 

spreads revolves about the factor of marketability. That 

is, since large blocks of issues are commonly bought by 

institutions at time of distribution and held to maturity, 

the size of the secondary market is relatively small. As 

a result, the lack of volume is reflected in the quotations 
PL, 

of such seasoned issues. Note that this situation is 

23. 

24. 
pp. 81-109. 

Sauvain, Investment Management, pp. 242-243. 

Kaplan, "Yields on Recently Issued Bonds," 
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quite the opposite from the marketability feature inherent 

in a bond's risk premium! it will be recalled that this 

feature held that the thinner the market, the higher the 

risk premium and, thus, the higher the yield on the bond.2̂  

In this case, however, since the volume of seasoned issues 

is relatively small, the yield is instead reduced, not "by 

its lack of marketability, but by the lack of its availa

bility. Too, it has been argued that not only are the 

yields on new issues normally above those on seasoned is

sues, as reflected in the desire for a successful and prof

itable distribution by the underwriter; but they also are 

subject to more variability since they lack the "stickiness" 

of the seasoned bonds, which accrue from a reluctance on the 

part of the investors to liquidate their positions at a time 

when the bonds are selling at a discount. 

Summary 

The seasoned issue represents an investment device 

to which bondholders may turn in an attempt to improve the 

returns from the funds which they commit to the market. 

25,  Fisher, "Determinants of Risk Premiums," 
pp. 225-226. 

26. Brimmer, "Credit Conditions," pp. 353-3701 
see also 1 Sidney Homer and Richard I. Johanneson, Comments 
on Value (New Yorkt Salomon Brothers & Hutzler, December 1, 
1969). pp. 1-3. 



The opportunity for such improvement accrues from investor 

expectations regarding future market activity as taken in 

conjunction with selected features unique to the seasoned 

issue itself. Chapter 2 has provided an overview of the 

seasoned issue with respect to the nature of its investment 

behavior and the position it occupies in the bond market. 

However, in order to provide a necessary perspective, the 

discussion opened with a brief review of the important 

forces which affect the extent of bond yields actually 

available from an investment in corporate issues. 

In regard to the determinants of bond yields, it 

was shown that given the level of the pure, riskless rate 

of interest, corporates initially promise an incremental in

terest return in line with any corresponding credit risks 

believed to be assumed by the lender. While the overall in

vestment quality of the bond was seen to be important in 

evaluating the extent of such incremental returns, it was 

found that the quality perceived by the investor to be 

inherent in the issue is ultimately a function of two crit

ical factorsi (l) the default risk of the issue as repre

sented by its agency rating; and (2) the marketability of 

the issue. These factors tended to dominate the deter

minants of an issue's risk premium and thus, its prevailing 

level of promised yield-to-maturity. In addition, it was 

shown that industry classification, term-to-maturity, and 



the various stages of the business cycle are of secondary-

importance in explaining variations in yields. 

The effects of the yield curve were then examined 

in relation to the interest-rate risk to which investors 

are exposed. Having defined this type of risk relative to 

the preservation of principal value, it was found that the 

exposure to interest-rate risk exists so long as the inves

tor liquidates his position during a period of rising in

terest rates — the extent of such exposure being dependent 

upon the nominal rate of the issue, the length of the hold

ing period, and the bond's term-to-maturity. 

Having provided a necessary background, the dis

cussion shifted to a review of the investment position 

occupied by the seasoned issue. Basically, it was found 

that the seasoned issue provided the investor with the 

opportunity to improve his investment return as a result 

of the call protection it afforded. A necessary condition, 

however, was shown to be the expectation that market rates 

would drop. Given this, the seasoned issue could improve 

the investor's return so long as the nominal rate on the 

bond remained equal to or below the market level of interest 

rates. Thus, depending on the level of prevailing market 

rates and the extent of the expectations that they will 

subsequently fall, the merits of the seasoned issue were 

seen in its ability to enable an investor to realize an 



initial promised yield-to-maturity, as well as to capitalize 

more fully on the capital gains accruing from the -movements 

in interest rates. 

It was also noted, however, that the investment 

techniques utilizing seasoned issues are such that investors 

most often are able to obtain the benefits of these issues 

only at the expense of reduced promised yields. The exist

ence of yield spreads between comparable new and seasoned 

issues also showed a marked tendency to widen as the use of 

the latter became more desirable with higher market rates. 

The rationalization of these yield spreads, for the most 

part, was shown to result from a lack of available seasoned 

issues in the market place. This appeared to be the major 

factor even in light of the suggestion that the market may 

have assigned an imputed value to these issues as accruing 

from the call-risk protection which they provide. 



CHAPTER 3 

THE DEFERRED CALL NEW ISSUE 

When an investor "buys a particular corporate, non-

convertible new issue — an obligation in syndication which 

is currently being distributed — he customarily bases his 

decision upon the expectation that the issue will remain 

outstanding until maturity. The ability of the borrower 

to call the issue for refunding prior to maturity, however, 

poses possible reinvestment problems for the lender, as 

well as the potential for a dilution in interest return for 

the balance of his investment horizon. For except in the 

unlikely circumstances where yields are above the rate re

ceived on the issue being refunded, prepayment most often 

benefits the borrower at the expense of the lender.1 

The conditions of the call privilege are stipulated 

within the bond indenture itself. Basically, the call pro

vision includesi (l) a statement to the effect that the 

issue is, in fact, callable in whole or in part at the 

1. For a brief review of the details of the call 
feature, seet Willis J. Winn and Arleigh Hess, Jr. "The 
Value of the Call Privilege," Journal of Finance. Vol. XIV 
(May, 1959). pp. 182-195. 

37 
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option of the issuer; (2) the price the bondholder is to be 

paid at the time of redemption! (3) the earliest date that 

the issue can be called; and (4-) any other restrictions 
2 

which may be imposed upon redemption. 

Regarding the earliest date that the issue can be 

called, there are two basic types of call provisionsi some 

issues state that the call privilege can be exercized im

mediately after issuance —'" i.e., the freely callable issue; 

while with others, the call privilege is deferred most com

monly for a period of five and often ten years from the 

date of issue. And while some deferred call issues may be 

flatly non-callable for the duration of the deferment 

period, most confine the restriction specifically to re

funding with lower yielding issues. As to the price the 

investor is to be paid at redemption, the .indenture often 

stipulates one call price for sinking fund purposes (usu

ally at or near par value) and another, higher price, for 

refunding with obligations bearing a lower coupon. Cus

tomarily, the call premium applicable to refunding opera

tions is established at approximately one year's interest 

above the face value of the bond in the first callable year 

and then decreases in value each subsequent year, reaching 

zero prior to or at the maturity date of the bond. 

2. Arleigh Hess, Jr. and Willis J. Winn, The Value 
of the Call Privilege (Philadelphia, Pa.i University of 
Pennsylvania Press, 1962), p. 1. 

v 



As does the discounted seasoned bond, the deferred 

call feature of a new issue provides the investor with the 

opportunity to protect his promised yield-to-maturity 

against an undesired call for refunding at a lower coupon. 

That the deferred call new issue may be an attractive alter

native to the seasoned issue is, of course, dependent upon 

its relative call-risk protection and investment performance. 

Having previously given due consideration to the market 

position and investment approaches utilizing the seasoned 

issue, this chapter evaluates the deferred call new issue. 

The purpose herein is to provide a general review of the 

theoretical and empirical literature dealing with the call 

options on new issues so that the investment characteris

tics and market behavior of this type bond may be better 

understood. It proceeds on the basic premise that the 

nature of the call feature, per sef may be such as to 

affect the investment performance of the bond — vis-a-vis, 

whether an issue is freely callable or has a deferred call 

provision. In order to provide an overview of the subject, 

a review is initially provided of the types of call fea

tures which have been included in recent new bond issues, 

specifically as related to the earliest date of call for 

refunding purposes. ' 



40 

Review of the New Issue Deferred Call Feature 

Since only a very insignificant number of investment 

grade corporate obligations are issued on a non-callable 

basis, most bond investors, when evaluating the call-risk 

of an issue, are concerned primarily with just one of the 

basic provisions of the call featurei i.e., the earliest 

date of call. This seems to be the case even though an

other important provision of the feature, the call premium, 

is intended to serve as a form of compensation to the in

vestor for some of the costs and possible loss of income 

entailed in the reinvestment of funds should the refunding 

actually take place. That is, it has been shown repeat

edly that the size and character of the call premium is 

established more by custom than by its relationship to the 

costs or losses that may be realized by the investor. 

While a callable new issue may be either freely 

callable or callable only after a specified deferment 

period, it is the deferred call obligation which normally 

is most desirable to investors who are seeking some call-

risk protection. In order to provide a brief review of 

the deferred call new issue, attention is now directed 

to the history and intrinsic characteristics of this type 

3. Ibid., pp. 68, 73» 81-82; and Winn and Hess, 
"Value of Call Privileges," pp. 186-188. The call premium 
in the first year of call tends to be set quite consistently 
at or near the coupon rate regardless of the level of market 
yields. 
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TABLE III 

INCIDENCE CF DEFERRED CALL NEW ISSUES 
ACCORDING TO AGENCY RATINGSi 1956-1969 

(Numbers in Parentheses Refer to Issues with Call 
Deferments; Other Numbers Refer to Total Issues) 

Public Utility Bonds 

Year of 
Issue Aaa Aa A Baa Total 

1969 25 (25) 57 (42) 49 (44) 12 12) 143 133) 

1968 28 (26) 51 (34) 37 (18) 11 11) 127 89) 

196? 26 (23) 53 (38) 46 (25) 11 9) 136 95) 

1966 21 (17) 37 (20) 28 ( 6) 12 8) 98 51) 

1965 9 ( 7) 22 (12) 30 (10) 6 2) 67 31) 

1964 4 ( 4) 21 (10) 24 (10) 15 8) 64 32) 

1963 11 ( 8) 31 (11) 21 ( 4) 10 6) 73 29) 

1962 ( 9) 29 (14) 21 ( 6) 14 7) 78 36) 

1961 7 ( 4) 30 (15) 2? ( 8) 10 7) 74 34) 

I960 22 ( 9) 29 (12) 27 ( 8) 10 5) 88 34) 

1959 11 ( 3) 33 ( 6) 27 (11) 6 6) 77 26) 

1958 14 ( 5) 41 (  8)  30 (10) 15 8) 100 31) 

1957 17 ( 2) 40 (12) 42 (12) 10 5) 109 31) 

1956 11 ( 0) 26 ( 0) 23 ( 1) 3 1) 63 2) 

220(142) 500(244) 432(173) 145( 95) 1297 (654) 
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Table III, Continued 

Industrial Bonds 

Year of 
Issue Aaa Aa A Baa Total 

1969 1 ( 1) 5 ( 5) 9 ( 9) 5 ( 5) 20 ( 20) 

1968 3 ( 3) 5 ( 5) 11 (11) 5 ( 5) 24 ( 24) 

1967 4 ( 4) 13 (13) 30 (30) 15 (15) 62 ( 62) 

1966 3 ( 3) 4 ( 4) 8 ( 8) 2 ( 2) 17 ( 17) 

1965 -0- 1 ( 1) 6 ( 6) 10 (10) 17 ( 17) 

1964 -0- -0- 4 ( *0 -0- 4 ( 4) 

1963 1 ( 1) 4 ( 4) 6 ( 6) 2 ( 2) 13 ( 13) 

1962 -0- 3 ( 3) 9 ( 9) 3 ( 3) 15 ( 15) 

1961 1 ( 1) 8 ( 8) 10 ( 9) 5' ( 5) 24 ( 23) 

i960 -0- 3 ( 3) 7 ( 7) 3 ( 3) 13 ( 13) 

1959 -0- 2 ( 2) 2 ( 2) .1 ( l) 5 ( 5) 

1958 2 ( 1) 8 ( 8) 9 ( 9) 6 ( 6) 25 ( 24) 

1957 -0- 4 ( 4) 7 ( 7) 3 ( 3) 14 ( 14) 

1956 2 ( 0) 4 ( 2) 7 ( 2) 6 ( 2) 19 ( 6) 

1? (14) 64 (62) 125(119) 66 (62) 272 (257) 

Sourcei Arleigh Hess, Jr. and Willis J. Winn, The Value 
of the Call Privilege (Philadelphia, Pa.i 
University of Pennsylvania Press, 1962), Appen
dix B} and Moody's Bond Survey, (New Yorki 
Moody's Investors Service, Inc., Various Is
sues, 1956-1969). 
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of obligation. Table III presents a chronological summary 

of the frequency of new public utility and industrial ob

ligations issued with the deferred call feature. 

The data in Table III clearly suggests that the 

use of call deferments is a relatively recent phenomenon 

in the corporate bond market. This is not to say that the 

deferred call feature did not exist prior to the mid-fifties 

but, instead, that this feature simply was not widely used 

prior to this time. Verification of this condition is 

drawn from the fact that in the 25 year period preceeding 

1956, there were 565 public utility and industrial bonds 

rated Aaa through A sold publicly. Out of these issues, 

there were a total of five with call deferments of five 

years or longer (four were issued in the years 1931-1933 

and one was issued in 19^9)*^ In 195&, there were a total 

of 82 triple-A to triple-B rated public utility and indus

trial bonds issued, and eight of these carried deferred 

call features. From this time on, however, the period of 

1956-1969 is marked by continued and growing use of the 

deferred call provision. 

While it has been shown that the deferred call 

issue has come into prominence only in the last fourteen 

years, a closer examination of Table III further reveals 

4. Hess and Winn, Value of Call Privilege, 
pp. 32-^6. 
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that there was a marked difference in the frequency of use 

in the case of industrial bonds as opposed to public utility 

issues. For beginning in 1957» and with but two exceptions 

(once in 1958 and again in 19^1), industrial bonds were sold 

exclusively with deferred call features. During the same 

period, there was an obviously less vigorous, but relatively 

constant, growth in their use of public utilities. It re

mains to be seen whether or not the public utilities will 

eventually embrace the deferred call feature to the same ex

tent that industrials have. But it is widely accepted that 

the reason they did not do so, at least in the early stages 

of the period, was that various public utility regulatory 

agencies had expressed the opinion that the* call character

istics of an issue had relatively insignificant effects on 

offering yield. 

Public Utility Issues 

Table III indicates that in toto, the incidence of 

deferred call public utilities grew from about 30$ of the 

total issues offered in 1957 "to better than 90$ in 19^9. 

And although the data provide evidence that approximately 

the same growth rate is reflected in bonds as categorized 

according to the various agency ratings, it is seen that 

the triple-A-rated and Baa-rated issues quite consistently 

5. Ibid.. pp. 26-31. 



showed the highest tendency toward the deferred call fea

ture ; while A-rated "bonds continually exhibited the least 

tendency. Further, while not presented in the table, the 

length of the deferments on deferred call public utility 

issues was nearly always set at five years — in fact, of 

the 1297 bonds issued during the period, only 21 had longer 

deferments,^ 

Not unlike the call premium, the overwhelming prev

alence of five year deferment periods tends to suggest that 

the length of the deferred call feature is one decided upon 

by custom more than anything else. However, quite unlike 

the call premium and length of deferment, it is seen in 

Table IV that the incidence of public utility deferred call 

issues is closely related to prevailing market rates. This 

table reveals that, on the whole, the freely callable issue 

dominates up to a coupon of five and one half per cent and, 

after that, it is the deferred call bond which accounts for 

most of the issues. In effect, the percentage use of the 

deferred call feature increases directly with increasing 

market rates. Such a conditional relationship, however, 

should be anticipated to the extent that investors tend to 

regard more highly the call-risk protection afforded by 

6. Ibid., Appendix B; and Moody's Bond Survey, 
(New York 1 Moody's Investors Service, Inc., Various Issues 
1960-1969). 
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TABLE IV 

THE EFFECTS OF COUPON RATES ON CALL 
CHARACTERISTICS OF PUBLIC UTILITY ISSUESi 1956-1969 

Aaa Aa A Baa Total 
Coupon Free Dfd. Free Dfd. Free Dfd. Free Dfd. Free Dfd. 

2i - 3.^9 3 0 4 0 3 0 0 0 10 0 

H - 3.99 8 3 19 4 14 0 0 0 41 7 

4 - 4.49 22 15 59 23 33 12 4 0 118 50 

- 4.99 26 29* 87 61 89 52 22 30* 224 172 

5 - 5.^9 13 16 39 22 50 16 11 22 113 76 

5fr - 5.99 3 14 10 23* 20 11 6 7 39 55* 

6 - 6.49 1 20 10 25 13 12 5 5 29 62 

- 6.99 2 18 15 22 15 14 2 11 34 65 

7 - 7.^9 0 10 10 21 14 19* 0 7 24 57 

Ik - 7.99 . 0 4 3 14 7 5 0 3 10. 26 

8 - 8.49 0 11 0 18 1 12 0 2 1 ^3 

8^ - 8.99 0 1 0 2 0 11 0 4 0 18 

9 - 9.75 0 1 0 2 0 _£ 0 4 -21 

JZl 142 256 244 151 173 -jO iS 

Total 
Issues 220 500 432 145 1297 

^Coupon category in which the deferred call issue 
first became the dominant type. 



the deferred call issue as market rates increase and the 

expectation of a subsequent drop in rates also increases. 

Industrial Issues 

It will be recalled that the deferred call issue 

accounted for the total new volume of industrial issues in 

11 of the 14 years within the period under evaluation. 

That of the 272 industrial bonds issued during 1956-1969# 

only 15 were freely callable, and 13 of these came to the 

market in 1956. Obviously, with the possible exception of 

1956, the propensity of industrial obligors to issue bonds 

with deferred call features would appear to have little or 

no relationship to prevailing market rates. However, un

like the public utility issue, the length of deferments on 

deferred call industrial bonds does vary between five and 

ten years; and as shown in Table V, the extent of this 

variation tends to be related to prevailing market rates. 

Although it can be questioned as to why there was 

little attempt on the part .of issuers to establish call 

deferments other than five years or ten years, it is seen 

in Table V that the call features of industrial bonds are 

not completely insensitive to interest rates. For as the 

market rates move to higher levels, the frequency of ten 

year deferments increases proportionately. Note that up 

to a coupon of five and one half percent, the five year 

deferment was dominant; and as rates rose above this level, 
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TABLE V 

THE EFFECTS OF.COUPON RATE ON LENGTH OF 
DEFERMENTS OF DEFERRED CALL INDUSTRIAL ISSUESi 1956-1969 

(Five Years and Ten Years Refer to Number of 
Years that Call is Deferred) 

Aaa Aa A Baa Total 
5 10 5 10 5 10 5 10 5 10 

Coupon yrs. vrs. yrs . yrs. yrs. yrs. yrs :. yrs, . yrs . vrs. 

3# - 3.99 0 0 7 0 0 0 0 0 7 0 
4 - 4.49 1 0 10 3 19 1 2 0 32 4 
4§ - 4.99 2 0 13 2 29 6 9 2 53 10 
5 - 5.49 1 1 2 10 1 12 5 25 11 
5i - 5.99 1 2* 1 9 0 17* 0 5* 2 33* 
6 - 6.49 0 3 0 3 0 11 0 4 0 21 

- 6.99 0 2 0 4 0 14 0 8 0 28 
7 - 7.49 0 0 0 0 0 2 2 2 2 4 
71 - 7.99 0 1 0 4 0 6 0 1 0 12 
8 - 8.49 0 0 0 0 0 1 0 1 0 2 
8J - 8.99 0 0 0 0 0 0 0 1 0 1 
9 - 9.49 0 0 0 0 0 0 0 2 0 2 9 - 9.49 

I £ 21 IS M 51 U 121 12S 

Total Def. 
Issues 14 62 117a 56a 249a 

^Coupon category in which the ten year deferment 
first became the dominant type. 

aThese totals do not agree with those in Table III 
since they exclude eight issues with deferment periods of 
seven to eight years; they are not included since the in
cidence of these periods was felt to be insignificant( 
accounting for only three per cent of the total. 



this length of deferment virtually ceased to exist as the 

ten year period accounted for nearly all of the new indus

trial issues. Recall that it was also a coupon of five and 

one half per cent which acted as a cutoff in the case of 

freely callable versus deferred call public utility issues. 

To the extent that the longer the deferment period, the more 

call-risk protection provided, it is seen again that the in

creased use of the more attractive call feature, the ten 

year deferment period, increases at a time when call-risk 

protection normally takes on increased importance to bond 

investors. 

Theoretical Value of the Call Feature 

The call privilege works to the detriment of the 

investor if interest rates fall sufficiently so that the 

borrower is able to refund the issue at a profit and the 

lender, as a result, is obliged to invest in other bonds 

providing a lower yield. Consequently, the call privilege 

usually does not come free to the issuing corporation. 

Instead, if the parties to a bond issue are aware that the 

call provision has (or might have) a value, they would nor

mally be expected to estimate this value and bargain accord

ingly. In general, the call option has value to the issuer 

for several reasons; e.g., he may wish to remove restric

tions placed on him by the bond indenture, to extend the 

maturity of the debt, to decrease the amount of his 
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borrowing before the bonds mature, or, most important, to 

refinance the issue in the future if interest rates should 

fall. To the lender, however, the value accrues solely from 

the protection it affords against a loss of interest income 

resulting from a refunding operation, or conversely, as a 

means to assure that realized yield equals promised yield-

to-maturity. 

For theoretical purposes, the value of the call to 

the issuer is confined to that portion which arises from 

the possibility of saving interest charges by refunding at 

a lower rate. As a result, such a figure represents the 

minimum value to the borrower before giving due considera-

7 tion to other possible uses of the feature. Moreover, 

while both parties to the loan agreement have a financial 

stake in the redemption provision, the value of the call 

privilege to the lender is not necessarily the same as its 

value to the borrower. For even if the bondholder imme

diately re-lends his funds for a time equal to the un

expired term of the original issue at the new, lower in

terest rate, the costs to the borrower of refinancing, 

except for the call premium, are not income to the in

vestor, Thus, since the interest savings accruing from 

7. Jean A. Crockett, "A Technical Note on the 
Value of a Call Privilege," in Hess and Winn, Value of Call 
Privilege, p, 123 j and Gordon Pye, "The Value of a Call 
Option on a Bond," Journal of Political Economy, Vol. LXXIV 
(April, 1966), p, 200, 



refunding must be greater than the associated costs and 

since the call premium is-only part of the cost, the lend

er's loss in interest income would normally be expected to 

8 be greater than the net gains to the issuer. 

The Case of Certainty 

Basically, the cost or value of the call provision, 

whether established by the borrower or lender, is measured 

at the time of issuance by the difference in yield between 

what a company would have to pay if the bonds were non-

callable and what it has to pay with a (freely) callable 

feature. Under conditions that future interest rates are 

known with perfect certainty, the value of the call privi

lege to the borrower, which arises from the possibility of 

saving interest charges by refunding at a lower rate, is 

equal to the present value of future interest savings, less 

the present value of the cost of calling and refunding,^ 

Thus, if interest is paid once a year and the bond is called 

8, Hess and Winn, Value of Call Privilege, pp. 15-
16; for a discussion on adjusting values for after tax meas
ures, seei Crockett, "A Technical Note," pp. 130-131. 

9. Crockett, "A Technical Note," pp. 12*4—128. 

\ 
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at the end of the year (t),10 the value to the borrower, 

V(b), may be stated asi 
C+ + C*+ 

V(b) = 1000 (r0 - rt) Ft - — j 
(1 + rft)x 

wherei r0 = coupon on refunded bond, 
rt = coupon on new bond, 
Ct = call premium at the end of the 

till year, 
C'+ = cost of refinancing per bond at 

the end of the till year,11 
F^ = discount factor applicable to 

future annual interest savings* 
i.e., 

.1 + + 1 _ 1 
(1 + r0)t+1 •" (1 + rc)n W (1 + r0)n 

To the lender, the cost of the call privilege is 

equal to the present value of lost interest income, plus 

1 2 the present value of net reinvestment costs. Thus, given 

that the bondholder must accept the fact that the issue will 

10. It is assumed that the issuer refunds only once 
during the life of the original bond. 

11. The costs of refinancing — that is, under
writing costs, SEC fees, etc. — have been estimated at 
one to one and one half per cent of the face value of the 
new issue; see, for example« Hess and V/inn, Value of Call 
Privilege. p. 5» or Frank C. Jen and James E. Wert, "The 
Value of the Deferred Call Privilege," National Banking 
Review. Vol. 3 (March, 19^6), p. 3?1» 

12. Crockett, "A Technical Note," pp. 129-130. 

/ 



be called at the optimal time from the issuer's point of 

view, t in V(b), the cost to the lender, C(l) may be stated 

as i 

C(l) = 1000 <r0 - rt) Ft + °*. ~ °*)t , 

where« = cost of relending per bond at the 
end of the t~ year. 

Since the issuer could be expected to refund at time 

(t) when the net present value of V(b) is maximized, the 

value of the call privilege is directly dependent upon the 

corporate refunding process. Nevertheless, it can be seen 

that in the case of both the lender and the borrower, the 

yield on the (freely) callable bond would be greater than 

that on a comparable noncallable so long as V(b) and C(1) 

are greater than zero. That is, with the extent of such a 

yield spread being related to the magnitude of the respec

tive net present values, the borrower would be willing to 

pay a higher price for the privilege of being able to call 

the issue, and the lender would demand compensation for the 

subsequent loss in interest income. 

The Case of Uncertainty 

Given that the maximum yield differential accept

able to the issuer is established at the present value of 

the call privilege (otherwise the noncallable would be 

preferable), it is seen that this would fail to meet the 

minimum requirements of the lender since C(1) is always 



greater than V(b) by the quantity (C't + D-fc) / (1 + ro)^. 

Thus, a mutually agreeable price for the call privilege can 

be found onlyi (1) if the borrower pays more or the lender 

demands less than the privilege is worth to each respective 

partyj (2) if the interest rate rises after the date of call 

and the investor relends temporarily on a short-term basis 

so that, given the call premium, he is able to recommit 

funds to the long-term market in a way which at least allows 

him to breakevenor (3) if uncertainty exists as to the 

future pattern of interest rates such that the expectations 

of the borrower and the lender are not the same. 

The solution to the value of the call privilege un

der uncertainty is based on the same net present value 

premise as in the case of certainty. However, with tin-

certainty, the process of valuation is critically dependent 

upon the probabilistic estimates of future levels of inter

est rates over the whole life of the issue. Too, not only 

are the estimates of future rates, per se, important, but 

the respective probability distributions assigned are also 

pertinent to the extent that they affect the expected fu

ture cash flow.*** Thus, given the probabilistic estimates, 

13. Ibid.. p. 130. 

14. For various approaches to estimating future 
rates and their probabilities of occurrence, seei Crockett, 
"A Technical Note," pp. 131-133J Pyei "Call Option on a 
Bond," pp. 201-205. and James E. Walter, The Investment 
Process (Boston, Mass.» Harvard University Press, 1962), 
pp. 30^-311# 



and if the strategy of the borrower is to refund only if the 

interest rate falls by some fixed amount, a, such that 

rQ - a = r^ (the rate required to implement refunding) and 

a > + C*^., then the value of the call privilege to the 

borrower as accruing from a refxmding operation is given byi 

n - 1 n - 1 C+ + C1+ *" 
V(b)» = ^ 1000a PtFt - S Pt 77 h * 

1 1 (1 + rQ)* 

wherei Pt = the probability of r't occuring in 
year t, and is equal to P(l-P)''"**; 
with (1 —P) "t—1 representing the 
probability that refunding will 
fail to occur in the years pre
ceding t. 

For the lender, assuming he relends only once, the cost of 

the call privilege under uncertainty ist1̂  

n - 1 n - 1 C+ +. D+ 
C(1)« = s 1000a ptFt + ZS Pt •  X  X  '  X  /  .  v +  •  1 1 (1 + r0)t 

In effect, while net interest saved, net interest 

lost is still the basis of valuation, it is seen that the 

value or cost of the call privilege is derived from the 

yearly discounted expected value of the respective compo

nents, summed over the life of the issue. Although C(1)• 

is still greater than V(b) ' by the quantity (0*^ + D^.) / 

(1 + r0)'t, the value of the former need not be greater 

15» The formulae were derived fromi Crockett, 
"A Technical Note," pp. 131-133» 



than the latter so long as the respective future expecta

tions are not the same. 

Pricing the Call Feature 

It has been shown up to this point that the value 

of the call privilege can be computed, and that so long as 

it has a positive net present value, the yield on a (freely) 

callable bond should be greater than that on a comparable 

noncallable issue. More specifically, while the extent of 

such a yield differential is directly dependent upon the 

size of the value assigned to the call feature, the method 

of actually pricing the callable issue is one that involves 
1 6 

a discount from the face value of the debt obligation. 

Thus, if the coupon (r0) on comparable noncallable and 

(freely) callable issues is the same, the price of the 

former would be expected to be greater than the latter so 

long as the call feature has any significant value.1'' For 

example, assume that the prevailing nominal rate on a non-

callable issue is rn and that the par value of this issue 

is Pn, If the mutually acceptable value of the call pro

vision has been predetermined at V(C), then the coupon on 

the (freely) callable bond would be that yield-to-maturity 

which equates rn to Pn - V(C). Alternatively, if the price 

of the (freely) callable (pQ) were equal to pn, then the 

16. Walter, Investment Process, pp. 30^-311• 

17. Pye, "Call Option on a Bond," pp. 200-201. 
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coupon on the callable (rc), in line with the preceding 

comments, would be greater than rn. 

Since the value of the call privilege under con

ditions of uncertainty was previously shown to be directly 

related to interest rate expectations in the bond market, 

it should be clear from the respective formulae that if 

interest rates are high (low) relative to an accustomed 

range, and expected to fall with a fairly high (low) prob

ability, the privilege would probably have fairly signifi

cant (insignificant) value. In effect, the implication is 

that the yield spread between non-callable and (freely) 

callable bonds which may exist in the market at any par

ticular time is the function not only of anticipated future 

interest rates, as inferred in the net present value compu

tation, but is also the function of prevailing market 

rates — to the extent that the level of such rates normally 

affect the timing as well as the magnitude of the expecta

tions of a subsequent fall therein,1® Since the key factor 

is that the borrower has to be able to refimd the issue at 

a profit, if current or expected interest rates are such 

that there is little or no probability that the issuer can 

initiate such action, the corresponding call privilege is 

18, Ibid,, pp, 202-20^# 
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likely to have little or no value. Thus, even if p^pn, the 

condition may be such that rc=rn» 

The Deferred Call Feature 

In general, the preceding comments have been based 

on the premise that an issue may be either noncallable or 

callable. In fact, however, the latter category may be 

further divided into freely callable issues and those with 

deferred call options. For the most part, given the prob

ability distribution of interest rate expectations, a re

funding or call deferment may be expected to lower the value 

of the call privilege so long as the deferment provision 

reduces the savings in interest costs that can be realized 

by the borrower. That is, the value of the deferred call 

issue may be expected, depending upon the conditions in the 

market, to fall somewhere between the values of the (freely) 

callable bond and the noncallable obligation.1̂  Also, since 

the probability of call would be zero during the deferment 

period, and since the present value interest factor, given 

r0, declines as t moves farther into the future, the value 

of the deferred call privilege would vary directly, ceteris 

20 paribus, with the length of the deferment period. 

19• Hess and Winn, Value of Call Privilege. pp. 5-
71 and Crockett, "A Technical Note," pp. 133-139• 

20. Gordon Pye, "The Value of Call Deferment on a 
Bond 1 Some Empirical Results," Journal of Finance. Vol. 
XXII (December, 196 7 ) ,  pp. 623-633, 



59 

It is generally recognized that the value of the 

deferred call issue should be the same as the (freely) call

able bond unless the expectations of future interest rates 

are such that the bond could possibly be called within the 

period of deferment. For given that the deferred issue 

eventually becomes freely callable when the deferment period 

expires, the deferred call option should provide a yield 

greater than the noncallable bond but less than the freely 

callable only if and to the extent that the option postpones 

the refunding of the issue for a period equal to or greater 

than the length of the deferment period. More specifically, 

if interest rates are expected to drop to a level which 

would allow profitable refunding by the issuer within the 

period of deferment, the incremental yield should be based 

on the present value of the additional interest earned (or 

paid) for the balance of the period. On the other hand, if 

rates are expected to recover before the end of the defer

ment period and to decline again (after the period) such 

that refunding would be profitable, the yield differential 

should be based on the present value of the additional in

terest earned (or paid) during the intervening period.21 

21. Jen and Wert, "Deferred Call Privilege," 
PP. 370-372. 
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Market Behavior of the Deferred Call New Issue 

Because most corporate bonds do, in fact, have call 

features of one sort or another, empirical studies of the 

differential in yields between a noncallable and a callable 

bond are not possible. However, it is possible to examine 

the yield spread between newly issued corporates having an 

immediate call privilege and those of comparable quality 

having a deferred call feature. Centering attention on the 

deferred call new issue, it will be recalled that in order 

for the free call provision to have a value above the de

ferred call feature, interest rate expectations must be such 

that the former might be called during the deferment period. 

In addition, not only does the yield differential between 

comparable deferred and freely callable new issues tend to 

increase in times of high interest rates and tight money, 

but the incidence of deferred call features and the length 

of the deferment periods also tend to respond in a similar 

manner. 

The deferred call new issue may be employed by the 

investor as a means to protect his interest return; in this 

sense, the call-risk protection afforded by such an issue 

competes directly with that provided by the discounted 

seasoned issue. While the seasoned obligation was shown to 

have other investment uses, it should be clear that it is 

only within the area of maximizing interest return that the 



investor has a possible alternative means of achieving such 

an objective — vis-a-vis, the deferred call new issue. 

Observed Value of the Deferred Call Feature 

The initial study of the value of the call privilege 

was conducted over the period 1926 to 1959* and included 

1265 deferred and freely callable bonds rated triple-A 

through single-A,22 After extensive tabulation of the data, 

a major conclusion drawn from the research was that, with 

the exception of the second half of 1959» bond investors 

quite consistently failed to establish a perceptible value 

on the deferred call feature. Unlike the other 33 years 

studied, it was found that in the second half of 1959$ most 

issues with call or refunding deferments carried lower 

yields than freely callable bonds of the same rating and 

approximate date of issue.23 A possible explanation for 

the observed investor actions, and one suggested by the 

authors throughout the analysis, is that, for the most 

part, the period under evaluation was marked by relatively 

low interest rates to the extent that there was little de

sire on the part of investors to seek call-risk protection, 

22, Hess and Winn, Value of Call Privilege, 
pp, 32-82, 

23, Ibid. 

2h. For example, seei Ibid., p, ̂ 6, 



Too, as noted earlier in this chapter, there were very few 

issues publicly offered prior to 1956 with deferred call 

features; and, as it turns out, the study in question ac

tually ends just when such features were beginning to come 

into prominence. 

While the analysis of corporate issues, except in 

1959» failed to disclose any significant relationship be

tween the offering yields and the call features of cor

porate bonds, it was also shown that the opinions of major 

bond investors were such that they had long been aware of 

the effects of callability. In fact, when asked to esti

mate the impact on yield which might accrue to an issue 

with a call deferment, the general consensus was that such 

call features should reduce initial return from 5 "to J6 

basis points, depending upon the length of the deferment 

and the prevailing level of interest rates. The conclusion 

was drawn, therefore, that investors should have placed 

some value on the deferred call privilege during the entire 

period, even though the inducement for call-risk protection 

was not strong during these times of low interest rates. 

In general, the contention that investors did not 

place a value on the deferred call privilege from 1926 to 

mid-1959 can be accepted on the basis of the data provided. 

25. Ibid., Chapter III and pp. 32-82. 



However, that they theoretically should have paid for such 

a feature was subject to question. That is, proceeding on 

the premise that investors should value the deferred call 

provision only when they expect the interest rate to decline 

within the period of deferment, a subsequent study took the 

offering yields of deferred public utility issues sold over 

the period i960 to 196^ and analyzed them on a paired basis 

with comparable non-deferred (freely callable) bonds. The 

findings suggest that since the average yield differences 

tend to vary directly with the coupon (rising as nominal 

rates increase and approaching zero as they decline), in

vestors should not value the deferred call feature at all 

times. Instead, in line with the earlier theoretical dis

cussion, investors should value the feature only when the 

coupon is high relative to the expected interest rate with-
p  Z  

in the deferment period. 0 

As a result, rather than adhere to the position 

that the deferred call feature is always valuable, the in

formation provided over the four years ending 196^ suggests 

that it seems more appropriate to maintain that the value 

• of such a deferred provision is, in the final analysis, a 

function of the prevailing and expected level of interest 

26. Jen and Wert, "Deferred Call Privilege," 
pp. 369-378: the same condition was verified, through the 
use of linear multiple regression, int Pye, "Call Defer
ment on a Bond," pp. 621-626. 



rates. That the level of market rates affect the size of 

the yield differential is-inferred in Table III (page M), 

which shows the recent incidence of deferred call features! 

and more directly, from data through January, 19^9 on 

double-A rated public utility issues, which illustrates that 

the same relationship as noted in the study has prevailed 

since 196**-.^ 

Investment Performance of the Deferred Call Issue 

The comments thus far largely have been confined to 

the promised yields of comparable deferred and non-deferred 

bonds, and the conditions which account for the yield dif

ferences between them. Attention now, however, is centered 

on the effects of the call provision on the yield-to-matu

rity actually realized by the investor. The contention is 

that while the freely callable issue, tinder certain market 

conditions, may initially promise a higher yield-to-matu-

rity, the yield realized is dependent upon the subsequent 

investment behavior of the issue. Such behavior, in turn, 

is a function of the call-risk protection inherent in the 

bond — i.e., whether the obligation is freely callable or 

has a deferred call feature. Defining promised yield as 

27. An Analytical Record of Yields and Yield 
Spreads (New Yorki Salomon Brothers & Hutzler, 1969)", 
pp. 24-33. 
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the "callable yield" and realized as the "call-free yield"2®, 

an analysis of the respective yields of the ^3^ freely call

able public utility bonds offered from 1956 to 1964, re

vealed that freely callable bonds offered in periods when 

interest rates were high29 relative to their cyclical pat

tern had, as expected, higher callable yields than obliga

tions offered at other times. However, more importantly, 

in spite of high callable yields, it was shown that such 

bonds often had call-free yields only slightly higher than 

those generated from issues with lower coupons because many 

of the bonds with high nominal rates were refunded during 

periods of low interest rates.3° Therefore, assuming the 

bondholder reinvested in the refunding issue for the balance 

of the initial investment horizon, the higher the coupon, 

the more likely it is that the promised yield of the freely 

callable issue will be greater than the yield-to-maturity 

28. The analytical approach held that the call-free 
yield of a bond be defined as its callable yield so long as 
it was not redeemed by December 31» 1964. For bonds called 
before year-end 1964, the call-free yield was defined as 
that discount rate which equated the price of the bond with 
the sum of the present value of» (l) annual interest re
ceipts, at the original coupon, from the date of issue to 
date of redemption} (2) annual interest, receipts, at the 
refunding coupon adjusted for call premium, from redemption 
date to the original maturity date; and (3) return of call-
price principle at maturity. 

29. A "high" interest rate was defined as a coupon 
of five per cent or more. 

30. Frank C. Jen and James E. Wert, "The Effects 
of Call Risk on Corporate Bond Yields," Journal of Finance. 
Vol. XXII (December, 1967)1 pp. 637-651, 
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realized as there is a higher probability that the issue 

will subsequently be called when refunding becomes profit

able to the issuer. In the authors* words, ". . . the in

crease in the callable yields of high-coupon bonds is a 

'yield illusion' to the investors because the increase is 

largely offset by a corresponding increase in the call-risk 

31 
of these bonds." 

Using the same conceptual framework as above, but 

centering attention specifically on the effects of the de

ferred call provision on corporate bond yields (both prom

ised and realized), a sequel study to the preceding one 

found that because the deferment feature resulted in a con

siderably reduced number of calls, the call-free yields of 

deferred bonds issued in periods of high interest rates re

mained consistently higher than those issued in periods of 

moderate or low rates.- 2̂ As these findings are in direct 

contrast to those on freely callable bonds, the implications 

to the investor are that such deferred issues do offer the 

means to protect promised yield against untimely call. 

That is, the empirical evidence suggests that with such 

issues there is a much better likelihood that promised 

31, Ibid., p. 650. 

32, Prank C. Jen and James E. Wert, "The Deferred 
Call Provision and Corporate Bond Yields," Journal of Fi
nancial and Quantitative Analysis, Vol. 3 (June, 1968), 
pp. 157-161. The number of freely-callable issues refunded 
was 49, compared to 7 deferred call bonds over the same 
period. 
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yields will in fact materialize by maturity or, at least, 

that the* realized yield, under conditions of relatively high 

market rates, can be improved with the purchase of these 

instruments. 

In order to verify that deferred issues do offer the 

possibility for improved performance relative to freely 

callable bonds, a comparative analysis of their callable and 

call-free yield differentials was conducted. Again., of 

course, the callable yield differential tended to move di

rectly with the prevailing level of interest rates such that 

the higher the market rates, the larger the differential. 

However, in regard to differential call-free yields, it was 

found that while there was little or no difference between 

freely-callable and deferred call issues when interest rates 

were low to moderate, the average yield realized with freely 

callable bonds, in periods of high interest rates, was gen

erally lower and sometimes substantially lower than those on 

deferred call issues.^ The obvious reason for such im

proved behavior on behalf of the deferred obligation was its 

reduced exposure to call. Moreover, it was suggested that 

these issues could offer call protection beyond the defer

ment period to the extent that, given sufficiently high in

terest rates, they customarily have lower coupons than 

33» Ibid., pp. 161-165. 



comparable free call issues. Thus, although the theoretical 

and actual value of the call privilege depends on the pre

vailing and anticipated level of interest rates, the de

ferred call provision may be an attractive device for im

proving investor return so long as the inducement for 

call-risk protection exists. 

Summary 

The deferred call new issue is a type of debt obli

gation which prohibits calling or refunding for a specified 

number of years after a bond is offered to the public. As 

a result, the interest return generated from such an issue 

is fixed over the duration of the deferment period and, 

perhaps more important, the provision itself may provide 

the means to improving return even after the deferment pe

riod elapses and the issue becomes freely callable. The 

present chapter has evaluated this type of bond as an at

tractive alternative to the discounted seasoned issue for 

those investors who desire some degree of call-risk pro

tection in an attempt to maximize interest return. The 

discussion, revolving first about a brief history of the 

•instrument and then shifting to its theoretical value and 

market behavior, has shown clearly that the deferment fea

ture on a new issue may be very worthwhile to investors 

and certainly one to which they should always give due 

consideration. 
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Beginning with a chronological summary of the inci

dence of deferred call new issues, it was seen that the 

widespread use of the call deferment feature is a relatively 

recent phenomenon in the corporate bond market. Too, while 

the size of the call premium was shown to be established 

more by custom than by anything else, and while there is 

some evidence that the same can be said of the length of the 

deferment period, the incidence of public utility deferred 

issues was found to increase directly with increasing market 

rates — i.e., at times when the feature was most desirable 

to both issuer and lender. And although the industrial ob

ligor was seen to embrace the deferred feature with far more 

enthusiasm than the public utility issuer, it was also shown 

that the length of the deferment period on industrial bonds, 

unlike those on public utility issues, moved between five 

years and ten years in accordance with movements in market 

interest rates. Thus, as market rates moved to higher lev

els, the relative incidence of the more attractive ten year 

deferment periods increased accordingly. 

The value of the deferred call feature was then ex

amined. Theoretically, and from the investor's point of 

view, it was found that the (freely) callable issue should 

have a higher promised yield than a non-callable obligation 

so long as the present value of the sum of lost interest 

income and net reinvestment costs is greater than zero — 

the higher this present value, the higher the yield spread. 
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Since this value was shown to be directly related to the 

corporate refunding process and to prevailing and expected 

future interest rates, it was also noted that the size of 

the yield spread should be expected to move (from zero) in 

relation to the possibility that subsequent rates will drop 

sufficiently to induce refunding. That is, the higher the 

level of current interest rates, the higher the value of the 

call privilege. When the value of the freely callable fea

ture was compared to the deferred call provision, it was 

seen that the latter should carry a lower promised yield if 

the expectations of future interest rates are such that the 

bond could possibly be called within the period of defer

ment — in effect, this reduction in promised yield should 

be based on the present value of the additional interest 

earned as a result of the deferment feature. 

Looking at the market position of the issue, the 

investment behavior of the deferred call new issue was 

shown to follow that pattern suggested in the theoretical 

discussion. That is, the size of the promised yield spread 

between deferred and freely callable issues was shown to 

vary with prevailing (and anticipated) market rates. The 

higher the likelihood that the freely callable issue might 

be refunded during the deferment period of the former, the 

wider the spread between the two types of bonds. More im

portant, however, it was also shown that while the promised 
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yield on the deferred obligation was lower than that offered 

on the freely callable issue, the incidence of calls was 

considerably less with the deferred bond. Thus, the yields 

actually realized by holders of deferred issues was gener

ally higher than that obtained from freely callables when 

respective nominal rates were relatively high and call pro

tection was most desirable. 



CHAPTER I* 

METHOD OF ANALYSIS 

The preceding discussion has been devoted to an 

individual examination of the alternative investment media 

which offers the corporate bond investor the opportunity to 

obtain some degree of call-risk protection. Eriefly, it 

will be recalled that the position held up to this point 

is that both the deferred call new issue and the discounted 

seasoned issue offer the means to obtaining call protection 

and, in turn, to generating improved investment performance. 

It has also been shown, however, that the nature of such 

call protection is inherently different in each case 5 that 

is, while it is derived directly from the bond indenture in 

the case of the deferred call new issue, it accrues from the 

nominal interest rate in the case of the discounted seasoned 

issue. As a result, the implication is clear that the char

acter and extent of the respective investment performance 

generated from either alternative can be a function of the 

source of call protection. Previous works have evaluated 

either of the two media relative to freely callable obli

gations. The problem still remains, hov/ever, relative to 

which of the two alternatives offers the investor the su

perior investment performance. 

72 
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Given the call-risk protection afforded "by either 

type of "bond, the remainder of this study is devoted to a 

comparative analysis of the performance of the deferred call 

new issue versus the discounted seasoned issue. Specifi

cally, the empirical research attempts to resolve the pro

blem of whether one type of issue is superior to the other 

and, if so, which of the two media provides the better ap

proach and under what conditions. 

Proceeding on the notion that both the deferred call 

new issue and the discounted seasoned issue provide superior 

call-risk protection relative to the freely callable new 

issue, the position held herein is that the investor who 

seeks some call protection would eliminate the freely call

able new issue as a possible investment alternative1 and 

select between the remaining two types of issues. Thus, 

while previous research has been confined to comparative 

analyses of freely callable - deferred call new issues, the 

present effort is designed to extend the analysis to the 

discounted seasoned issue. Toward this end, the current 

1. In Chapter 7» due consideration will be given 
to the implications of this study relative to the invest
ment position of the freely callable new issue? until that 
time, however, the research proceeds on the premise that 
the findings from the two previous chapters have shown that 
this type of issue is inferior (with respect to call pro
tection) to both of the issues tinder evaluation. 



chapter presents the method of analysis used in the research 

and deals first with the model employed and then with a de-
. 2 

scription of the data used therein. 

The Model 

Under the inference that the investor "basically had 

the option to "buy either a new or a seasoned obligation, the 

procedure was to select a moderate to deep discounted sea

soned issue for each deferred call new issue distributed 

during the nine year period 1956-1964, Working in new 

issue - seasoned issue pairs, and attempting to determine 

which of the two media offered the better call-risk protec

tion and subsequent realized interest return, a comparative 

analysis was conducted on the respectivei (1) promised 

yield-to-maturity performance; (2) call records; and (3) 

realized yield-to-maturity performance; 

The basic assumption employed in the analysis was 

that the investor had an initial investment horizon as de

fined by the maturity date of the new issue. Given this 

horizon, the investor could purchase either a new or a sea

soned issue. If he chose the former, the holding period 

was singularly defined as to maturity. If, on the other 

2, The author wishes to thank Dr. Jean Draper of 
the College of Business and Public Administration, Univer
sity of Arizona, for her many helpful suggestions regarding 
the method of analysis and statistical procedures used in 
this paper. 



hand, he chose the latter, it was assumed that he would hold 

this obligation either until the deferment period on the new 

issue expired or, alternatively, until the seasoned issue 

matured. For the purpose of this study, however, the cri

tical period of evaluation was over the deferment period of 

the new issue. For while the alternative holding period 

provided insight relative to the effects on realized yield 

which accrue from extending the inevitable reinvestment 

date, it is during the refunding deferment period that the 

nature of the call-risk protection provided by either issue 

is inherently different. And, in line with the subject mat

ter of this research effort, it was this difference in the 

source of call-risk protection which was felt to be impor

tant in affecting the nature and extent of the investment 

performance provided by the alternative media. 

Given the holding periods of the seasoned issue, it 

was further assumed that the investor would switch, at zero 

transaction costs,^ from the seasoned to the new issue at 

the expiration of the holding period and maintain this po

sition until the new issue matured. The proceeds from the 

seasoned bond at the time of reinvestment were adjusted by 

a purchase factor — defined as the offering price of the 

3. Both at the time of initial purchase and at the 
time of reinvestment (regardless of the circumstances), it 
was assumed that brokerage commissions, taxes and accrued 
interest totaled to zero. 
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new issue divided "by the initial purchase price of the sea

soned — such that the amount committed to the new' issue 

equalled the current market price of the seasoned issue 

times the purchase factor. 

If an issue was called, it was held that the sea

soned issue investor would switch immediately from his 

called bond to the appropriately paired new issue for the 

balance of the investment horizon — the amount reinvested 
I 

equalling the call price of the seasoned bond times the pur

chase factor. The new issue holder of a called bond, on 

the other hand, was assumed to reinvest the total call pro

ceeds in the refunding issue**- for the balance of the invest

ment horizon. Liquidating his investment at the end of the 

horizon, the market value of the refunding issue at that 

time was defined as being equal to the par value plus the 

call premium of the refunded issue.^ 

4-. In case the issue was called for some reason 
other than refunding, a comparable new issue (of another 
company) was used as the refunding bond, and this bond 
subsequently assumed the role of the paired new issue. 

5, These assumptions were in line with previous 
empirical works on the value of the call privilege; see, 
for examplei Frank C. Jen and James E. Wert, "The Effect 
of Call Risk on Corporate Bond Yields," Journal of Finance. 
Vol, XXII (December, 19^7), pp. 637-651; and Frank C, Jen 
and James E, Wert, "The Deferred Call Provision and Corpor
ate Bond Yields," Journal of Financial and Quantitative 
Analysis. Vol. 3 (June, 19^8), pp. 157-169. 
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Relative to the actual conduct of the comparative 

analysis, the promised yield was defined as the familiar 

yield-to-maturity promised from a "bond investment at the 

time of purchase. It was computed as the offering yield 

of the new issues and the yield-to-maturity at time of pur

chase of seasoned issues. The computation was, of course, 

intended to measure the comparative returns initially ob

tained from the alternative types of "bond investments. The 

respective call records, on the other hand, were simply tab

ulated, according to the incidence of such prepayments, in 

order to determine the call-risk protection provided by the 

alternative media. As in previous studies,^ it was assummed 

that if the issue was not called by December 31» 19^9, it 

would not subsequently be called and, therefore, would re

main outstanding to maturity. This, of course, was a neces

sary condition since nearly all issues had maturity dates 

beyond the cutoff. 

Thus far, the comparative measures were relatively 

straightforward and offered no real problems. However, the 

condition changed somewhat in the comparative analysis of 

realized yield performance — i.e., the yield actually re

alized by the investor over the whole period of the invest

ment horizon, given call records as well as the required 

6. Ibid. 



reinvestment of funds at the end of seasoned issue holding 

periods. To "begin with, it was necessary to assume, as in 

the case of comparative call records, that any issue not 

called "by December 31» 1969 would remain outstanding until 

maturity."^ Furthermore, since realized yield equalled pro

mised yield only in the case of new issues which were not 

called, a yield-to-maturity measurement was required to de

termine realized yield for the seasoned issue option, as 

well as for any new or seasoned issues that were called. 

In regard to the seasoned issue, assuming that re

investment occurred only once during the investment horizon 

and at the end of either alternative holding period, the 

realized yield was given as the appropriate i in the follow-
O 

ing present value equationi 

+ R(n - fnl) + 

P = 1 + i (1 + i)2 (1 + i)frl (1 + i)n 

rS + • • • + rS 
(1 + i)n + 1 (1 + i)N + (n - [n)) - 1 

rS [l - (n - fnl )1 + fV_ 
(1 + i)N (1 + i)N 

7. Ibid* 

8. This equation, based on annual compounding, was 
adopted fromi Jen and Wert, "Effect of Call Risk on Bond 
Yields," pp. 637-642, 
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wherei P = the amount originally invested in the 
seasoned "bond (i.e., the offering price 
of the new issue), 

R = the interest income of the seasoned 
"bond, 9 

n = the holding period of the seasoned bond 
(i.e., being the period prior to the 
switch to the new issue, n equals either 
the deferment period of the new issue 
or alternatively, as measured from time 
of purchase, the remaining life of the 
seasoned issue), 

[nl = the greatest integer of n, 
r = the coupon rate of the new issue, 
S = the adjusted proceeds from the seasoned, 

issue which are reinvested in the new 
issue,!® 

N = the term to maturity of the new issue, 
f = the reinvestment factor,H 
V = maturity value of the new issue. 

• In effect, the equation is simply a variation of 

the normal yield-to-maturity formula and generates the re

alized yield of a bond by solving for that discount rate 

which equates the purchase price of the issue with the annu

al receipt of future interest income and the redemption 

9. R is computed as the nominal income of the issue 
plus or minus the incremental amount as given by the pur
chase factor. The purchase factor, used to equalize the 
amount of investment initially committed to the market, was 
previously defined as the offering price of the new issue 
divided by the purchase price of the seasoned issuej since 
the new issue is generally offered at a higher price than 
the prevailing market price of the discounted seasoned ob
ligation, the factor was nearly always greater than unity. 

10. S is computed asi £(price of seasoned issue at 
call date x purchase factor)/price of new issue at call 
date] x 1000. 

11. f is computed as» (price of seasoned issue at 
call date x purchase factor)/price of new issue at call 
date. 
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value of the investment. The variation, of course, accrues 

from the fact that there is more than one interest annuity 

to contend with, and that the redemption value does not 

necessarily equal the normal one thousand dollars. That is, 

so long as S does not equal the current market price of the 

new issue at time of reinvestment, the investor will buy 

more or less than one new bond, as given by the factor (f), 

and his redemption value, as a result, will be greater than 

or less than the new issue's par value as adjusted by the 

same factor (f). 

same equation as given above was used to determine realized 

yield, except that the variables were redefined. Again 

assuming that reinvestment occurred once within the invest

ment horizon, i.e., at the time the obligation was called, 

the variables in such instances were defined asi 

In the case of called new or seasoned issues, the 

n 

r 

P 

R 

f 

S 

the purchase price of the original (new 
or seasoned) issue, 
the interest income of the original issue, 
the period from the date of purchase of 
the original issue to the date of call, 
the coupon rate of the refunding issue, or 
of the appropriately paired new issue in 
the case of called seasoned issues; 
the call price of the original obligation 
in the case of the called new issue, or 
the call price times the purchase factor 
in the case of the called seasoned issue, 
the reinvestment factor; defined as unity 
in the case of the called new issue, or as 
originally defined in the case of the 
called seasoned issue, 
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V = the call price of the original obligation, 
adjusted for called seasoned issues, 

N. M = the definition as originally given. 

While the preceeding realized yield measures were 

based on the assumption of a single reinvestment date, it 

was also necessary to contend with the condition of two 

such reinvestment dates. That is, in a small number of 

cases, it was found that after the seasoned issue was re

placed with the new issue, the latter issue was subsequently 

called, and the investor was required to switch for a second 

time — from the refunded to the refunding issue. In order 

to cope with this condition, however, all that was required 

was that a third interest annuity be considered. This sim

ple adjustment was possible because, in all cases, the ini

tial seasoned issue holding period was measured in full 

year increments; i.e., as was found to be the usual prac

tice, the call deferments on new issues expired at the end 

of n full years from the date of offering. Under the con

dition of two investment switches, the realized yield was 

measured as the appropriate i in the expanded equationi 



+ ,,, + — -J. — + . • • 
1 + i (1 + i)n (1 + i)n + 1 -

rS + rS( (n + m) -Cnl) + cX 

(1 + i)tn) (1 + i)n + m (l + i)n + ™ + 1 

i cX cX 
(1 + i)n + m + 2 *" (i + i)N + ((n + m)-tn)) -1 

. cX fl - ((n + m)-fn3)!) . fV 
(1 + i)N (1 + i)N* 

The same notations were used above as used in the equation 

to measure the realized yield of seasoned issues, except 

that« 

m = period from initial reinvestment until the 
bond is called, 

Cri) = greatest integer of (n + m), 
c = coupon rate on the refunding issue, and 
X = amount of reinvestment to the refunding issue. 

The above formulae were used throughout the research, 

in one form or another, to generate all realized yields 

whenever such measures were different from their respective 

promised yields. Note, however, that when the return gen

erated by the investor under the condition that he hold the 

seasoned bond until its maturity was measured, only part of 

the data could be tested empirically. That is, since most 

of the maturity dates of the paired seasoned issues extended 

beyond the December 31» 1969 cutoff, it was necessary to 

limit the test sample to include only those pairs which 
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1 2 contained a seasoned "bond that matured by 1970 — which 

was about 11/2 of the population used to measure performance 

given reinvestment occurred at the end of the deferment 

period. All of these issues had maturity dates that fell 

between 1966 and 1970, and this inferred that the general 

level of interest rates had risen since the deferment period 

on the new issue expired. Therefore, in order to show the 

effects on realized yield by extending the seasoned issue 

holding period under different interest rate conditions, 

realized yields, using the same test data, were also pro

vided which assumed that the yield on the new issue at time 

of reinvestment approximated that existing when the defer

ment period expired — inferring that interest rates had 

leveled off.1̂  Using this technique, the effects on re

alized yield performance as accruing from an extension of 

the seasoned issue holding period were evaluated under al-
t 

ternative interest rate conditions. 

A further limitation on the extent of the analysis 

that could be performed was discovered in addition to the 

one noted above. For an examination of the movements in 

12. For those bonds that mature in 1970, it was 
assumed that the seasoned issue holder would switch to the 
new issue on December 31» 19^9; both the new and seasoned 
issue market quotes used in these cases were as of year-
end, 1969. 

13• Given that the seasoned issue would be at 
par value, the assumption was used in order to price the 
new issue. 
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interest rates throughout the period 1956-1969 revealed that 

they either increased or they declined slightly. Specifi

cally, the period showed a complete lack of markedly falling 

rates; a condition which is obviously important to the eval

uation of an issue's call-risk protection. In order to 

compensate for this, such an interest rate condition was 

simulated through the use of selected examples and hypo

thetical movements in market rates. Realized yield was 

computed as outlined earlier and the simulations were kept 

as near to reality as possible — vis-a-vis, promised yield 

spreads, the effects of call price on principle value, the 

profitable refunding operation by the obligor, etc. By 

necessity, these simulated results were the basis of an

alyzing the realized yield behavior of the new and seasoned 

issues given marked declines in market interest rates. 

The model presented above was employed to determine 

the promised yield, call performance and realized yield of 

the discounted seasoned issue as compared to that which was 

obtained from the deferred call new issue. And as noted, 

the results were generated on the assumption that both the 

new and the seasoned issue investors had predetermined 

holding periods. Through such a model, the hypothesis was 

tested that while both investors would be benefiting from 

the inherent call protection offered by either type of 

issue, the one who initially held the seasoned bond would 
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realize the superior investment performance. The main em

phasis of the research was directed at identifying the type 

of behavior generated by the alternative media as well as 

the conditions that surrounded such behavior. Toward this 

end, the test of the significance of the difference between 

two sample means was used to determine the statistical va

lidity of the major conclusions; specifically, either Stu

dents' (t) or the standard normal (Z) distribution was 

used, depending on the sample sizes. 

The Data 

The principal test period employed in the study was 

defined as the nine years from 195& to 196^. Although vari

ous market quotes and call data were gathered through to 

December 31, 1969, in order for a deferred call new issue to 

be included in the test, it had to be issued sometime be

tween 1956 and 196^, The rationale for such a period was 

drawn from the fact that since the analysis centered on the 

deferred call feature, the final test year had to be suffi

cient to allow the issuer to exercise the call. The only 

constraint, in fact, placed on the length of the deferment 

period was that the period end on or prior to December 31» 

1969. 

1^. See Appendix B for details on the statistical 
measures used in this research. 
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Data such as term to maturity, coupon rate, agency 

r-ating, industry category, etc. were obtained,^ and all 

public utility and industrial new issues offered in the test 

period meeting the following criteria were usedi 

1. publicly offered term issues of $15 million 
or more; 

2. a rating by Moody*s at the time of offering 
of Aaa, Aa, A or Baa; 

3. a call or refunding deferment period of 5 to 
10 years; 
a normal call premium of approximately one 
year's interest; and 

5. no warrant or conversion privileges. 

The above criteria were in line with previous empirical 

studies in all respects except for the minimum size of 

issues.1̂  The rationale for eliminating those obligations 

that were less than $15 million in size was that since these 

issues were subsequently paired with seasoned bonds, it was 

decided that this limitation would at least partially tend 

to counter the marketability factor of seasoned issues. 

That is, since the price and yield of a seasoned bond is 

customarily affected by a limited volume of available issues 

in the resale market, the larger bond issues were considered 

necessary in order to avoid abnormally thin markets. 

15. The source of data for Aaa-, Aa- and A-rated 
public utility issues offered in 1956-1959 wasi Arleigh 
Hess, Jr. and Willis J. Winn, The Value of the Call Privi
lege (Philadelphia, Pa.1 University of Pennsylvania Press, 
1962), Appendix Bj for all other issues, the source of data 
wasi Moody's Bond Survey. (New Yorki Moody's Investors 
Service, Inc., Various Issues 1956-196*0. 

16. These criteria were initially established in 
Hess and Winn, Value of Call Privilege. p. 32. 
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The new issue was selected first, and the seasoned 

issue then paired with it.- The latter was comparable to the 

new with respect to the industry classification, agency 

rating and size of issue criteria. In addition, the paired 

seasoned bonds were expected to possess the following 

featuresi 

1. he freely callable at the time of purchase} 
2. have a date of expiration 8 to 10 years 

shorter than the maturity of its paired new 
issue;1'' and 

3. have a coupon lower than its paired new issue. 

Because each new issue was paired with a seasoned 

obligation, it was necessary to define the coupon differ

ential required on the discounted seasoned issue. Toward 

this end, since such differentials are generally regarded 

as a relative matter depending upon the nominal rate of the 

paired new issue, it was found useful to categorize the new 

1 ft 
issue coupon as high, moderate or low. The minimum cou

pon differential required on paired seasoned issues was 

then defined relative to the coupon categories of their new 

17. Note that with some of the longer new issues as 
well as with some of the lower grade obligations, it was 
necessary because of a lack of usable issues, to deviate 
slightly from this characteristic. Nonetheless, given that 
the period under evaluation could be characterized as a rel
atively normal period, the effects on promised and realized 
yield as accruing from a maturity difference of ten years 
were considered insignificant; for verification, seet An 
Analytical Record of Yields and Yield Spreads. (New Yorki 
Salomon Brothers & Hutzler, 1969) pp« 11-13* 

18. This catagorization was similar to that used 
by» Jen and Wert, "The Deferred Call Provision," p. 159» 
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issue counterparts. Specifically, the discounted seasoned 

issue carried a coupon lower than its paired new issue as 

follows! 

Coupon Coupon on Coupon Differential 
Category New Issue on Seasoned Issue 

High 5% or more 17? or more 
Moderate 4.01$-4.99# or more 
Low or less tf° or more 

It was felt that by defining the spread in nominal rates as 

a minimum required amount there would be enough room to 

allow the size of the discount to vary and, therefore, to 

obtain insight into the effects of deepness of discount on 

the performance of the seasoned issue. 

Unlike the new issue, the selection of the seasoned 

19 bond was based on a random sample with replacement. 7 The 

sampling technique followed the premise that while an issue 

could be selected in more than one year, it could not be 

selected more than once in the same year. Using the appro-

?n priate Moody's manuals, u dated the year the new issues were 

19. Since all issues were considered comparable 
from a portfolio management point of view, and since a sea
soned issue could be a moderately discounted bond in one 
year and a deep discounted obligation in another, sampling 
with replacement was not felt to hinder the results in any 
way; the Table of Uniform Random Numbers was used fromi 
Jerome Bracken and Charles Christenson, Tables for Use in 
Analyzing Business Decisions (Homewood, 111.i Richard D. 
Irwin, Inc., 1965)» pp. 284-285. 

20. Moody's Public Utility Manual (New Yorki 
Moody's Investors Service, Inc., 1956-1964); and Moody's 
Industrial Manual (New Yorki Moody's Investors Service, 
Inc., 1956-1964). V 
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offered, the seasoned issues were selected by using a Table 

of Uniform Random Numbers, For each seasoned-new-issue pair 

selected, published market quotes2* were obtained, as re

quired, for both issues such that they were always compa

rably dated within a two week period. 

In summary, the assumptions, definitions and method 

of analysis presented in this chapter are in line, for the 

most part, with previous empirical work dealing with the 

call privileges that appear on corporate issues. This model 

will be utilized in the following two chapters to test the 

hypothesis that the discounted seasoned issue offers su

perior investment performance relative to that provided by 

the deferred call new issue. Using the model and recog

nizing both the complexity inherent in the bond market as 

well as the existence of various economic forces therein, 

the study, in effect, takes these as given and proceeds on 

the premise that a public utility (or industrial) deferred 

call new issue is as good and safe as a comparably rated 

public utility (or industrial) seasoned issue — this, of 

course, is in all respects other than call-risk, 

21. The sources of market quotes weret Moody's 
Bond Survey; Foody's Bond Record; Standard & Poor's Bond 
Guide: and Commercial and~Financial Chronical, 

\ 



CHAPTER 5 

COMPARATIVE PERFORMANCE OF THE DISCOUNTED SEASONED 
ISSUE - DEFERRED CALL NEW ISSUE 

Chapters 2 and 3 of this study have demonstrated 

that both the seasoned and the deferred call new issues can 

be useful in situations where some call-risk protection is 

desired on the part of the corporate bond investor. The 

present chapter is designed to determine empirically which 

of the two alternatives offers the investor the superior 

investment performance. 

In order that the results of the empirical research 

may be put into their proper perspective, a brief review is 

now provided of the basic characteristics of the data actu

ally used to generate the findings. To begin with, each of 

the 372 deferred call new issues offered between 1956 and 

1964 was considered a possible candidate for the sample. 

It became necessary, however, to discard a number of these 

issues because they failed to meet previously established 

selection criteria. Thus, 13 issues were dropped from con

sideration either because of unusual call features or be

cause their call deferment periods extended beyond December 

31, 1969. In addition, another 61 issues were eliminated 

90 
\ 
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TABLE VI 

DEFERRED CALL NEW ISSUE-- DISCOUNTED SEASONED ISSUE PAIRS 
BY AGENCY RATING AND INDUSTRY CATEGORY 
(Public Utility and Industrial Issues) 

Aaa Aa A Baa Total 
Year P.U . I. P.U. I. P.U. I. P.U. 1. P.U. I. 

1964 4 0 9 0 9 if 5 0 27 4 

1963 8 1 10 4 3 6 . 2 1 23 12 

1962 9 0 12 3 3 7 3 1 27 11 

1961 3 1 15 6 6 9 3 3 27 19 

I960 8 0 11 3 5 5 2 1 26 9 

1959 3 0 4 2 9 2 3 1 19 5 

1958 5 1 8 7 9 6 2 4 24 18 

1957 2 0 11 4 8 3 3 1 24 8 

1956 JL 
42 

0 
_1 

0 
80 

2 
21 

1 
51 

1 
52 

1 
IS 

_2 
14 

2 
199 

_JL 
_2i 
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since they were less than $15 million in size.1 From the 

remaining issues, Table VI provides the number that were 

2 finally used in the research. Of course, for each de

ferred call new issue selected, a comparable seasoned issue 

was paired with it. 

While it was not necessary to stratify the sample 

artificially, every reasonable effort was made to keep the 

sizes of any sub-samples as large as possible. As seen in 

Table VI, the occurrence of small sample sizes was confined 

to the industrial Aaa- and Baa-rated obligations and to the 

public utility Baa-rated issues. Even in these three cases, 

however, the data were still considered appropriate for em

pirical purposes since little could be done to change the 

sizes of the categories. That is, the three industrial 

Aaa-rated issues represented all of the deferred call ob

ligations of this risk class that were offered during the 

period. And while it was necessary to exclude eight issues 

from the industrial Baa category because they were not of 

sufficient size, the 1^ remaining issues include every 

1. Regarding the 13 issues that were dropped due to 
unusual call features, seven were public utility and six 
were industrial bonds; of the 6l issues eliminated because 
of size, 41 were public utilities and 20 were industrials. 

2. Detailed information relative to each of the 
new and seasoned issues that were used in the sample may 
be found in Appendix C. 

\ 
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allowable deferred call "bond of $15 million or more# In re

gard to the public utility Baa-rated issues, although there 

were 32 bonds of this risk class offered during the period 

which met all criteria, it became necessary to remove eight 

of these obligations-^ due to a lack of usable seasoned 

issues.^ 

Given the numerical distribution of the seasoned-

deferred call new issue pairs, Table VII provides the dis

tribution of these obligations according to their nominal 

rates. As expected, there is a marked difference in the 

coupons of the new versus the seasoned issues. Tables A-l 

and A-2 in Appendix A provide a detailed distribution of 

these rates. Presenting the new and seasoned issue coupons 

according to the obligations' respective agency ratings, it 

was found that the distributions of nominal rates were quite 

similar for each of the four rating categories. And while 

the average coupons increased, as they should, with suc

cessively lower agency ratings, the data showed no other 

tendency to vary from a distribution pattern similar to that 

noted in Table VII, 

3. These eight bonds account for the balance of 
the removed issues. 

1J-. As is customary in the public utility bond area, 
issues rated Baa (or below; account for a very small per
centage of total outstanding obligations. 

\ 

\ 
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TABLE VII 

COUPON RATES ON NEW AND SEASONED ISSUES 
(1956 - 19&0 

Public Utilities Industrials Total 
Coupons New Seasoned New Seasoned New Seasoi 

5 5/8-3/4 2 0 0 0 2 0 

5 3/8-1/2 3 0 2 0 5 0 

5 1/8-1/4 8 0 5 0 13 0 

4 7/8-5 38 0 12 0 50 0 

4- 5/8-3/4 61 0 19 0 80 0 

4 3/8-1/2 66 1 34 0 100 1 

4 1/8-1/4 12 4 10 2 22 6 

3 7/8-4 7 12 6 7 13 19 

3 5/8-3/4 2 25 3 10 5 35 

3 3/8-1/2 0 42 0 24 0 66 

3 1/8-1/4 0 63 0 22 0 85 

2 7/8-3 0 35 0 13 0 48 

2 5/8-3/4 _JI -12 0 -12 Q. -10 

199 199 91 -2L 290 290 

\ 
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. More important! however, than the variation in cou

pon rates, per se, are the coupon differentials that result 

from these variances when the nev/ and seasoned issues are 

put on their paired basis. Y/ith the new issue rate always 

being greater than the seasoned, the distribution of the 

differentials for these 290 pairs is seen in Table VIII, 

As brought out in this table, there is a tendency for the 

size of the coupon spread to move with the nominal rates 

appearing on new issues — i.e., since the differential is 

synonymous with deepness of discount, the higher the new 

issue nominal rate, the deeper the discount. This, of 

course, is not out of the ordinary, for deepness of dis

count normally is a relative matter. 

In addition, when the coupon differentials were 

related to the various agency ratings, it was found that 

the coupon spreads followed an overall pattern and dis

tribution that was similar in each of the four categories. 

This is shown in Table A-3» Appendix A. Of course, there 

was a tendency for the spreads to widen with lower ratings, 

but since lower ratings normally result in higher new issue 

coupons, this condition only verifies the relationship noted 

in Table VIII. 

The data described above represent the initial in

put to the model? the findings of the research are pre

sented in the balance of this chapter. A comparative 

analysis of promised yield-t<>-maturity is first presented, 
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TABLE VIII 

SEASONED-NEW ISSUE COUPON DIFFERENTIALS 
(1956 - 6k 1 Numbers in Parentheses Refer to Industrial 

Issuesj All Others to Public Utility Issues) 

Seasoned-New Issue Coupon Differentials 
(in -percentage points) 

New 
Issue 
Nominal 
Rates (%) 

1/4-
1/2 

5/8-
1 

1 1/8-
1 1/2 

1 5/8-
2 

2 1/8-
2 1/2 

Average 
Coupon 
Differ
entials 

5 or more 1 10(3) 13(6) 10(4) 1.78(1.85) 

4 5/8-
4 7/8 3(1) 10(3) 38(11) 24(7) 3(3) 1.40(1.48) 

4 1/8-
4 1/2 4(3) 31(13) 35(20) 8(8) 1.12(1.19) 

4 or less 1(2) 6(6) 2(1) .88( .78) 

followed by a review of the call protection provided by the 

alternative media. Then, using the previously proposed in

vestment model, the comparative yield-to-maturity perform

ance actually realized by the investor is shown under the 

assumption that reinvestment occurs at the end of the new 

issue's call deferment period.5 

5. Subsidiary tables are utilized in this chapter 
to present findings regarding support or explanatory dataj 
however, with one exception, no statistical measure of pre
cision is applied. For while the Chi Square was initially 
considered as the most likely measure, it was felt that such 
a statistic would be unadaptable to the data because of both 
the wide variation in the cell sizes as well as the danger 
of possibly destroying the utility of the findings in at
tempting to manipulate or adopt them to statistical measure. 

\ 
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Promised Yield Performance 

The promised yield of a corporate debt issue refers 

to the yield-to-maturity initially obtained by an investor 

at the time a bond is purchased. Given the purchase price 

and nominal rate of the issue, it assumes that the obliga

tion will remain outstanding until -its expiration date and 

that the investor will hold the issue until such time. 

This section of the chapter is concerned with a comparative 

analysis of the promised yield performance of the discounted 

seasoned issue versus the deferred call new issue. As it 

was previously noted that the new issue generally promises 

the higher return, it is anticipated that the data presented 

in this section will concur with this relationship. 

Yields-to-maturity were individually computed for 

each new and seasoned issue. Separating the public utility 

and* industrial bonds, the respective new and seasoned yields 

then were averaged according to agency rating and the year 

in which the new issue was offered. These findings, as they 

apply to the public utility sector, are presented in Table 

IX; the data therein represent the comparative promised 

yields as generated by the respective types of issues. In 

addition, Table X provides a distribution of the public 

utility promised yield spreads for each of the pairs in

cluded within the sample. As indicated in both of the ta

bles, there is a marked tendency for the new issue to offer 

returns that are normally greater than those which can be 



obtained from their seasoned counterpart. These data, how

ever, do not seem to present findings which are out of line • 

with the discussion provided in Chapter 2; for there it was 

noted that this condition should normally be expected to 

prevail.^ 

While the data presented for the nine years in ques

tion did reveal instances where the seasoned return was su

perior, it was found in "better than two thirds of the cases 

that the (reverse) anticipated relationship was the one 

which held true. Moreover, Table X indicates that even 

where the seasoned investor was able to obtain a promised 

yield greater than the new issue alternative, the size of 

these yield spreads was, on the average, less than one half 
n 

that obtained from the normal relationship. In effect, 

the data suggest that a new issue promised yield in excess 

of that generated from the seasoned counterpart is not only 

a more common experience but also one which occurs with 

considerably greater magnitude. 

Looking at the overall average rates, the data in 

Table IX reveal that the promised yield spread tends to 

6. Cf. Supra, pp. 29-33. 

7. Note also in Table X (and Table XII) that as the 
agency rating declines, the difference between the positive 
and negative yield spreads widens — this, of course, is in 
line with the larger" promised yield differentials which are 
associated with lower ratings. 
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TABLE IX 

COMPARATIVE AVERAGE PROMISED YIELDS 
OF PUBLIC UTILITY ISSUES 

Aaa Aa A Baa Total 
Year New Seas. New Seas* New Seas. New Seas. New Seas* 

1964 4,46 4,44 

00 -3
" 

•
 

-=J
-

4,52 4,55 4.51 4,80 4,53 4.56 4.51 

1963 4,31 4,38 4,36 4,38 4,40 4.45 4,82 4.46 4,39 4,39 

1962 4,35 4,39 4.32 4,38-4.50 4.55 4.91 4.53 4,41 4,47 

1961 4,51 4,44 4.53 4,48 4.66 4,75 4.Q4 4.49 4,6o 4,54 

i960 4.76 4,57 4.70 4.6o 4.89 4,75 5.36 4.84 4,81 4,64 

1959 4,6l 4,4 0 4,64 4.52 4.87 4,60 5.05 4.97 4,81 4,61 

1958 4,04 3.91 4,05 3,88 4,36 4,01 5,20 4,26 4,26 3.97 

1957 4.74 4,18 4,77 4,28 4,77 4,15 5.19 4,42 4,82 4,25 

1956 - - - - 4,70 3.55 4,50 3.90 4,60 3.72 

Avg, 4.44 4,37 4.49 4,39 4.64 4,42 4.98 4. 54 4.58 4.4l 
t/Z (1. 24) (2. 08)** (3. 33)* (4,07)* (5. 14)* 

Avg. Yld. 
Spread 
f "ha el c 
pts.) £2. ^ -17 

^Difference is significant at the .01 level, 

•^Difference is significant at the ,05 level, 
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TABLE X 

DISTRIBUTION OF PUBLIC UTILITY 
PROMISED YIELD SPREADS 

Promised Yld Spr*dsa 
(in "basis points) Aaa Aa A Baa Total 

-51 or Wore 1 8 8 10 27 

-26 to -50. 10 10 12 8 >0 

-11 to -25 2 13 7 3 25 

0 to -10 13 16 12 1 42 

+1 to +10 9 17 7 1 3** 

+11 to +25 7 14 3 1 25 

+26 to +50 • _2 _4 - - 6 

Total 42 80 & 24 199 

Avar. Yld Spr'ds 

Negative (-) -18.9 -23.6 -33.9 -49.9 -30.0 

Positive (+) +11.5 +12.3 +16.0 +16.5 +13.1 

a. Promised yield spreads with minus signs ("Nega
tive Spreads") indicate new issue promised yields greater 
than the paired seasoned issue; yield spreads with positive 
signs ("Positive Spreads") indicate seasoned issue promised 
yields greater than the paired new issue. 
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widen as the agency rating declines. The explanation for 

this can be derived directly from the data? i.e., the size 

of the yield spread tends to move with the level of new is-

8 
sue nominal rates. For as the agency rating declines, the 

average new issue interest rate level increases and given 

this, the average promised yield spread also increases. The 

implication here, of course, is that the promised yield 

spread is a relative matter. That is, as brought out in 

9 
Table II and its accompanying comments, the extent of the 

differential return between new and seasoned issues does 

tend to become progressively larger as the average yield on 

new issues moves to higher levels. 

The test of mean differences was used to determine 

if there was a significant difference in the promised yields 

of the new and seasoned issues; the computed measures are 

found as part of the data in Table IX. Although the average 

(total) figures do show a yield spread that is consistently 

in favor of the new issue, the application of the statisti-
• Cr 

cal measure, at the .05 level, indicates that the differ

ences were significant with all but the Aaa-rated issues. 

8. Table A-k in Appendix A provides data relating 
promised yields to interest rate levels which generally 
support this hypothesis. 

9 .  Cf .  Supra, pp. 30-32. 



It is possible, of course, that the major market partici

pants- in- the Aaa-rated sector possess a certain interest 

rate sophistication uncommon to the other categories and 

that this explains the close proximity of new and seasoned 

issue promised yields. Nonetheless, since the yield spread 

for the total of all public utility issues is significant 

at the ,01 level, and since the new Aaa-rated issues can 

theoretically10 be expected to generate a promised yield 

greater than the seasoned bond in better than three out of 

four instances, it seems reasonable to conclude, with the 

aforementioned qualification in mind, that the public util

ity deferred call new issue normally does provide a greater 

promised yield than a comparable discounted seasoned issue. 

Attention is now shifted to the industrial issues, 

and as above, data are presented regarding the promised 

yields generated by the new and seasoned bonds. Table XI 

provides a review of the comparative yields obtained from 

the alternative media, and Table XII presents the distri

bution of the promised yield spreads. The data reveal 

findings that are quite similar to those generated in the 

public utility sector. That is, the average yield spread 

showed a tendencyi (l) to move with agency ratings (and 

nominal interest rate levels), and (2) to provide negative 

10. The theoretical value of the Aaa-rated com
puted statistic of 1.24 is .3925 (fort 1.24, it is .7850). 
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TABLE XI 

COMPARATIVE AVERAGE PROMISED YIELDS 
OF INDUSTRIAL ISSUES 

Aaa Aa A Baa Total 
Year New Seas. New Seas, New Seas* New Seas. New Seas. 

1964 - - - 4.48 4.30 - - 4.48 4.30 

1963 4. 22 4.12 4.33 4.28 4.43 4.29 4.90 4.67 4.42 4.30 

1962 - - 4.35 4.16 4.50 4.37 5.25 4.78 4.53 4.35 

1961 4. 64 4.20 4.53 4.22 4.85 4.34 5.29 4.81 4.81 4.37 

I960 - 4.55 4.07 4.70 4.38 5.25 5.31 4.71 4.38 

1959 - - 4.62 4.37 4.72 4.20 5.50 4.97 4.84 4.42 

1958 4. 40 3.95 4.06 3.68 4.32 3.80 4.92 4.35 4.35 3.88 

1957 - - 4.36 4.08 4.73 4.27 5.04 4.92 4.58 4.26 

1956 - - 3.89 3.51 4.75 3.75 4.75 3.38 4.4l 3.51 

Avg. 
t/Z 

4. 42 
(2. 

4.09 4.32 

32) (3. 
4.03 
71)* 

4.59 
(5. 

4.24 
84)* 

6.0? 
(3. 

4.52 
07)* 

4.57 
(6. 

4.20 

57)* 

Avg. Yld. 
Spread 
(basis 
pts.) =22 . =22 =25 =21 

^Difference is significant at the .01 level. 
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TABLE XII 

DISTRIBUTION OF INDUSTRIAL 
PROMISED YIELD SPREADS 

Promised Yld Spr*dsa 
(in basis points) Aaa Aa A Baa Total 

-51 or Wore 7 12 6 25 

-26 to -50 2 9 9 3 23 

-11 to -25 8 13 25 

0 to -10 1 4 5 10 

+1 to +10 2 4 1 7 

+11 to +25 1 1 

+26 to +50 

Total 
A 2k 

14 
2k 

Avfr, Yld Spr'ds 

Negative (-) -33.0 -34.0 -39.4 -60.0 -40.5 

Positive (+) +10.7 + 3.5 + 6.0 + 6.5 

a. Promised yield spreads with minus signs ("Nega
tive Spreads") indicate new issue promised yields greater 
than the paired seasoned issue; yield spreads with positive 
signs ("Positive Spreads") indicate seasoned issue promised 
yields greater than the paired new issue. 



yield spreads that were of a much larger magnitude than 

those generated with positive relationships*. Whatsmorev 

since the yields of the industrial new issues were greater 

than their seasoned counterparts in better than 90% of the 

cases, and since the relative sizes of these spreads were 

consistently larger than those found with public utilities 

it is apparent that over the nine year test period, the 

negative promised yield spreads were considerably more pro> 

nounced with industrial issues than with public utility ob 

ligations. 

Although the average yield spread of the Aaa-i-ated 

industrials was 33 basis points, it was found to be not 

significant at the .05 level. However, with only three 

issues in the category and with all other measures being 

significant at the .01 level, the relative importance of 

this is obviously limited. Therefore, it can be concluded 

that the findings do indicate that a promised yield spread 

in favor of the industrial deferred call new issue should 

be the normally expected relationship. 

Deepness of Discount 

Thus far, it has been shorn that there is a signi

ficant difference in the promised yield of the public util* 

ity or industrial deferred call new issue versus that of a 

comparable discounted seasoned issue. Given this, atten

tion is now shifted to an analysis of the impact of 
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deepness of discount on the sizes of the promised yield 

spreads. As is the customary practice, deepness of discount 

refers to the coupon differentials that exist between paired 

new and seasoned issues — the wider the spread in nominal 

rates, the deeper the discount. 

Table XIII provides a distribution of promised yield 

spreads relative to coupon differentials for both public 

utility and industrial issues. As seen in this table, the 

average yield spreads in both industry categories show a 

clear and consistent tendency to increase as the size of the 

coupon differential increases. Thus, the data suggest that, 

ceteris paribus, the deeper the discount, the greater the 

reduction in the promised yield offered by the seasoned is

sue. These findings are not out of the ordinary however* 

for as shown earlier,** the size of the coupon differential 

normally does affect the spread in promised yield as gener

ated by two otherwise comparable issues. 

Probably accruing from the marketability factor of 

12 
seasoned issues, the rationalization for such a condition 

(which would also be applicable, of course, to promised 

yield spreads in general, as discussed above) appears to be 

11. Cf. Supra, Table II, pp. 30-32. 

12. Cf. Supra. pp. 32-33* 



107 

TABLE XIII 

EFFECTS OF DEEPNESS OF DISCOUNT 
ON PROMISED YIELD SPREAD 

Public Utilitiest Coupon Differentials*3 
Prom. Yld. Spread3 1 pt. 1 1/8 l 5/8 2 1/8 
(In basis points) or less to 1 1/2 to 2 to 2 1/2 

-51 or More 3 6 10 8 
-26 to -50 7 16 16 1 
-1 to -25 20 27 10 2 

-0- 5 3 
+1 to +25 20 32 5 2 
+26 to +50 1 
+51 or More 

s 
1 

Total 2 s U u 

Avg. Yld. Spread 
(basis points) -7.1 -10.0 -30.0 

Industrials! Coupon Differentials*5 
1 pt. 1 1/8 1 5/8 2 1/8 
or less to 1 1/2 to 2 to 2 1/2 

-51 or More 2 9 10 
-26 to -50 k 9 7 2 
-1 to -25 19 12 3 1 

-0- 1 
+1 to +25 3 1 
+26 to +50 
+51 or More 

H Total 28 . 21 H JL 

Avg. Yld. Spread 
(basis points) •20.6 =23jlZ -*9-7 -73.9 

a. Promised yield spreads with minus signs ("Nega
tive Spreads") indicate new issue promised yields greater 
than the paired seasoned issuej yield spreads with positive 
signs ("Positive Spreads") indicate seasoned issue promised 
yields greater than the paired new issue. 

b. The Coupon Differentials represent the differ
ences in the nominal rates of new and seasoned issues. 
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the reluctance on the part of the seasoned bondholder to 

liquidate his position at a time when prices are depressed. 

As a result, he offers his issues at quotes that are in ex

cess of those indicated by new issue yields and thus drives 

the yield-to-maturity down. Since price depreciation is 

more severe with the lower nominal ratesit would seem to' 

follow that such price resistence would be the greatest 

where the bondholder has the most to lose — i.e., in the 

deep discounted issues. In a market where interest rates 

have risen from four per cent to five per cent, for example,, 

the holder of an issue bearing a four per cent nominal rate 

may be facing a potential capital loss of say 1while the 

holder of a three per cent issue may be facing a capital 

loss of as much as 25 to 30%% Price resistence obviously 

will be greater in the latter case and since yield-to-

maturity is most responsive to changes in principal value 

with these issues, the promised yield would be bid down 

the most with seasoned obligations bearing the lowest cou

pons. 

It was shown earlier in this section that the prom

ised yield spread tends to increase as the agency rating 

decreases. Now a similar promised yield pattern is sug

gested in relation to deepness of discount. The explanation 

13. Cf, Supra, pp, 20-24. 
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is basically the same for "both conditions! other things 

"being equal, higher new issue nominal rates are associated 

with both lower agency ratings and wider seasoned issue 

coupon differentials. That is, as nominal rates move to 

higher levels, wider variations in coupon rates normally 

"become necessary in order for a seasoned issue to provide 

call protection comparable to that which can be obtained 

from a similar type of issue at lower interest rate levels. 

Moreover, to the extent that lower agency ratings are 

associated with higher nominal rates, such relationship 

should preclude that low ratings are also associated with 

wider coupon differentials and therefore, wider promised 

yield spreads. 

The condition that the level of nominal rates is 

related to agency rating and deepness of discount was im

plied earlier in this chapter in the preliminary discussion 

on the basic characteristics of the data. In order, how

ever, to determine if there was a discernible relationship 

between promised yield spread and both agency rating and 

deepness of discount, the data were arranged according to 

these two variables. If such a relationship were present 

in the data, it would be revealed in rising promised yield 

spreads as responding to lower agency ratings, wider cou

pon differentials, or both. The findings are presented in 

Table XIV. 
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TABLE XIV 

AVERAGE PROMISED YIELD SPREADS 
ACCORDING TO AGENCY RATINGS 
AND DEEPNESS OF DISCOUNT 

(Public Utility and Industrial Issuesi 
Yield Spreads in Basis Points) 

Coupon Differentials 
(in percentage points) 

Agency 
Ratings 1 pt. or Less 1 1/8-1 1/2 1 5/8-2 2 1/8-1/2 

Aaa + .1 - 5.^ - 29.4 - 65.0 

Aa - 11.7 - 9.8 - 25.3 - 49.7 

A - 11,6 - 25.1 - 39.1 - 64.5 

Baa - 42.0 - 34.9 - 54.4 - 82.2 

For the nine year period under analysis, the re

sults show overall patterns that are, for the most part, in 

line with expectations. That is, as the coupon differen

tials widen within any of the four agency ratings, the pro

mised yield spread, on the whole, tends to increase accord

ingly; and as the agency rating declines within any coupon 

differential category, the yield spreads, with only one real 

exception, also show tendencies to increase, Reading the 

table diagonally (downward to the right), it can be seen 

that the data concur consistently with the comments made 

above. 
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While it has "been demonstrated that the "bond inves

tor who seeks call-risk protection through the seasoned is

sue normally can expect a lower promised yield than that 

obtainable from a comparable deferred call new issue, data 

has now been provided which suggests that such a reduced 

yield is closely related to deepness of discount as well as 

to agency rating and industry category. Put another way, 

while the findings presented in this section clearly infer 

a lower promised yield with the seasoned issue option, they 

also imply that the seasoned issue investor probably will 

realize a greater deterioration in promised yield perform

ance with a deep discounted Baa-rated industrial issue than 

with a moderately discounted Aaa-rated public utility bond. 

Call Performance 

The findings presented in the preceeding section 

have shown that the seasoned bond investor normally can 

expect a lower promised yield from his investment than from 

that which can be obtained from a comparable deferred call 

new issue. Other things being equal, so long as the in

vestor employs the seasoned obligation as a means to obtain 

call-risk protection, it would follow that he should expect 

better protection against call from the seasoned issue than 

from the new issue. In effect, the suggestion is that one 

of the benefits which should accrue to the seasoned investor 
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as a result of the promised yield initially sacrificed by 

him is improved call protection. This section presents a 

review of the call performance of the new and seasoned is

sues in order to analyze on a comparative basis the protec

tion afforded by the alternative types of media. 

Table XV lists individually each of the issues that 

were called from the sample of 290 pairs of public utility 

and industrial obligations. Out of a total of 580 new and 

seasoned issues, only 13 were called as of December 31» 

1969, As the called issues account for less than two per 

cent of the total sample, this performance is quite good. 

A closer examination of the table reveals that the new is

sue category had three more issues called over the same 

period than were called in the seasoned sector. While the 

number of called new issues was 60% greater than called 

seasoned bonds, it is highly questionable that such a re

lationship is relevant. For the aggregate and relative num

bers involved in both cases is very small -- i.e., the eight 

new issues accounted for only 2.7?5 of their respective sam

ple, while the five seasoned bonds equalled but 1.795 of 

their sample. Thus, for all practical purposes, the rela

tive call performance of the two types of issues appears 

comparable for the period 1956 to 1969.*^ 

14-. No statistical measure of significance was ap
plied to the data because the number of observations was so 
small and as a result, it was felt that no practical use 
could be obtained from such a statistic. 
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TABLE XV 

- CALLED ISSUES 

Type of 
Issue 

Year 
Offered Description 

Year 
Called 

Prevailing 
Ratea 

Newi 
Pub. Util. 

do 
do 
do 
do 

1959 
1958 
1957 
19 57 
1957 

A-ratedi 5 3/8s '8if 
Baa-rated 1 5 5/8s *78 
Aaa-ratedi 5s '86 
Aa-ratedi 5 l/8s '83 
Aa-ratedi 5s *83 

1964 
1963 
1963 
1963 

. 1963 

4 5/895 
4 5/8% 
^ 3/895 
if J/8% 
if 3/8# 

New t 
Indust, 

do 
do 

I960 
1958 
1956 

A-ratedi 4 5/8s *80 
A-ratedi 4 l/8s "78 
Baa-rated 1 5 lAs '76 

1967 
1967 
1968 

6% 
6fo 
7 1A9S 

Seas'di 
Indust. 

do 
do 
do 
do 

1958* 
1958$ 
1956? 
1958* 
1961* 

A-ratedi 3s '69 
A-ratedi 3 l/2s *73 
Baa-rated 1 3 3/8s *7^ 
Baa-rated» 3 3/8s *7^ 
Baa-rated 1 3 3/8s f7*f 

1968 
1967 
1969 
1969 
1969 

6 5/895 
6 l/if95 
8 
8 3/if9S 
8 3/495 

a. Nominal rates which prevailed at the time of 
call for comparably rated new issues. 

b. Year in which seasoned issue was purchased, 
rather than year of offering. 
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In regard to both the public utility and industrial 

called new issues, it was found that both categories ac

counted for approximately the same proportion of their re

spective samples — i.e., of the new public utility and 

industrial issues, the numbers called were 2,5$ and 3.0$ re

spectively. Note, however, that the public utilities were 

called only after rates had fallen, while the industrials 

were redeemed during periods when the prevailing level of 

interest rates were higher than the nominal rates appearing 

on the issues. Obviously, the reasons for calling were 

considerably different. For while the public utilities 

were apparently redeemed to take advantage of reduced rates, 

the industrials, it was found, were each called in conjunc

tion with mergers. 

With reference to the called seasoned issues, it 

is seen in the table that such incidents are confined to 

the industrial category.*5 as above, the data reveal 

that these obligations were called when prevailing inter

est rates were greater than existing coupons. That no sea

soned public utility issues were called does not, however, 

seem unusual. For given that the utilities are often 

15. Since the Baa-rated issue was used in three 
different years, there were actually only three separate 
bond issues called. One issue was called as part of a mer
ger and the other two were apparently redeemed in conjunc
tion with privately placed refinancing packages. 
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regarded as being keenly sensitive to interest rates, there 

would appear to "be little impetus for these obligors to re

fund issues which carry relatively low nominal rates, 

In order to determine the effects on the yield per

formance of called issues, the promised and realized yields 

as generated by each of the thirteen issues were computed. 

In addition, the realized yields of the obligations' respec

tive paired issues were also computed. These yields are 

provided in Table XVI. From the data presented in the ta

ble, it can be seen that relative to promised yield, the 

called issue's realized yield decreased whenever the redemp

tion occurred at lower market rates and increased whenever 

the call was exercised during periods when the prevailing 

interest rate level was higher than the called issue's 

nominal rate. That is, all of the public utilities had 

lower realized yields than promised, and all of the indus

trials, new and seasoned, had higher. In order to deter

mine whether the investor would have been better off by 

committing funds initially to the paired seasoned (or new) 

issue, the realized yield of the called issue was compared 

with that of its respective paired issue. As seen in 

Table XVI, the results are inconclusive. For in six cases 

the realized yield of the paired issue was greater than 

that of the called obligation, arid in the other seven the 

reverse was true. 
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TABLE XVI 

COMPARATIVE YIELDS OF CALLED 
NEW AND SEASONED ISSUES 

Type of Called Issue Paired Issue 
Issue Promised Yld» Realized Yld. Realized Yld.a 

New t 
Pub. Util. 5.25 4.89 4.74 

do 5.71 5.29 4.64 
do 4.85 4.67 4.23 
do 5.00 4.81 4.83 
do 4.90 4.78 5.57 

New i 
Indust. 4.60 5.57 5.37 

do 4.20 5.11 4.69 
do 5.25 6.09 5.58 

Seas'd. 
Indust. 3.23 4.12 4.38 

do 3.95 4.26 4.06 
do 3.27 3.67 4.25 
do 4.10 4.28 4.75 
do 4.43 4.63 5.25 

a. The realized yields of the seasoned issues were 
computed on the premise that the investor switches to the 
appropriately paired new issue at the end of the new issued 
call deferment periodj all other yields were computed as 
outlined in Chapter 4. 
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Overall, the findings on the comparative call per

formance of the deferred call new issue versus the dis

counted seasoned issue seem to indicate that, over the pe

riod in question, the protection afforded by either type of 

obligation was approximately the same. And while variations 

were noted in the call behavior of the different types of 

issues — vis-a-vis, the level of interest rates prevailing 

when the issues were called — the distinctions did not 

appear sufficient to conclude that their call-risk protec

tion is significantly different. Thus, it appears that the 

promised yield sacrifice made by the seasoned investor was 

not reflected in any incremental call protection as provided 

by the issue. It is clear, therefore, that subsequent mar

ket behavior, as it affects the respective realized yield 

performance, will be the critical factor in determining the 

investment superiority of one of the alternative types of 

issues. 

Realized Yield Performance 

An investor committing long-term funds to the cor

porate bond market initially obtains a promised yield-to-

maturity on his investment. However, the yield actually 

realized by the investor over his investment horizon is 

ultimately his primary concern. While promised yield is a 

function of various market stimuli prevailing at the time 

of purchase, realized yield is dependent upon both the 
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future behavior of the bond market and the subsequent ac

tions of the investor in the future market. Without sug

gesting speculation on the part of the bondholder — and the 

high turnover which such action connotes -- it should be 

clear that realized yield performance need not be equal to 

promised yield. 

In this study, it is the seasoned issue investor who 

has the greatest opportunity to realize a return greater 

16 
than that which was initially promised. But as it has 

previously been shown that the promised yield of a new issue 

is normally greater than that available from a comparable 

seasoned obligation, in most cases it is only through such 

subsequent improvement in position that the seasoned inves

tor can expect to generate a yield equal to or greater than 

his new issue counterpart. Noting the promised yield dif

ferential and given that the call protection afforded by 

both types of issues is comparable, if the seasoned issue is 

to be judged superior in those investment situations where 

call-risk protection is sought, then such superiority must 

be revealed in its realized yield performance. 

The discussion in this section of the chapter is 

devoted to a comparative analysis of the realized yield 

l6. Recall that while the seasoned issue investor -
does change his holdings within the investment horizon, the 
new issue investor is expected to hold his issue to ma
turity. 
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performance as provided by the new versus seasoned issue. 

Utilizing the investment model outlined in Chapter 4, the 

results are now presented as they apply to the alternative 

media. The comparative performance is evaluated under the 

condition that the investor switches from the seasoned to 

the new issue at the end of the latter*s call deferment 

period. Within this model, data will initially be provided 

on the respective realized yield behavior as generated by 

the alternative obligations. Given the presentation of the 

basic findings, an explanation will then be offered relative 

to the realized yield performance indicated in the findings. 

Reinvestment at End of Call Deferment Period 

As was done with promised yields, the realized 

yields-to-maturity were computed for each new and seasoned 

issue; these were then averaged in order to show the com

parative realized yield performance of the respective media. 

A distribution of the realized yield spreads for each of the 

pairs included within the sample was also compiled. These 

findings, applicable to the public utility issues, are pre

sented in Tables XVII and XVIII, respectively. As indicated 

in the data, there is no longer a consistent nor consider

able difference between the overall yields of the new and 

seasoned issues. And ndt only do the yield spreads now show 

only slight differentials, the distribution of such perform

ance on a paired basis appears to show a fairly uniform 
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TABLE XVII 

COMPARATIVE AVERAGE REALIZED YIELDS 
OF PUBLIC UTILITY ISSUES 

Aaa Aa A Baa Total 
Year New Seas, New Seas. New Seas* New Seas. New Seas* 

1964 4.46 4.64 

CO -3" • 

H
 

00 •
 4.55 5.00 

0
 

CD •
 

-3
" 

5.46 4.56 4.97 

1963 4.31 4.46 4.36 4.67 4.40 4.87 4.82 5.24 4.39 4.68 

1962 4.35 4.44 4.32 4.65 4.50 4.75 4.91 4.80 4.41 4.6l 

1961 4.51 4.44 4.53 4.51 4.66 5.02 4.94 5.02 4.60 4.67 

i960 4.76 4.6l 4.70 4.65 4.89 4.78 5.36 5.06 4.81 4.69 

1959 4.6l 4.48 4.55 4.24 4.87 4.64 5.06 5.08 4.78 4.60 

1958 4.40 3.93 4.05 4.03 4.36 4.23 4.98 4.48 4.24 4.12 

1957 4.64 4.29 4.74 4.42 4.77 4.33 5.19 4.95 4.80 4.44 

1956 - - - - 4.70 4.05 4.50 4.25 4.60 4.15 

Avg. 4,44 4.43 4.48 4.53 4.64 4.65 4.96 SO? 4.57 4.6o 

t/Z (.17) (1. 02) (.15) (.71) (.84) 

Avg. Yld. 
Spread 
("basis 
pts.) ; 4 ±2. +1 tl U 

Avg. 
Promised 
Yld. Spr'd 
(basis 
pts.) ^ •1 -10 -22 -44 zll 
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TABLE XVIII 

DISTRIBUTION OF PUBLIC UTILITY 
REALIZED YIELD SPREADS 

Realized Yld. Spreadsa 
(in "basis joints) Aaa Aa A Baa Total 

-51 or More k 7 1 12 

-26 to -50 6 12 5 6 29 

-11 to -25 9 9 7 5 30 

0 to -10 6 11 8 1 26 

+1 to +10 9 11 3 1 2^ 

+11 to +25 1* 12 8 2 26 

+26 to +50 8 13 10 35 

+51 or More — _8 Jt -1Z 

Total k2 80 £ 2h m 

Avar. Yld. Spreads 

Negative (-) -18.7 -27.0 -31.6 -29.0 -26.7 

Positive (+) +17.7 +27.^ +3^.0 +M.^ +28.7 

a. Realized yield spreads with minus signs ("Nega
tive Spreads") indicate new issue realized yields greater 
than the paired seasoned issue j yield spreads with positive 
signs ("Positive Spreads") indicate seasoned issue realized 
yields greater than the paired new issue# 
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pattern throughout — and certainly one which fails to re

veal any discernible clustering. In fact, it was almost an 

equal split between those cases in which the new yield was 

greater than the seasoned and vice versa — in 96 cases the 

new was larger, and in 103 the seasoned was greater. Too, 

note that the sizes of the positive and negative realized 

yi.eld spreads are quite similar in magnitude. 

Comparing the average realized yield spreads with 

those promised, it is seen in Table XVII that not only have 

the average yield spreads decreased considerably, but also 

their variability has all but disappeared — initially show

ing average yield spreads that varied between -7 and -44 

basis points, they now range between -1 and +7 basis points. 

Since there were only five new issues called in the public 

utility sector, the realized yields of the deferred call 

new issues were, with the exception of these five issues, 

equal to their promised yields — not surprising, the total 

new issue average yield of 4.57$ was only one basis point 

lower than its comparable promised performance. The change 

in the relative performance then clearly can be attributed 

to the behavior of the seasoned issues. Examining the pairs 

individually, it was found that in better than 80% of the 

cases, the seasoned issue realized yield was greater than 
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that promised.^ Further, the data revealed that, for the 

most part, the type and size of the promised yield spread 

had little or no bearing on realized yield "behavior. For 

although 58% of the pairs had approximately the same real

ized yield spread as that promised,1® a large portion of 

this similarity was found to be attributable to the type of 

future market activity. That is, only when the market fol

lowed certain behaviorial patterns could similar promised 

and realized yield spreads be considered likely. Thus, it 

was felt that such similarity was due not to the comparative 

promised yields, per se, but to the type of future market 

activity. 

Given that it was the subsequent market behavior of 

the seasoned issue which accounted for the dramatic change 

in realized yield performance relative to promised, it would 

seem to follow that the future bond market is the critical 

variable in rationalizing such improvement. In fact, it was 

found that capital appreciation was the only way the sea

soned issue investor could possibly generate a realized re

turn equal to or greater than that obtained from a new is

sue, For during the period of call deferment, there v/as 

17. 160 out of 199 seasoned issues showed realized 
yields that were greater than their respective promised 
yields. 

18. Table A-6 in Appendix A relates promised and 
realized yield spreads. 
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only one case in which the seasoned issue option generated 

annual interest income equal to its paired new issue. As a 

result, the relative capital position of the investor had to 

improve to the extent that he was able to» (l) generate su

perior interest income after the reinvestment occurred} 

(2) generate a capital gain, per se, at the end of the in

vestment horizon; or (3) do a little of "both. For now, 

suffice it to say that with the model employed in the re

search, such behavior was critical to the comparative real

ized yield performance; detailed discussion on this is 

deferred to later in the section. 

Examining the data provided in the tables, it is 

seen that, unlike the condition which prevailed with prom

ised yields, various agency ratings show no real relavency 

to realized yield behavior. Such a relationship apparently 

stems from the fact that the actions of respective issues 

in the future bond market are not constrained by agency 

ratings. In effect, as market behavior cuts across rating 

boundaries, the important variable in determining compara

tive realized performance is not the ratings that the issues 

were assigned, but the nature of the future market and the 

reaction of the issues in their new environment. The data 

in Table XVII also reveal, upon closer examination, that the 

seasoned issue yields generally were lower than those on new 

issues during the first five years of the period and higher 

during the latter part. As it turned out, this condition 
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also resulted from the future market behavior. For in those 

five years where the seasoned yields were inferior, rein

vestment occurred at market rates near those prevailing at 

time of purchase; in the iast four years of the period, how

ever, reinvestment took place in 1966 to 19&9 — obviously, 

years marked by very high interest rate levels and certainly 

higher than those prevailing between 1961 and 19 

For the total overall performance of the public 

utility issues, the computed values of t (or Z) fail to in

dicate any significant differences in the mean realized 

yields-to-maturity — i.e., that the average yield spreads, 

equaling no more than seven basis points, should be consid

ered insignificant. However, the reader is cautioned that 

a conclusion of approximately equal realized yield perform

ance can only be based on events covering the whole period 

1956 to 19^9# For as brought out above, there were a number 

of years in which the performance of one type of issue was 

greater than the other. Further, the period was marked by 

either relatively level or steeply rising market rates 

which, given the importance of future market activity, may 

have a discernible effect on realized yield performance. 

Thus, it appears the evidence so far is inconclusive to 

warrant disclaiming the hypothesis in regard to the behavior 

of public utility issues. 
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Moving to the industrial sector of the market, the 

findings relative to comparative realized yield performance 

are provided in Tables XIX and XX. Table XIX presents com

parative average realized yields, while Table XX gives the 

distribution of yield spreads on a paired basis. The data 

presented on the performance of industrial issues suggest 

findings that are quite similar to those noted with respect 

to the public utility sector. Again accruing from the sub-

19 sequent market behavior of the seasoned issue, the average 

yield spreads were found to have narrowed considerably — 

falling from a range of -29 to -55 basis points, they now 

vary between -2 and -15 basis points. In this respect, how

ever, note that, unlike the public utilities, the realized 

yield spreads remained in favor of the new issue. It does 

seem highly possible that this condition simply accrues from 

the much wider promised yield spreads on the industrial is

sues; i.e., while improvement was made, it could be that 

it was not sufficient to offset the initial deficiency. In 

light of this, it should not be surprising that the number 

of positive yield spreads was about 60% the number of nega

tive spreads; while there were 3^- cases of the former, there 

20 
were 57 of the latter. 

19. Except for the three called bonds, the promised 
and realized yields of the new issues were equal (the total 
average promised yield was ^.57# while the realized was 
k.6o%). 

20. Recall that with public utilities, the com
position was k8% and 52$, respectively. 
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TABLE XIX 

COIviPARATIVE AVERAGE REALIZED YIELDS 
OF INDUSTRIAL ISSUES 

Aaa Aa A Baa Total 
Year New ! Seas. New . Seas. New ! Seas. New ! Seas. New ! Seas. 

1964 - - - - 4.48 4.66 - - 4.48 4.66 

1963 4.22 4.40 ,4.33 4.50 4.43 4.68 4.90 4.89 4.42 4.62 

1962 - - 4.35 4.51 4.54 4.74 5.25 5.89 4.55 4.78 

1961 4.64 4.35 4.53 4.42 4.88 4.64 5.29 5.05 4.82 4.62 

I960 - - 4.55 4.33 4.93 4.73 5.25 4.91 

-3
" 00 •

 4.62. 

1959 - - 4.62 4.51 4.72 4.54 5.50 5.91 4.84 4.80 

1958 4.40 4.05 4.06  3.82 4.56 4.33 4.92 4.50 4.44 4.15 

19 57 - 4.39 4.34 4.73 4.78 5.04 5.34 4.60 4.63 

1956 - - 3.89 3.62 4.75 4.81 5.17 4.62 4.57 4.26 

Avg. 4.42 4.27 4.33 4.24 4.66 4.64 5.06 4.95 4.60 4. 54 
t/Z (.92) (1. 06) (.30) (.48) (.90) 

Avg. Yld, 
Spread 
(basis 
pts.) -15 =2 -2 -11 =§. 

Avg, 
Fromised 
Yld. Spr'd 
(basis 
P"ts.) z21 =21 =21 =51 =31 
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TABLE XX 

DISTRIBUTION OF INDUSTRIAL 
REALIZED YIELD SPREADS 

Realized Yld. Spreadsa 
(in basis -points) Aaa Aa A Baa Total 

-51 or More 2 3 4 9 

-26 to -50 2 6 7 3 18 

-11 to -25 7 " 9 16 

0 to -10 5 6 3 14 

+1 to +10 3 5 8 

+11 to +25 1 . 5 5 1 12 

+26 to +50 2 5 2 9 

+51 or More ... _1 -1 

Total 
A & lit 

Ave. Yld. Spreads 

Negative (-) -32.0  -Zk,k -25.1  -39.5 -27.6  

Positive (+) +18.0  +17.5  +28,4 +36.5 +25.6  

a. Realized yield spreads with minus signs ("Nega
tive Spreads") indicate new issue realized yields greater 
than the paired seasoned issues yield spreads with positive 
signs ("Positive Spreads") indicate seasoned issue realized 
yields greater than the paired new issue. 
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Regarding- the similarities of industrial and public 

utility issues, Table XX shows that in those 3^ cases where 

the seasoned issue generated a higher realized yield than 

the new obligation, the seasoned issue investor did just 

about as well as the new issue investor when the opposite 

relationship held — i.e., while the average negative yield 

spread equalled -2?.6 basis points, the positive yield dif

ferential was +25.6 basis points. Again, the agency ratings 

seem to lack any relevancy in regards to their effects on 

the realized yield behavior; and the distribution of yield 

spreads tends to verify this as it indicates a fairly uni

form pattern regardless of the rating category. Finally, 

note that in those years where reinvestment occurred in mar

kets with very high interest rate levels, the seasoned is

sue provided average returns that were greater than those 

generated from new issues. In the four years, 1957 and 

1962 - 196*1-, reinvestment took place in the period 1967 " 

21 1969.  Thus, future market activity again appears to be 

the important variable in regards to the comparative real

ized yield performance. 

Applying the statistical measure of significance, 

it was revealed again that for the period of analysis in 

21, As noted earlier, nearly all of the deferred 
call new issues offered in 1957 had ten year deferment 
periods. 
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general, there is no significant difference between the mean 

realized yield of the seasoned issue versus the mean yield 

of the deferred call new issue. Thus, for each of the four 

rating categories, the comparative realized yield perform

ance of the alternative media can "be considered approximate

ly equal over the period 195^ to 19^9• And this conclusion 

applies equally well to "both the industrial and public util

ity sectors of the bond market; at +3 basis points, the 

average overall realized yield spread of the public utility 

issues is no more significant than the -6 basis points re

corded for the industrials. 

Change in Market Rates 

From the findings presented thus far, it has been 

shown that there is no significant difference in the mean 

realized yields of the new versus seasoned issues. However, 

in light of the possible relevance of future market activ

ity, it also has been suggested that such a general con

clusion may be invalid. For it does appear likely that the 

implications may change considerably as due consideration 

is given to the impact of subsequent market behavior on 

comparative realized yield performance. Attention is now 

given to the future market environment as it relates to the 

yield performance of the respective media. 

It was noted earlier in this section that, for all 

practical purposes, any change in the promised versus 
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realized yield spread has to result from the performance of 

the paired seasoned issue. Further,, with a promised yield 

spread normally in favor of the new issue, it was pointed 

out that the seasoned option must generate a gain in capital 

position sufficient to offset the deficiency in annual in

come generated during the early years of the investment 

horizon. For given that the interest income is greater dur

ing the call deferment period for the new issue, the capi

tal position of the seasoned issue investor, at time of 

reinvestment, must improve to the extent that the incre

mental present value of subsequent interest income and/or 

capital gains is equal to or greater than the present value 

of the loss in income which accrued by initially choosing 
22 

the seasoned rather than the new issue. As suggested 

earlier, it is the subsequent market behavior which will 

22, The present value method was used to compute 
yield-to-maturity; as such, so long as the initial annual 
annuity (A) is lower for one alternative, it follows that 
either the subsequent annuity (B) and/or the maturity value 
(C) must be larger in order for the alternatives to generate 
equal returns. That is, giveni 

rij.4\n / ixi ̂ N—n / i m  (l+i)n "(1+i) n (l+i) (l+i)n 

®2 ^2 
-— + — , and given that A- S A, j 

^(i+i)N-n <i+i)N 

then the condition must hold that (B ĥ-Ci) (B2+C2K Of 
course, the higher the value of n and/or the greater the 
difference between A^ and A2# the even greater the differ
ence that must prevail between (Bj+Ci) and (B2+C2K 



132 

determine the ability of the investor to realize such a con

dition, Specifically, the comparative realized yield per

formance of the alternative issues is dependent upon the 

change in market interest rates from the time of purchase to 

the time of reinvestment. 

In order to analyze the effects that changes in in-
• • i 

terest rates had on the realized yield generated by an is

sue, the data were stratified according to changes in new 

issue yields-to-maturity which occurred between the date of 

offering and the date that the call deferment period ex

pired. Although a new issue which has been outstanding for 

five years or more should technically be considered a sea

soned bond, at the time of offering their rates more close

ly reflect market levels than do seasoned obligations. For 

this reason and for subsequent consistency, the paired new 

issue rates were used to measure changes in interest rate 

levels.^ These findings are presented in Table XXI for 

both the public utility and industrial issues? the data 

23. It is acknowledged that given a coupon, as mar
ket rates rise, the difference between the issue's yield-to-
maturity and comparable new offering yields widens; however, 
as this is a relative matter throughout the spectrum of in
terest rates, this condition was not felt to weaken the 
results. 
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therein provide the average realized yield as well as the 

distribution of yield spreads for each of six changes in 

2k interest rate categories. 

As seen in the table, the average realized yield 

spreads tend to vary according to changes in new issue 

yields-to-maturity. Also, the pattern is similar in regard 

to both public utility and industrial issues. Specifically, 

the table reveals that the relative seasoned issue perform

ance is the worst v/hen rates fall by up to half a percentage 

point. From there, however, its performance steadily im

proves to the extent that the seasoned issue performs the 

best when interest rates have risen by more than two per

centage points. Thus, the implication is that as the level 

of market rates increases, the performance of the seasoned 

relative to the new issue steadily improves — i.e., as seen 

in Table XXI, the negative yield spread eventually disap

pears with rising interest rates and is replaced with con

tinually larger positive spreads as the rise in rates con-# 

tinues. 

Comparing the performance of the public utility 

issues with the industrial bonds, it can be seen that the 

2k, An examination of the data (as found in Appen
dix C) failed to reveal any significant variations in the 
composition of agency ratings, deepness of discount or 
nominal rates as they apply to the various categories of 
interest rate changes. 
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TABLE XXI 

EFFECTS OF CHANGES IN MARKET RATES 
ON REALIZED YIELD SPREAD 

Pub. Utils.t Change in New Iss. Yld.-to-Mat. 
Realized 
Yld. Spread 
("basis -pts.) 

+2.01 
or 

More 

+1.51 
to 

2.00 

+ 1.01 
to 

1.50 

+ .51 
to 
1.00 

+ .01 
to 

.50 

-.01 
to 
-.50 

-51 or More 
-26 to -50 
-01 to -25 2 1 

1 

1 
4 
14 

1 
6 
15 

10 
19 
22 

1 
+01 to +25 
+26 to +50. 
+51 or More 

Total 

9 
13 
XI 
2Z 

7 
8 
2 
18 

13 
11 
1 
SZ 

9 
1 

28 

5 
1 

28 

1 
7 
1 
1 
g 

Avg. Spr'd +40.0 +25.2 +21.2 -5 .8  -I'M -25.8 

t/Z (6.66)* (3.97)* (2.91)* (.28)+ (1. 77)+ (4.77)* 

Indust •s.1 Change in New Iss. Yld. -to-Mat. 
+2.01 
or 

More 

+1.51 
to 

2.00 

+ 1.01 
to 

1.50 

+ .51 
to 
1.00 

+ .01 
to 
. 50 

-.01 
to 
-.50 

-51 or More 
-26 to -50 
-01 to -25 4 

1 
3 

1 
3 
2 

1 
2 
5 

1 
6 
12 

6 
6 
4 

"0 
+01 to +25 
+26 to +50 
+51 or More 

Total 

1 
4 

12 

4 
1 
1 
10 

4 
3 
1 

2 

5 
1 

n 

6 

H 

1 

2 

Ave:. Spr'd +25.9 +11.4 +3.2 -7.8 -16.0 -39.. 6 

t/Z (2.13)* (.75)+ (.20)+ (.45)+(I .20)+ (2 .50)* 

# Significant difference in the mean yields at the 
.05 level of confidence. 

+ Mean yields are equal at the .05 level of con
fidence. 
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former type of obligation provides the superior seasoned is

sue behavior in all categories of interest rate changes,. 

However, as this type of "behavior was brought out in the 

preceding discussion, this conclusion seems merely to con

firm the inferior performance of the industrial issues as 

noted earlier. Certainly, it would seem to follow that if 

the industrial issues generate inferior overall performance, 

they should also indicate such inferiority regardless of how 

the data are stratified. 

For purpose of exposition, the average yield spread 

data in Table XXI suggest that three broad categories of in

terest rate changes can be defined» (l) a marked positive 

change in rates; (2) a moderate positive change; and (3) a 

moderate negative change. A marked change would be one in 

which rates rose by more than 100 basis points (the first 

three categories in the table). A moderate positive change 

would indicate interest rates rose between 1 and 100 basis 

points (categories four and five). And a moderate negative 

change would indicate rates fell by up to 50 basis points 

(the last category in the table).^5 

25. In terms of composition, k\% of the issues 
within the sample fall into the marked positive change cat
egory, 32# into the moderate positive change, and 27$ into 
the moderate negative change category. 
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Using these three categories, the data demonstrate 

that when there is a marked positive change in interest 

rates between the time of purchase and the time of reinvest

ment, the seasoned issue investor is able to generate a re

alized return greater than that obtainable from the new is

sue option. And the computed values of t (or Z) imply that, 

in the case of public utility issues, this difference is 

consistently significant at the ,05 level. For industrial 

issues, on the other hand, the same values imply signifi

cance only after rates have risen by more than two percen-
p f. 

tage points. However, rather than nullifying the conclu

sion regarding the superiority of the seasoned issues, it 

seems more appropriate instead to qualify the behavior of 

the industrial sector accordingly. That is, like the public 

utility issue, the performance of the seasoned industrial 

issue normally should be expected to be superior to the 

paired new issue when marked positive changes in interest 

rate levels occur; but, in line with earlier comments, this 

performance should also be expected to be inferior to that 

obtained in the public utility sector. 

26, Note that the nonsignificance of the yield dif
ferentials is due not only to relatively small yield spreads 
(+11.*4- and +3*2 basis points), but also to the small degrees 
of freedom in both of the samples (9  and 13) .  
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With respect to moderate positive changes in inter

est rates, the table shows that the new issue investor is 

able to generate a return that is, on the average, five to 

sixteen basis points better than his seasoned issue counter

part. Yet since these differences are not significant, it 

can be concluded, for all practical purposes, that the com

parative realized yield performance of the new and seasoned 

issue is approximately equal. Finally, in those cases where 

interest rate levels fall by a moderate amount, the data in 

Table XXI indicate considerably inferior performance on be

half of the seasoned issue investor. And this difference 

is significant for both public utility and industrial issues 

at the .05 level. 

Overall, the findings presented above demonstrate 

thatt (l) when interest rate levels rise markedly, the in

vestor can expect to improve his performance by selecting 

the seasoned issue option (and the data suggest that the 

public utility issues offer better opportunities in this 

regard than do the industrial issues) ; (2) when they rise 

moderately, the performance of the alternative issues can 

be expected to be comparable; and (3) when rates decline 

moderately, the seasoned issue investor can expect inferior 

realized return relative to the new issue investor. This, 

of course, is in sharp contrast to the conclusion drawn 

earlier that the comparative realized yield performance of 

the new and seasoned issues should be considered equal. 
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It should be clear, however, that as the data have now been 

stratified on a more meaningful basis, the latest conclusion 

should supercede the earlier one; recall that this eventual

ity was hinted at in the previous discussion. Thus, given 

the investment model employed herein, the inference that can 

be drawn from the present data is that the comparative real

ized yield performance of the alternative media is largely 

a function of changes in interest rates between the date of 

purchase and the date of reinvestment. Therefore, the hypo

thesis that the seasoned issue offers the superior invest

ment performance can be accepted only in the case where in

terest rates rise markedly. 

Rationalization of Realized Yield Behavior. As has 

been suggested throughout this portion of the paper, an ex

planation of the comparative realized yield performance of 

the new and seasoned issues can be obtained by examining the 

behavior of the respective issues relative to the future en

vironment which may prevail in the bond market. In fact, an 

extensive evaluation of each of the pairs included within 

the sample revealed four distinct behavioral patterns2? 

which accounted for the performance of better than 90% of 

27. A fifth pattern, accounting for only 8,6% of 
the issues, was not considered in the body of the paper as 
it was felt not to be relevant to the findings; the pattern 
can be described as one in which the yield-to-maturity 
spread was positive both at time of purchase and at time of 
reinvestment. 
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the issuesi (l) a negative yield spread existing at time of 

purchase which was less than that prevailing at time of re

investment (referred to hereafter as +N)5 (2) a positive 

yield spread existing at time of purchase which changed to 

a negative relationship at time of reinvestment (P-*N)j 

(3) a negative changed to a positive yield spread (N—>P)| 

and (4) a negative yield spread which was greater at time of 

purchase than at reinvestment (-N). An example of each of 

these patterns can be found in the appendix, Table A-7. Re

viewing each of these more closely, an overall behavioral 

pattern becomes apparent} i.e., in the first two cases 

(+N&P-> N), the yield-to-maturity spread between time of pur

chase and time of reinvestment widens in a negative direc

tion, while in the latter two (-N&N->P), the spread narrows, 

or moves in a positive direction, during the same interval. 

Although at first glance it may appear inconsistent, 

the data revealed that in 76% of the cases in which the neg

ative yield spread widened, the seasoned issue investor was 

able to generate a return superior to that of the new is

sue.2® What occurred, in effect, was that, relative to the 

yield-to-maturity of the new issue, the seasoned issue had 

a lower yield-to-maturity at time of reinvestment than at 

time of purchase. That is, while the level of market 

28. See Table A-8, Appendix A. 
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interest rates may have risen, the corresponding increase in 

the new issue yield-to-maturity was greater than that of the 

seasoned issue. Since lower yield is associated with a 

higher price, the position of the seasoned issue improved 

relative to the new issue such that the investor was able to 

realize a gain in his capital position sufficient to compen

sate for his initial loss in annual interest income.^9 The 

reader is directed to Appendix A for a graphic illustration 

of the +N and N-»P patterns (see Figures A-l and A-2i refer

ence therein should be given to Pn^nt "the line depicting the 

price movement of the new issue, and PSRS, the price move

ment of the seasoned issue given the behavioral pattern 

indicated). When the yield-to-maturity spread between the 

new and seasoned issues narrowed, the performance of the 

seasoned issue investor was found to be inferior to his new 

issue counterpart. This condition was found to hold (again) 

in 7 6?° of the cases that followed a -N or N-JP pattern. 

29.  An attempt to quantify or state in equation 
form the specifics surrounding this condition proved futile. 
For not only is the corporate bond market much more complex 
than customarily perceived, but more important, the invest
ment model used in the research was such that it contained 
no less than 18 variables, each of which interacted to gen
erate a particular realized yield (see the model presented 
in Chapter 4). Since any of the variables was subject to 
change and, therefore, capable of affecting comparative 
yield behavior, it is possible to note the conditions which 
affect realized yield, but not to specifically quantify 
such conditions. 

30. See Table A-8, Appendix A, 
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The explanation is merely the opposite of that above' as 

negative yield spreads existing at time of purchase tended 

to equalize to one another "by time of reinvestment, the rel

ative capital position of the seasoned issue deteriorated as 

the price of the bond declined with its rising yield-to-

maturity. Figures A-3 and A-** in Appendix A illustrate the 

-N and N-»P patterns. 

The discussion thus far has accounted for the per

formance of three-fourths of the issuesi the "behavior of the 

remaining pairs, however, can "be gleened directly from the 

aforementioned Figures A-l to A-^ by. referring to the dotted 

line PSRS' in each figure. This dotted line indicates the 

relative position of the seasoned issue had there been no 

change in the yield-to-maturity spread. Now as the solid 

line PgRs moves toward PSRS», the opportunity for sufficient 

capital gains to compensate for earlier losses deteriorates 

or improves accordingly. Thus, not only is it necessary 

that one of the four patterns prevails in order to generate 

the above noted performance, but also the respective pat

terns must be of a sufficient magnitude in order to realize 

that behavior. That is, netsris paribus, the data suggest 

that the greater the differential between PSRS and PSRS«, 

the more likely it is that the seasoned issue will behave in 

a manner similar to that outlined earlier. 

The above comments demonstrate that the relative 

capital gains of the seasoned issue is the critical factor 
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in determining comparative realized yield performance. And 

yet, given the normal relationship between market price and 

yield-to-maturity, the findings actually suggest nothing 

that is out of the ordinary. 

While these data have explained the relative behav

ior of the issues in general, the problem of explaining the 

performance of the bonds with respect to changes in interest 

rate levels still remains. Toward this end, Table A-8 in 

the appendix relates the four yield-to-maturity patterns to 

the three categories of interest rate changesi marked pos

itive change, moderate positive change and moderate negative' 

change. These findings suggest a clear-cut explanation! 

i.e., when interest rates are undergoing a marked positive 

change, there is a propensity for yield-to-maturity spreads 

to widen (which occurred with 60% of the issues within this 

category)j when interest rates decline moderately, the pro

pensity is for the spreads to narrow (as occurred with al

most 70% of the issues); and when they rise by a moderate 

amount, the data suggest tendencies in either direction. 

Such behavior as that noted above is completely in 

line with normally established market relationships. For 

as demonstrated in Chapter 2,^* when the level of market 

31. Cf. Supra. pp. 29-33. 
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interest rates rises, the yield-to-maturity spread between 

two comparable issues increases accordingly. The greater 

the rise in interest rates, the wider the negative differ

ential in yield spreads. Too, when rates fall, the negative 

yield spread customarily narrows. And, it was pointed out 

that this condition becomes most pronounced as the market 

rate falls slightly below nominal rates; for this is the 

time when issues become most susceptible to call. To the 

extent that yield spreads widen with rising interest rates 

and narrow with falling levels, it would seem to follow that 

when interest rates rise markedly, the seasoned issue should 

provide the superior performance} when they rise moderately, 

the realized yields of the alternative media should be com

parable; and when interest rates undergo a moderate decline, 

the new issue should generate the superior return, 

Deepness of Discount 

In the discussion on promised yield performance, 

it was noted that deepness of discount normally worked to 

the detriment of the seasoned issue investor,^ In 

order to determine if such a condition also affected re

alized yield behavior, the data were stratified accord

ing to deepness of discount and realized yield spread. 

These results are provided in Table XXII which gives the 

32. Cf., Supra, pp. 106-110. 
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TABLE XXII 

EFFECTS OF DEEPNESS OF DISCOUNT 
ON REALIZED YIELD SPREAD 

Public Utilities> Coupon Differentials^ 
Real. Yld. Spread®-
(in "basis uomts) 

1 pt, 
or less 

1 1/8 
to 1 1/2 

1 5/8" 
to 2 

2 1/8 
to 2 1/2 

-51 or More 
-26 to -50 
-1 to -25 

-0-
+1 to +25 
+26 to +50 
+51 or More 

Total 

1 

J 
0 
22 
12 
2 

I 

1 
11 
21 
1 
22 
19 
10 

H 

5 
11 
14 
0 
6 
4 

it 

5 

0 
0 
0 
0 
11 

Avg. Yld, Spread 
(basis points) +9.0 +10.6 -10.1 -42.6 

Industrials! Coupon Differentials 3̂ 

1 pt. 
or less 

1 1/8 
to 1 1/2 

15/8 
to 2 

2 1/8 
to 2 1/2 

-51 or More 
-26 to -50 
-1 to -25 

-0-
+1 to +25 
+26 to +50 
+51 or More 

Total 

1 
5 
7 
0 
9 
4 
2 

II  

1 
9 
16 
0 
6 
2 
1 

M 

5 
3 

0 
5 
2 
2 
21 

2 
1 
3 
0 
0 
1 
0 
-Z 

Avg, Yld. Spread 
(basis points) ±2.6 -10.6 riltl -21.7 

a. Realized yield spreads with minus signs ("Nega
tive Spreads") indicate new issue realized yields greater 
than the paired seasoned issue; yield spreads with positive 
signs ("Positive Spreads") indicate seasoned issue realized 
yields greater than the paired new issue. 

b. The coupon differentials represent the differ
ences in the nominal rates of new and seasoned issues. 



1^5 

distribution as well as the average realized yield spread 

for each of four coupon differential categories. The data 

suggest that during the period under analysis, the effects 

of deepness of discount on realized yield performance were 

identical to those on promised yield behavior; the seasoned 

issue option performed best when the coupon differential was 

the smallest; and, as deepness of discount widened, the per

formance steadily deteriorated. 

Two explanations are offered in regard to this be

havior. The first one has to do with what is generally 

accepted as normal market behavior — that is, that current 

coupon seasoned issues (those with nominal rates that ap

proximate existing interest rate levels) normally react the 

quickest and with the greatest price response to any given 

change in market rates.^3 Since interest rate changes have 

been shown to be critical in evaluating comparative realized 

return, it would seem likely that this could account for a 

good deal of the above noted behavior. The second explana

tion is a bit more technical and, in fact, pertains to the 

investment model used in this study. Recall that, in the 

model, the investor was assumed to purchase one plus a 

fractional unit of the seasoned issue for each new issue, 

33. This was brought out in conversations with Mr. 
Lyle Wertz, Bond Trader, Valley National Bank Trust Depart
ment, This behavior accrues from the fact that current 
coupon issues require smaller changes in principal value to 
affect a given change in yield-to-maturity than required 
with moderately and deep discounted issues; Cf, Supra. p. 2U. 
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to the extent that the amount committed to the market was 

the same for either option. This purchase factor then af

fected "both initial annual interest income as well as rela

tive capital gains. Since wider promised yield spreads v/ere 

associated with deeper discounted issues, the investor em

ploying these issues was able to "buy smaller fractional 

units than he would have, had the spread "been less. For 

given the inverse relationship between market price and 

yield-to-maturity, the relative value of the issue was ac

tually bid up with the lower yield-to-maturity. Thus, since 

this initial detrimental position was felt throughout the 

model, the deep discounted seasoned issue investor had the 

most ground to make up — vis-a-vis, the greater loss in 

interest income during the deferment period^** — "but the 

least opportunity to achieve such an end. 

34. So long as a wider coupon differential leads to 
a wider promised yield-to-maturity spread, then it must 
follow that, ceteris paribus, such a condition also results 
in a lower current yield for the seasoned issue relative to 
that of the paired new issue. Typically, a deep discounted 
seasoned issue provides a lower promised yield than a com
parable moderately discounted bond. For example, in a five 
per cent market, a deep discounted bond may provide an ef
fective yield of (say) four and one half per cent, while a 
moderately discounted issue may possess a four and three 
fourths per cent effective yield. In the absence of such a 
yield differential, the deep discounted issue would have a 
lower price (with a four and three fourths per cent yield) 
and as a result, the seasoned issue investor would be able 
to buy more fractional units of the obligation. 
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In an attempt to determine if the performance as 

noted above extended to the "behavior of issues under differ

ent interest rate changes, average realized yield spreads 

were computed within each of the three changes in interest 

rate categories, as related to deepness of discount; these 

are provided in Table A-9, Appendix A. The findings reveal 

patterns that are not as consistent as those noted in Table 

XXII, indicating, perhaps, the overriding importance of in

terest rate changes. On the other hand, to the extent that 

the performance of the seasoned issue was 16 to 31 basis 

points better with coupon differentials of one percentage 

point or less than with differentials of more than two per

centage points, the data suggest that deepness of discount 

should not be disregarded. In fact, the findings presented 

imply that regardless of whether interest rates rise by a 

moderate to marked amount or fall by as much as 50 basis 

points, the deep discounted seasoned issue probably should 

not be considered an attractive investment media. Drawing 

from the results generated in this study, the performance 

of such an issue was found to be inferior to that of a 

moderately discounted issue in all three of the changes in 

interest rate categories. 
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Summary 

Both the discounted seasoned issue and the deferred 

call new issue have been shown to possess certain character

istics which make either of.them an attractive investment 

for those who desire some degree of call-risk protection. 

The investor committing funds to the long-term corporate 

bond market obviously would like to select that type of is

sue which allows him the opportunity to maximize his return. 

In the present chapter, a comparative analysis has been con

ducted on the performance of the seasoned issue relative to 

that of the deferred call new issue. The hypothesis tested 

was that while either alternative medium may provide call-

risk protection, per se, the investor who initially chooses 

the seasoned issue will be able to realize the superior 

performance. The results of the analysis, centering on 

promised yield, call records and realized yield, have clear

ly shown that the return generated by the seasoned issue op

tion is a function of changes in the level of market 

interest rates; and, only when rates behave in a certain 

manner can the seasoned issue investor expect superior per

formance . 

Eeginning with a comparative analysis of the prom

ised yield performance, it was shown that the new issue nor

mally does provide a promised yield-to-maturity considerably 

greater than a comparable seasoned issue — in fact, any

where from 7 to 55 basis points better. However, it was 



149 

also noted that the coupon differential between the new and 

seasoned issue had an effect on the size of this yield 

spread, and that the investor could probably reduce the 

spread by selecting a low to moderate rather than a deep 

discounted seasoned issue. 

The call records of the respective issues were then 

tabulated, and the results indicated virtually no difference 

in the relative call performance. With both types of is

sues, the call records were shown to be quite good with less 

thaji three per cent of the obligations called as of Decem

ber 31i 19^9. To the extent that the seasoned issue was 

selected for call protection purposes, the findings indi

cated that the investor was not compensated in the form of 

superior call protection for the initial sacrifice he in

curred in promised yield. Given the differential promised 

yield spread, therefore, it became clear that, in conjunc

tion with the proposed investment model, the seasoned issue 

investor must rely on subsequent market behavior as the only 

means to realize superior investment return. 

Using the appropriate formula as provided in Chapter 

4, realized yield was calculated under the condition that 

the seasoned issue investor switch to the paired new issue 

at the end of the call deferment period. It was found that, 

given the defined new issue holding period, the realized 

yield of the new issue was equal to that promised in all 

cases except the few called bonds. At the same time, it 
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was pointed out that the average realized yield spreads were 

much smaller than the promised spreads. It was clear, 

therefore, that the performance of the seasoned issue in the 

future market environment did improve considerably relative 

to the new issue. Further examination revealed that in or

der for the performance of the seasoned issue to,improve, it 

was necessary that the investor's capital position increase 

at the time of reinvestment such that the present value of 

his subsequent interest income and maturity value were equal 

to or greater than the initial loss in interest income gen

erated over the holding period of the seasoned issue. For 

given the investment model, the relative capital apprecia

tion of the seasoned issue was shown to be the critical 

variable in determining the comparative realized yield per

formance. When capital appreciation was great enough, the 

seasoned issue provided the superior performance; on the 

other hand, when there was little or no opportunity for 

such appreciation, the new issue generated the best real

ized return. 

Given the importance of capital appreciation, the 

extent of the change in the level of market interest rates 

was the factor that provided such opportunity. That is, 

it was shown that when rates rose markedly between the 

date of purchase and date of reinvestment (more than 100 

basis points), the seasoned issue provided the superior 

return; when they rose moderately (l to 100 basis points), 
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the returns of the alternative media were considered equal; 

and when they declined moaerately (1 to 50 basis points), 

the new issue generated the superior realized yield. Along 

this line, comparative yields-to-maturity prevailing at time 

of purchase and time of reinvestment were shown to be a ma

jor explanation for such behavior. For, when rates rise, 

negative yields-to-maturity spreads widen to the extent that 

the relative price of the seasoned issue is bid up accord

ingly and the opportvnity for capital appreciation in

creases; when rates fall, negative yields-to-maturity 

spreads narrow, putting downward pressure on the relative 

price of the seasoned issue. And as was the case of prom

ised yield spreads, deepness of discount was shown to have 

a detrimental effect on comparative realized yield per

formance. 

Specifically, the analysis performed in this chapter 

revealed that when interest rates rise by a marked amount, 

-the seasoned issue provides the superior realized return 

and, therefore, the hypothesis should be accepted. When 

rates decline moderately, the new issue provides the su

perior realized yield and the hypothesis must be rejected. 

Finally, when rates rise by as much as 100 basis points, 

the realized yield performance of the alternative media are 

comparable to one another and since the behavior of the sea

soned issue is not superior under these conditions, the hy

pothesis must again be rejected. 



CHAPTER 6 

EXTENSION OF THE REINVESTMENT DATE AND THE 
CASE OF MARKEDLY FALLING INTEREST RATES 

The emperical research provided thus far has "been 

generated by using the complete sample of 290 pairs of sea

soned and deferred call new issues; statistically supported 

inferences have also "been drawn in regard to the major areas 

of analysis. However, "because of the nature of both the 

data and the investment model employed in the study, it was 

found that detailed analysis could not be performed on two 

conditions that are important to the study of the call-risk 

performance of seasoned versus deferred call new issuesj 

namelyi (l) the comparative realized yield generated by-ex

tending the seasoned issue reinvestment date to its maturity 

date? and (2) the comparative realized yield generated under 

the condition that market rates drop sufficient to induce 

widespread refunding. This chapter will now give due con

sideration to both of these conditions. But note that since 

only 32 pairs, or approximately 10# of the sample, could be 

used with the former condition and since the latter had to 

be based exclusively on simulated examples, no attempt is 

made herein to provide statistically validated inferences 

or conclusions. Rather, the evidence that is provided in 

152 
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the subsequent discussion is intended to illustrate the type 

of comparative behavior that probably would accrue from ei

ther one of the above noted conditions. 

Reinvestment at Maturity of Seasoned Issue 

Up to now, the empiricism conducted in this study 

has dealt with the comparative realized yield behavior of 

new and seasoned issues given that reinvestment occurs at 

the end of the new issue's call deferment period. Granted 

that this is intended to be the major emphasis of the study, 

it is felt nonetheless that such an effort would be lacking 

in content unless some consideration is given to the condi

tion where the investor extends his seasoned issue holding 

period — i.e., where he delays switching from the seasoned 

to the new issue to the maturity date of the seasoned bond. 

The discussion in the present section deals with such a con

dition. 

No attempt has been made to distinguish the public 

utility from the industrial issues. Instead, as their per

formance has been shown thus far to be relatively compara

ble, the evaluation is based on a pooling of both types of 

obligations. For each of the 32 pairs of issues used in 

the analysis, average realized yields were first computed 

for the paired new and seasoned issues given reinvestment 

occurs, as before, at the end of the deferment period (note 

that in each of the 32 cases, this occurred when market 
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rates at time of reinvestment were approximately equal to 

the rates prevailing at the time of purchase). Then, using 

actual market quotations, the average realized yield of the 

seasoned issues was generated under the condition that re

investment occurred at maturity (or on December 31» 1969)• 

Since it was found that reinvestment occurred in nearly all 

cases during periods of very high interest rates (1966-

1969), it was felt that the data lacked necessary variety to 

note performance under different interest rate conditions. 

Thus, an average yield also was computed assuming that the 

switch from the seasoned to the new issue occurred at the 

maturity of the former, "but that the market quotes were 

eaual — the implication here was that interest rates held 

steady between time of purchase and time of reinvestment. 

These findings are presented in Table XXIII, 

Looking first at the behavior given actual market 

quotes, it is seen that extension of the reinvestment date 

resulted in a considerable improvement in the performance of 

the seasoned issue. And an examination of the data showed 

that such improvement, amounting to 122 basis points on the 

average, held in 31 out of the 32 cases. More important, 

however, note that while the new issue initially generated 

a return greater than the seasoned, the performance of the 

seasoned is now an average of 91 basis points better than 

the paired new issue. 
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TABLE XXIII 

AVERAGE REALIZED YIELD PERFORMANCE OF SELECTED ISSUES 
AS GENERATED BY EXTENDING REINVESTMENT DATES 

(Public Utilities and Industrials) 

Tyt>e of Issue 
Avg. 
Yld. 

New Yield 
New>Seas 

to Seasoned 
•d Seas'd>New 

Paired New Issue 5»02 
Seasoned Issue-Reinvestm't ati 
End of Deferment Period 4,71 29 3 
Maturity (Actual Quotes) 5»93 2 30 
Maturity (Equal Quotes) 4.?2 29 3 

The distribution of the new and seasoned yields re

veals that whereas originally there were only three cases 

where the seasoned realized yield was greater than the new, 

there are now 30 such eases. 

Such performance, of course, was due to the fact 

that while the seasoned issue was at or near its par value, 

the market price of the new issue was well below par as a 

result of increases in the interest rate level. That is to 

say that between the end of the new issue's deferment period 

_ and the maturity of the seasoned issue, the market price of 

the seasoned issue moved to its par value while that of the 

deferred call new issue fell with the increase in interest 

rates. Thus, given the investment model, the seasoned issue 

investor was able to generate the superior performance as a 
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result of the sizable improvement in his relative capital 

position,* And since the-behavior of the seasoned issue be

tween the end of the deferment period and the maturity of 

the issue was found to depend primarily upon the movement of 

interest rates within the interval, the above noted improve

ment in capital position is independent of the comparative 

realized yield performance generated prior to the end of the 

deferment period. Overall, the improvement must be viewed 

as considerable. The data clearly suggest that the seasoned 

issue investor would be wise to extend his reinvestment date 

to the maturity of the issue — at least, so long as the 

level of interest rates are expected to undergo a sharp in

crease between the end of the new issue's call deferment 

period and the maturity date of the seasoned issue. 

Moving to the condition where reinvestment occurs 

under the assumption that the prices of the alternative is

sues are equal, Table XXIII reveals that the comparative 

performance of the seasoned issue is virtually equal to that 

which was generated when reinvestment took place at the end 

of the deferment period. In effect, the implication is that 

if the level of interest rates remains steady after the end 

of the deferment period, the seasoned investor has little or 

1. Both the role and importance of capital appreci
ation within the extended seasoned issue holding period is 
identical to that noted in the preceeding section; Cf. 
Supra. pp. 138-1^3* 
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no opportunity for improvement in position. For even if he 

can improve his capital position slightly by extending re

investment, such improvement appears only to compensate for 

the additional loss in annual interest accruing from a long

er seasoned issue holding period. 

While the data were insufficient to allow an analy-

sis of moderately falling market rates, it does seem that, 

ceteris paribus, such an evaluation probably would show a 

deterioration in the performance of the seasoned issue. 

That is, taking the realized yield results generated in 

Chapter 5 in conjunction with the current findings, if per

formance improves with an increase in interest rates and 

remains unchanged with relatively steady rates, then it 

would seem to be a logical extension of the findings that 

the relative seasoned issue performance would deteriorate if 

2, Of the 32 usable new issues, all but two were 
quoted at prices within four per cent of par value by the 
end of their deferment periods} with their yields so close 
to their respective nominal rates, any real (useful) drop in 
market rates would have resulted in market values well above 
call price — as a result, such action was felt to be nei
ther realistic nor of any real contribution to the study. 
Note further that the discussion provided on falling market 
rates assumes that even after the drop in interest rates, 
call-risk can be ignored; i.e., that none of the issues are 
exposed to a real threat of call (the condition, in effect, 
is meant to be analogous to the "moderate decline in rates" 
noted in Chapter 
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interest rates "between the end of the new issue's deferment 

period and the seasoned issue's maturity date undergo a 

moderate decline. Such rationalization, of course, is "based 

on the fact that the relative capital gains of the seasoned 

issue is the important variable. For with a decline in in

terest, the price of the new issue would rise or move in the 

direction of par value right along with or at a greater rate 

than the seasoned issue. Thus, not only would any opportu

nity for capital gains disappear, but also, depending upon 

the relative position of the issues at the end of the defer

ment period, the new issue may be able to realize a capital 

appreciation at least equal to or possibly greater than the 

seasoned issue. 

Earlier in this section, the changes in the level of 

interest rates between the time of purchase and the end of 

the deferment period were categorized intoi (l) marked 

positive, (2) moderate positive and (3) moderate negative. 

In this regard, it was noted that when the first condition 

prevailed, the realized yield of the seasoned issue was 

greater than that of the new issue; when the second interest 

rate condition held, the yields were found to be approxi

mately equal; and when rates were subject to a moderate 

negative change, the new was shown to be greater than the 

seasoned. In the present discussion, attention has centered 

on the behavior of the seasoned issue over the period from 

the end of the call deferment to the maturity of the 
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seasoned "bond. It has been suggested herein that, like the 

performance noted above, the seasoned issue investor! (l) 

could improve his position by deferring reinvestment if in

terest rates rose after the new issue call deferment period 

expired; (2) would have nothing to gain (or lose) by ex

tending reinvestment if interest rates leveled off after the 

deferred call period; and (3) would probably expose himself 

to a deterioration in position if rates dropped moderately 

by the maturity date of the issue. Furthermore, in all 

three of these cases, the behavior between the end of the 

new issue's deferment period and the maturity of the sea

soned issue was shown to be mutually exclusive of the per

formance which occurred prior to the expiration of call 

deferment,-^ 

At first glance, it may appear that the only mean

ingful consequences which accrue from the performance of 

the seasoned issue over the holding period extension are 

that the realized yield spreads which were previously es

tablished between the new and seasoned issues may now be 

exposed to alteration or even reversal. Hov/ever, while it 

is quite apparent that the performance of the seasoned is

sue is altered by reinvestment extension and, as such, 

3. Table A-10, Appendix A notes the relationship 
between the realized yield behavior generated in the al
ternative seasoned issue holding periods. 
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subjects the yield spreads to alteration, the relationship 

is considerably deeper than that. For closer examination 

would reveal that the critical factor in measuring the rel

ative performance of the seasoned issue in either of the two 

holding periods was shown repeatedly to be the capital gains 

variable. Moreover, recall that in either seasoned issue 

holding period, the reaction of the seasoned issue to 

changes in interest rates was the same. And, of course, in 

all cases the reason was also the samei the opportunity for 

relative capital gains. In this light, the findings from 

both seasoned issue holding periods tend to confirm, rather 

than invalidate, the earlier conclusions regarding the over

all importance of changes in interest rates on the compara

tive realized yield behavior of the alternative issues. 

That is, so long as capital gains remains the important 

variable, the general pattern of realized yield spreads 

would tend to hold relative to the types of changes in in

terest rates regardless of which holding period was used. 

This would also infer that, regardless of the relative posi

tion of the seasoned issue as of the end of the new issue's 

deferment period, the investor could rely on his re-defined 

expectations of future movements in market rates to decide 

whether to initiate reinvestment immediately (i.e., at the 

end of the deferment period) or to defer it to the maturity 

of the seasoned issue. With overall performance being 

dependent upon the opportunity to generate capital gains, 
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the seasoned issue investor has the option to choose either 

reinvestment date according to which one provides, or might 

provide, the best return. 

The Special Case of Falling Market Rates 

In the preceding discussion on comparative realized 

yield behavior, it has been shown that the change in market 

interest rates between the time of purchase and the time of 

reinvestment is the critical variable in determining the 

performance of the respective media. However, given the in

vestment model that was used, the results generated over the 

period 1956-1969 were such that they encompassed interest 

rate activity that ranged between a moderate decline and a 

marked increase. Missing from the analysis was the condi

tion of a marked decline in rates. This, of course, was due 

to the fact that such a condition simply did not exist with

in the period of evaluation. The current discussion is an 

attempt to fill this void, and to present an interest rate 

condition which is obviously important to the evaluation of 

an issue's call-risk protection. The purpose of this sec

tion is to provide a brief presentation of the comparative 

behavior of new and seasoned issues under the condition that 

interest rates fall markedly — i.e., sufficient to induce 

widespread refunding on the part of the obligors (much more 

widespread, in fact, than the five public utility issues 

called in 1963-196*0 • 
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Given the investment model outlined in Chapter k, 

the condition of markedly falling interest rates was simu

lated using one new issue as representative of the behavior 

k of .both public utility and industrial issues. This issue 

was assumed to have a 30 year maturity and a five year call 

deferment period. Further, because the mode of the distri

bution on new issue nominal rates was previously shown to 

be the 4 3/8 - k 1/2fc category (see Table VII), it was as

sumed to bear a ̂  1/2% coupon. In order to provide some 

idea of the effects of deepness of discount on comparative 

realized yield performance, two new-seasoned issue pairs 

were formed by pairing the new bond with a moderately dis

counted seasoned issue and a deep discounted seasoned is

sue i i.e., one seasoned obligation carried a coupon of 

four per cent and the other a coupon of three per cent (a 

coupon spread of one-half and one and one-half percentage 

In light of the fact that the behavior of the 
public utility and industrial issues has been shown to be 
similar in so many important respects, it was felt that one 
example would be sufficient to illustrate the behavior that 
could be expected from either type of bond. 
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points, respectively). Both of these issues were assumed 

to "be freely callable and to have 20 years remaining until 

maturity.^ 

These pairs were then applied to the following in

terest rate conditionsi 

Condition X — interest rates drop (instantaneously) 
at the end of the call deferment period and level 
off for the balance of the investment horizon; rates 
were assumed to decline byt (a) 3/^ of a percentage 
point to a new 3 3/^ market rate 5 (b) l l/^ percen
tage points to a new 3 l/^% market rate. 

Condition II — interest rates drop (instantaneous
ly) by the middle of the deferment period and level 
off thereafter;'rates were assumed to decline byi 
(a) 1 1/b nercentage points to a new 3 market 
rate; (b) 2 l/k percentage joints to a new 2 
market rate. 

In effect, four conditions of markedly falling market rates 

were simulated for both pairs of issues. In Conditions la 

and lb, none of the issues was exposed to call until the end 

5. At time of purchase, the moderately discounted 
seasoned issue was assumed to generate a yield-to-maturity 
15 basis points lower than its paired new issue, while the 
deep discounted issue generated a yield 30 basis points 
lower than the new issue (see Table XIII), Thereafter (such 
as at time of reinvestment), the prices of both new and sea
soned issues were assumed to be represented by prevailing 
market rates (i.e., no yield spread existed) so long as this 
value did not exceed their respective call prices (one 
year's interest with new issues and one-half year's inter
est with seasoned — see Chapter 3). Further, in all cases 
where the new issue is called, reinvestment is assumed into 
the refunding issue and unless the seasoned is called, re
investment from the seasoned to the new occurs at the end of 
the deferment period only. 



of the deferment period; while in Conditions Ila and lib, 

the seasoned was subjected to refunding before the paired 

deferred call new issue.^ Of course, regardless of the sim

ulated drop in market rates, neither the new nor the sea

soned issue was assumed to be refunded automatically. 

Rather, the only issues that were called under any simulated' 

interest rate decline were those where the net present value 

of their interest savings was equal to or greater than the 

associated costs of refinancing. The results of these simu

lations are provided in Table XXIV. 

Looking at the overall comparative realized yield 

performance, it is seen in the table that the yield spreads 

between the new and seasoned issues ranged from slight,. 

virtually equal, differentials to differentials which in

dicate considerably better performance on behalf of the 

seasoned bond. Note too that the simulated results in Con

dition la generate the lowest overall performance of the 

seasoned issue — at yield spreads of +8 and -3 basis 

points, their returns can, for all practical purposes, be 

considered roughly equal to that of the paired new issue. 

6. Admittedly, these are only four of any number 
of hypothetical situations that could have been simulated! 
yet, given the investment model employed herein, they were 
felt to be most representative of conditions that could af
fect comparative realized yield performance and therefore, 
meet the intent of this section. 
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Yet the drop in interest rates used in Condition la is only 

slightly larger than the previously identified moderate de

cline (75 basis points versus 1 to 50 "basis points). While 

a complete, dramatic reversal in performance could hardly 

be expected with such a slight shift in rates, it is notable 

that whereas with a moderate decline, the seasoned issue*was 

shown to generate a considerably lower return than its 

paired new issue; the slight increase in the interest rate 

decline was sufficient to generate almost equal performance 

betv/een the alternative media. Thus, it seems that as the 

interest rate moves from a level which merely exposes the 

issues to call, to one which induces widespread refunding, 

the relative performance of the seasoned issue improves con

siderably. 

Table XXIV also reveals that the deep discounted 

seasoned issue was able to provide a return greater than 

that obtained from the moderately discounted seasoned issue 

when interest rates fell by more than 75 basis points. In 

fact, it can be seen that the comparative performance of 

the moderately discounted seasoned issue was about the same 

throughout the whole spectrum of simulated interest rate 

changes —i.e., the yield spread ranged between +4 and +10 

basis points. An examination of the data revealed that such 

behavior on the part of the moderately discounted seasoned 

issue accrued directly from its differential in nominal 

rates relative to the new issue. As it turned out, this 
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seasoned issue seemed to reach a saturation point since the 

drop in interest rates did not have to be very large "before 

it was selling at or near its call price. Any additional 

drop in rates, therefore, had little or no subsequent affect 

on its capital appreciation, and as a result, the market 

price of the issue remained relatively unchanged. In ef

fect, the initial coupon differential prohibited the bond 

from responding to further declines in interest rates,7 On 

the other hand, since the deep discounted seasoned issue wa3 

not subjected to this constraint, its performance relative 

to the paired new issue improved as the decline in the level 
Q 

of interest rates increased. For, as noted earlier, so 

long as the drop in rates is less than the initial coupon 

differential, the seasoned issue possesses the capability of 

providing relatively greater returns as interest rates move 

to lower levels, Thus, given the condition of significantly 

falling market rates, the findings herein suggest that the 

greater the anticipated decline in interest rates, the 

greater the coupon differential necessary to realize the 

full potential of the seasoned issue.^ 

7, Given the investment model and the assumptions 
made in this section, this same condition would also apply 
to the naired new issue and, in turn, affect its behavior in 
the same manner, 

8, Cf, Supra, pp. 26-29 

9, Note that this is just the reverse of earlier 
findings which suggested that performance could probably be 
improved, ceteris paribus., with narrower coupon differen
tials. 
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TABLE XXIV 

COMPARATIVE REALIZED YIELD PERFORMANCE AS 
GENERATED PROM SIMULATED INTEREST RATE DECLINES 

Chng. in Int. Rates 
Condition -
Seas. Issue Deepness 
of Discount 

Realized Yielda 
New Seasoned 

Yield Spread 
(basis pts.) 

la-Moderate Disct. 
-Deep Disct. 

Yield Spread 

4.14* 
4.14* 

4.22 
4.11 
11 

+8 
-3 

lb-Moderate Disct. 
-Deep Disct. 

Yield Spread 

3.75* 
3.75* 

3.79* 
4.00 
(21) 

+4 
+25 

Ila-Moderate Disct. 
-Deep Disct. 
Yield Spread 

3.75* 
3.75* 

3.85* 
4.00 
(15) 

+10 
+25 

lib-Moderate Disct. 
-Deep Disct. 
Yield Spread 

2.94* 
2.94* 

3.03* w +9 
+63 

a. The promised yield of the new issue was 4.50?S| 
for the moderately discounted seasoned issue, it was 4.35 
and the promised yield for the deep discounted bond was 
4.2095. 

* Indicates new and seasoned issues which were 
called. 
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Moreover, given a seasoned issue of sufficient deep

ness of discount, the simulated results indicate that such 

an obligation provides superior protection against call when 

interest rates undergo a sharp decline. To the extent that 

the issue's call protection afforded the investor the oppor

tunity to maximize his return, the performance of the dis

counted seasoned issue suggests that it is capable, of 

providing the maximum in call-risk protection. And it would 

seem to follow that a sufficiently discounted seasoned issue 

would also provide the superior return regardless of the de

fined seasoned issue holding period. For while the simu

lated results were generated only under the assumption that 

reinvestment occurs at the end of the new issue's deferment 

period, the findings suggest that so long as the seasoned 

issue is of sufficient discount, similar results could also 

be expected if reinvestment occurred at the seasoned issue's 

maturity date.*^ That is, given that the new issue would be 

called and, therefore, subject to reduced annual interest 

income, not only would the seasoned issue investor generate 

10. For example, using the deep discounted issue 
with Condition lb, it was found that by extending the sea
soned issue holding period to its maturity date, the in
vestor would realize a return of 3*96%, as compared to the 
paired new issue's realized yield of 
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necessary improvement in his capital position upon reinvest

ment but he would also enjoy superior interest return be

tween the end of the deferment period (or when the new is

sue was called) and the date of reinvestment. 

For the most part, the data in Table XXIV show that 

the performance of the seasoned issue was equal to or supe

rior to that of the paired new issue regardless of whether 

rates drop by the end of the call deferment period or in the 

middle. The results from the former condition are not out 

of line with those that should have been anticipated! but 

those of the latter do seem to contradict some of the bene

fits heretofore proclaimed on behalf of the deferred call 

new issue.11 Upon more extensive analysis, however, it was 

found that such behavior results from the fact that interest 

rates have to drop well below the nominal rate of the new 

issue in order to induce the refunding of the discounted 

seasoned issue. That is, while the market value of the new 

issue is held back by its call price, the capital apprecia

tion of the seasoned issue moves with the decline in inter

est rates such that it is able to realize its potential 

benefits and thereby generate superior return — qualified, 

as noted above, on the condition that it maximizes return 

when the initial coupon differential approximates the size 

11. Cf, Supra. pp. 6^-68. 



of the interest rate decline. Such appreciation, in turn, 

provides the seasoned issue investor with considerably-

greater interest return after reinvestment than is obtained 

from the paired new issue, as well as greater capital gains 

at maturity. In the simulated examples, interest rates 

were assumed to level off after the initial decline and, 

therefore, it was just a matter of time before the new issue 

is called; i.e., upon the expiration of its call deferment 

period. Yet, note that even if rates do rise after the sea

soned issue has been called so that the new issue is not 

called, the comparative performance relationship will remain 

unchanged from that shown in Table XXIV — in fact, the pos

itive yield spreads tend to widen even more.*^ For even in 

this case, the seasoned issue is able to generate a capital 

appreciation sufficient to provide the superior return. 

These findings imply that so long as interest rates 

decline markedly, the discounted seasoned issue provides 

the superior return regardless of whether reinvestment takes 

place at the end of or during the deferment period; and, it 

seems to hold whether the paired new issue is subsequently 

called or not. Too, as noted above, the data suggest that 

12. Under this condition, the realized yields of 
the paired new (seasoned) issues were computed as followsi 
Conditions Ila and lib - moderate discount = 4.50# (4.86$) 
Condition Ila - deep discount = h.50% (5*18#) 
Condition lib - deep discount = 50$ (5*53#) 
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the performance of the seasoned issue is "better when the 

size of the initial coupon spread remains equal to or less 

than the magnitude of the drop in interest rates. And given 

the situations where this relationship held, the comparative 

realized yield spread was seen to widen in favor of the sea

soned "bond as rates continued to decline. 

Summary 

Given that the realized yield behavior in Chapter 5 

was based on the assumption that the seasoned issue in

vestor switched to the new issue upon the expiration of the 

latter's deferment period, comparative realized return in 

this chapter was generated on the condition that the holding 

period of the seasoned issue is extended to the maturity 

date of the obligation. While only a small percentage of 

the test data could be employed in this aspect of the analy

sis, the results did indicate that capital appreciation was 

again the important variable in determining the relative 

performance of the seasoned issue. Since the two seasoned 

issue holding periods were shown to be mutually exclusive, 

the suggestion was made that the investor may be able to im

prove his position by extending reinvestment if rates are 

expected to rise markedly after the paired new issue's call 
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deferment period expires;*3 if they are expected to hold 

steady, his comparative performance would probably remain 

unchanged from that generated by switching at the end of the 

deferment period; and if they fall moderately, he could 

probably expect a deterioration in performance relative to 

that obtainable with the shorter holding period. Overall, 

with capital appreciation being the critical factor, the 

same type of comparative realized yield behavior was in

dicated for this extended seasoned issue holding period as 

that which was generated when the holding period was de

fined at the end of the call deferment period. 

The case of significantly falling interest rates 

was then simulated in order to detect the type of per

formance that could be expected under such a condition. 

The results of this simulation indicated that when rates 

fall sufficient to subject the issues to widespread refund

ing, the performance of the seasoned issue was superior to 

the new so long as the coupon differential was sufficient 

to allow the seasoned issue to realize its full potential. 

This performance was in sharp contrast to that generated 

when rates fell only enough to expose the (new) issues to 

possible refunding — i.e., moderate declines in interest 

13. Recall that the investor is assumed to be in
terested in long-term interest return and that he does not 
speculate on the movement in the term structure of interest 
rates — a pension fund would be an example of this type of 
investor. 
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rates. Too, under the simulated conditions, the effects 

of deepness of discount were shown to be "beneficial to the 

behavior of the seasoned issuei and, in fact, sufficient 

discount was shown to be necessary in order to realize 

fully the implication of sharply falling market rates. 

The evidence provided in this chapter suggests that 

both seasoned issue reinvestment extension and a marked de

cline in interest rate levels are conditions which could 

be beneficial to the relative performance of the seasoned 

issue. For it should be clear from the current findings 

that the seasoned issue investor is not rigidly bound to 

the outcomes noted in Chapter 5 so long as he decides to 

defer reinvestment past the expiration of the deferment 

period. That is, if rates fail to move in a manner which 

provides the seasoned issue investor with superior return, 

he can utilize redefined expectations at the end of the 

deferment period to determine if it may be more beneficial 

for him to defer reinvestment to the maturity of the bond. 

Moreover, given sufficiently discounted seasoned issues, the 

hypothesis of superior seasoned issue performance is accept

ed when rates fall markedly. This conclusion follows logi

cally from the demonstrated superior call-risk protection 

and realized yield performance provided by the discounted 

seasoned issue under such a change in interest rates. 



CHAPTER 7 

IMPLICATIONS OF THE FINDINGS 

Prior to the mid-1950's, the discounted seasoned 

issue was the only device to which corporate bond investors 

could turn in an attempt to gain some call-risk protection 

for their investments. With the advent of the widespread 

use of the deferred call feature on new issues, however, the 

investor was provided with an alternative source of such 

protection. The present research effort represents an at

tempt to determine which of the alternative media offers the 

superior performance to the investor who is actively seeking 

some degree of protection against premature expiration of 

his bond holdings. Using the suggested investment model and 

given the objective of maximum return over a predetermined 

holding period, an extensive analysis was conducted of the 

comparative investment behavior of the deferred call new is

sue and the discounted seasoned issue. These findings were 

presented in the preceeding two chapters. Using these find

ings as a basis for inference, the purpose of the present 

chapter is» (l) to note how the results of the current re

search are in accord with or vary from earlier studies and 

m 



investment recommendations; and (2) to draw implications 

from the findings with respect to appropriate investor 

preferences. 

Previous Studies and Recommendations 

The discounted seasoned issue possesses certain 

qualities which enhance its attractiveness in situations 

where call-risk protection is deemed by the investor to be 

a necessary adjunct to maximizing return. Basically, these 

qualities accrue from the size of the coupon differential 

that exists between this type of issue and a new bond cur

rently being distributed. For given the coupon differential 

and the expectation that market rates will drop — such that 

call protection becomes a desirable feature — the discount

ed seasoned issue is capable of improving an investor's re

turn so long as the nominal rate on the obligation remains 

equal to or below the market level of interest rates.1 To 

this extent, the merits of the issue are in its ability to 

enable the investor to realize initial promised yield-to-

maturity, even though such yields are generally less than 

1. Sidney Homer, Memorandum to Portfolio Managers 
(New Yorki Salomon Brothers & Hutzler, October 23, 1969)» 
pp. 1-3; Sidney Homer, Guides to Profitable Bond Selection 
(New York« Salomon Brothers & Hutzler, 1962), pp. 8-12; and 
Harry Sauvain, Investment Management, 3rd ed. (Englewood 
Cliffs, N. J.i Prentice-Hall, Inc., 1967)» pp. 241-243. 
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those "being offered on new issues and that, ceteris paribus, 

the yield differentials tend to widen when rates rise and 

call protection normally becomes more desirable. 

Like the seasoned issue, the deferred call new issue 

is also a type of obligation which may be worthwhile to in

vestors who seek call protection. Specifically, the defer

ment feature on a new issue should be of value to an inves

tor so long as market rates are expected to fall within the 

deferment period, such that the issue would, under any other 

circumstances, be subject to refunding at the lower rate. 

Of course, since the feature prohibits refunding during the 

deferment period, the issue can not be called; equally im

portant, if rates rise again before the end of the period so 

that the issue is no longer exposed to this type of call, 

the bondholder can maintain his position not only during the 

call deferment, but, perhaps, to maturity. Compared to 

freely callable new issues, previous studies have shown that 

the rate of redemption on such issues is approximately seven 

times greater than that on deferred call new issues.^ Be

cause of this, the promised yield on the deferred issue is 

2. Frank C, Jen and James E. Wert, "The Deferred 
Call Provision and Corporate Bond Yields," Journal of Finan-
cial and Quantitative Analysis, Vol. 3 (June, 1968), 
pp. 157-169. 

3. Ibid.; and Frank C. Jen and James E. Wert, "The 
Effects of Call Risk on Corporate Bond Yields," Journal of 
Finance, Vol. XXII (December, 1967)# pp. 637-651. 
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generally lower than that on the freely callable issue. 

But when rates are relatively high, the call protection that 

the deferred call obligation affords often results in higher 
It. 

realized yields. 

The investment techniques utilizing either the dis

counted seasoned issue or the deferred call new issue have a 

number of features in common. Most obvious is that they 

both, in their own manner, provide the call protection nec

essary to achieve improved return, and that they both rely 

on the expectation that market rates will drop. Also, rel

ative to comparable freely callable new issues, either me

dium generally provides lower promised yields-to-maturity, 

and such differentials tend to widen v/ith increases in mar

ket rates. Given earlier studies and investment recommen

dations, results were generated in the present research • 

effort^ which not only tend to concur with, but also to sug

gest a possible realignment of some previous positions. 

When the seasoned and the deferred call new issue 

are contrasted, the promised yield of the former is less, on 

the average, than the latter. This differential also widens 

4-. Jen and Wert, "The Deferred Call Provision," 
pp. 157-169. 

5. For the purposes of this discussion, no distinc
tion will be made between the behavior of the public utility 
and industrial issues. 
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both as rates increase and as coupon differentials widen. 

These findings are, of course, in complete agreement with 

previously established bond behavioral patterns.^ At the 

same time, the call records of both issues show remarkably 

similar performances and clearly demonstrate their abilities 

to provide call-risk protection. In fact, the call perform

ances of the alternative media provide ready support to the 

techniques brought out above — that is, that either type of 

issue possesses the call protection necessary to generate 

improved returns. Contrasting these findings with the be

havior of freely callable new issues,"^ they suggest that the 

freely callable would" give the highest promised yield, fol

lowed by the deferred call new issue and then the discounted 

seasoned issue. However, the call protection provided by 

the freely callable issue would be considerably inferior to 

that of either the deferred call nev/ or discounted seasoned 
Q 

issue. Thus, as inferred from this and earlier studies, 

6. Andrew F. Brimmer, "Credit Conditions and Price 
Determinal:!on in the Corporate Bond Market," Journal of 
Finance. Vol. XV (September, i960), pp. 353-370. 

7. Frank C. Jen and James E, Wert, "The Value of 
the Deferred Call Privilege," National Banking Review. 
Vol. 3 (March, 1966), pp. 369-378. 

8. Jen and Wert, "The Deferred Call Provision," 
pp. 157-169. 
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it would "be the least desirable form of investment in those 

conditions where potential refunding may be an important 

factor in affecting the extent of realized return. 

Expectations have been shown repeatedly to be im

portant to the investment behavior of both the deferred call 
Q 

new issue and the discounted seasoned issue.7 The results 

of this study are no exception. For in this study, the role 

of market interest rate expectations are the critical factor 

in evaluating comparative realized yield performance. How

ever, unlike earlier studies and recommendations, these ex

pectations are not only important with downward movements in 

interest rates, but also equally important with upward move

ments. The investment model used in this study, as con

trasted with those in earlier works, explains this behavior. 

For in the present study, the seasoned issue investor is 

assumed to switch positions regardless of whether the issue 

is called or not; in earlier models, the investor was as

sumed to hold his position to maturity and to switch only if 

his issue was called. As a result, in earlier studies the 

investor was attempting only to maintain his promised yield, 

9. See, for examplei Sauvain, Investment Manage
ment. pp. 241-243? and Donald R. Fraser and R. Gerald Say-
lor, "The Value of the Deferred Call Privilege! A Comment," 
and Frank C. Jen and James E. Wert, "The Value of the De
ferred Call Privilegei A Reply," both in National Banking 
Review, Vol. 4- (March, 196?), pp. 337-339 and p. 3^0. 
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while in the present effort, the (seasoned issue) investor 

is striving not only to maintain, "but also to improve on his 

promised yield. 

The present study indicates that the seasoned issue 

investor can expect superior realized return when rates ei

ther rise or fall markedly; on the other hand, he can expect 

inferior returns when they fall only moderately. When rates 

fall markedly, such that widespread refunding occurs, the 

behavior of the seasoned issue follows a pattern as estab

lished in the early part of the study and as generally ac

cented in the bond market. The fact that it out-performs 

the deferred call new issue in this interest rate condi

tion — a condition wherein call-risk protection would be 

most desirable — suggests a possible limitation to the 

benefits heretofore attributable to the call deferment fea-

10 ture.' On the other hand, when rates fall, but by an 

amount less than that which induces refunding, the deferred 

call new issue provides the superior return, and as a re

sult, performs in a manner which supports the contention 

that the issue is useful when rates decline. However, it 

should be clear that such comparative behavior does not 

accrue from incremental call protection. Rather, as with 

10. Jen and Wert, "Effects of Call Risk on Bond 
Yields," p. 650; and Jen and Wert, "The Deferred Call Pro
vision," pp. 1 6 5 - 1 6 6 .  
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the other change in market rate conditions, the behavior 

results from normal market relationships — specifically, 

from the initial coupon differentials and the affects that 

changes in interest rates have on relative yields-to-matur-

ity. 

Through use of the suggested investment model, the 

realized yield results of this study suggest that when the 

deferred call new issue is compared to the discounted sea

soned issue, the overall comparative performance of the 

deferred bond fails to match that generated when it is con

trasted to the freely callable new issue.^ For it does 

seem significant that only when rates fall moderately, is 

the deferred issue able to generate the superior returnj 

in all other cases, the realized return is either equal to 

or inferior to that of the discounted seasoned issue. More 

important however, note that while the seasoned issue inves

tor generates a return equal to or greater than that of the 

deferred issue when rates rise, the holder of seasoned is

sues also has the option of extending his. holding period if 

rates fail, by the end of the deferment period, to move in 

a manner which provides him with superior performance. Such 

behavior implies that the discounted seasoned issue is ca

pable of providing the investor with desired call-risk 

11. Ibid. 
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protection, as well as with the means to hedge his expecta

tions. And these qualities suggest that, given the proposed 
12 

model, not only can the performance of the discounted sea

soned issue he expected to be at least comparable to that 

of the deferred call new issue, but the seasoned issue may, 

in conjunction with the investment model, also offer the 

investor greater opportunities for generating superior re

alized yield performance. 

Investor Preferences 

The findings generated in this study do, of course, 

have implications for the type of investor behavior that 

may be most appropriate under certain market conditions and 

investor expectations. The present discussion briefly com

ments on these. The major emphasis herein is given to those 

circumstances where call-risk protection is desired by the 

investor as the means to obtain maximum interest return — 

i.e., the investor's expectations are that interest rates 

will decline within his predetermined investment horizon. 

12. Granted that the investment model allowed the 
seasoned issue holder the most potential for improvement, 
this fact alone does not appear sufficient to negate the 
implication. Instead, as it provided the means to superior 
seasoned issue performance in conditions when call protec
tion was desirable as well as when it was needed the least 
(i.e., in conditions of both markedly falling and rising 
rates), the model seems to point out the inherent diversity 
of the seasoned bond. 
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In addition, while comparative promised yield and call be

havior have been discussed in this study, attention now 

centers on realized yield behavior, which ultimately is the 

prime consideration of any investor. 

If interest rates are expected to decline so that 

call-risk protection is a desirable feature, the results 

of this research demonstrate that the extent of such an an

ticipated decline is a most important variable in deter

mining the type of issue to employ. That is, when rates 

are expected to fall moderately, the deferred call new is

sue is the most appropriate form of investment; on the other 

hand, if they are expected to undergo a marked decline, the 

investor would do better to select an appropriately dis

counted seasoned issue. Under the former circumstance, not 

only does the present study show the superiority of the de

ferred call issue, but earlier works have also demonstrated 

the superiority of this issue relative to freely callable 

new issues. The freely callable obligation, in fact, is 

the least desirable form of investment under this condition 

not only because of its susceptability to call, per se, but 

also because, ceteris paribus, it would normally have the 

highest coupon and, therefore, be the number one candidate 

for refunding. 

13. Jen and Wert, "The Deferred Call Provision," 
pp. l59-lo5. 
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Should rates be expected to fall to the extent that 

widespread refunding might occur, the discounted seasoned 

issue becomes the most appropriate investment. Since it 

outperforms the deferred call new issue under such condi

tions, it would do even better when compared to a freely 

callable new issue. In order to provide the superior re

turn, however, the investor should be sure to give careful 

consideration to the issue's deepness of discount. For un

less the nominal rate of the seasoned issue remains equal to 

or less than the prevailing level of interest rates, the in

vestor will fail to realize the full potential of the issue. 

On the other hand, recall that the results of this study re

veal that only when rates take a sharp drop is deepness of 

discount a benefit to the seasoned issue investor; in all 

other change in interest rate conditions, the deeper dis

counted issues generate comparative returns inferior to 

those of the lesser discounted bonds. To this extent, the 

investor always runs the risk of selecting a deep discounted 

issue only to have rates fail to decline markedly. But as 

in any investment situation, the investor's aversion to risk 

would be the major factor in determining whether he should 

take such a chance, or hedge his position by selecting a 

moderate or medium discounted issue. 

While the above comments have been based on behavior 

as accruing from an anticipated decline in interest rates 

by the end of a seasoned issue holding period, this study 
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also provides results on the type of behavior which accrues 

from a rise in rates, and it also demonstrates that the sea

soned issue investor has more than one holding period. 

These, of course, have implications relative to appropriate 

investor behavior. If, for example, rates are expected to 

rise, then it would appear that the freely callable new is

sue would provide the superior performance with moderate 

increases, while the seasoned issue would generate the best 

return when rates rise markedly. In both cases, note that 

the deferred call new issue is not the desirable form of in

vestment. At the same time, the fact that the discounted 

seasoned issue performs in a manner equal to or superior to 

that of the deferred call nev/ issue when rates do rise sug

gests that the investor choosing the seasoned option has a 

possible source of protection should rates fail to meet ex

pectations. That is, even if the level of interest should 

1^. The noted performances would appear to follow 
since in the case of moderately rising rates, the normally 
higher promis-ed yields of freely callable new issues would 
remain outstanding to maturity and, thus, be the basis of 
the issue's superior performance — recall that the returns 
of the deferred and seasoned issues were approximately equal 
and that the realized yield of the deferred call new issue 
was equal to its promised yield. When rates rise markedly, 
the seasoned issue would probably maintain its position of 
superiority since there is no reason to suspect that the 
comparative performance indicated in this study should 
change just because the new issue is freely callable — in 
fact, with the wider coupon differentials that likely would 
prevail with the freely callable rather than the deferred 
call new issue, the realized yield differentials may be even 
more pronounced. 
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rise, he would probably do no worse than the deferred bond 

and if they should happen to undergo a marked increase, he 

could do even better. 

Another very important hedging device available to 

the seasoned issue investor is that, using the proposed in

vestment model, he has available to him optional reinvest

ment dates — vis-a-vis, at the end of the new issue's call 

deferment period or when the seasoned issue matures. Given 

that comparative performance is similar yet mutually ex

clusive of the defined holding period, the seasoned issue 

investor can select that period which is most beneficial to 

him. And regardless of his relative position at the end of 

the deferment period, he can exercise his discretion at that 

time to initiate reinvestment immediately or to defer it. -

That is, given his expectations at the time of purchase 

prompted him to select the seasoned issue, he can rely on 

his redefined expectations at the end of his initial holding 

period to decide whether immediate reinvestment would be 

prudent or not. In effect, if he expects interest rates in 

the interim either to rise markedly or to fall sufficiently 

to induce widespread refunding, he stands to improve his 

position and therefore should opt to extend his holding 

period. With any other expectations, he could only maintain 

and possibly even suffer a deterioration in his position; 
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as a result, regardless of his past performance, he should 

probably initiate reinvestment at the end of the new issue's 

call deferment period. 

The findings in this study also indicate that while 

the overall behavior of the public utility and industrial 

issues is similar, the magnitude of such performance can be 

expected to differ. That is, both the seasoned issue's 

comparative promised and idealized yields were shown to be 

consistently less with industrial bonds than with public 

utilities. This, of course, suggests that the latter type 

of issue is the more desirable form of investment to use in 

order to generate the maximum level of returns. Note, how

ever, that this does not mean that the industrial issue is 

useless, or that it will not follow a behavioral pattern as 

discussed above. Rather, it indicates that the investor 

use discretion in his selection of bonds relative to his in

terest rate expectations, and that he recognize the fact 

that there is a difference in performance between the indus

trial and public utility issues. After all, in the final 

analysis, the investor's individual preferences will prob

ably determine that type of bond which is most attractive to 

him. 



CHAPTER 8 

CONCLUSIONS 

This study had addressed itself to a comparative 

analysis of the investment performance of the discounted 

seasoned issue versus that of the deferred call new issue* 

The overriding implication herein has been that the investor 

desires some degree of call protection from his investment 

as a necessary prerequisite to obtaining maximum long-term 

returns. Given that the investor could select either of 

the two alternative types of investment media, this paper 

has tested the hypothesis thatt the call-risk protection 

afforded by the discounted seasoned issue is superior to 

that found in the deferred call feature of a new issue. As 

the means to evaluate the hypothesis, comparative analyses 

were conducted ont (l) the promised yield-to-maturity ini

tially obtained from either type of issue; (2) the respec

tive call-risk protection provided — vis-a-vis, call rec

ords; and (3) the respective realized return actually 

generated from the alternative investment media. 

In the discussion dealing with the established ra

tionale for using either type of issue, it was demonstrated 

that both the discounted seasoned issue and the deferred 

call new issue are capable of providing the investor with 

188 
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protection against premature expiration of his holdings. 

Accruing from the seasoned issue's nominal rate and the new 

issue's call feature, both types of bonds were, therefore, 

deemed capable of allowing the investor the opportunity to 

improve his return relative to a freely callable new or cur

rent coupon seasoned issue. However, while the discussion 

indicated that both media provided the means to obtaining 

call protection and improved returns, it failed to illus

trate which one was the superior of the two in this regard. 

An investment model was, therefore, proposed in order to 

determine the superiority of the alternative types of is

sues, Applying selected pairs of comparable deferred call 

new and discounted seasoned issues to the model, results . 

were generated in the areas of comparative promised yields, 

call records and realized yields. These findings demon

strated thati (l) the new issue generally provided a higher 

promised yield than that obtained from a seasoned issuet 

(2) the call records and, therefore, the call protection 

of the alternative media were about equal; and (3) the com

parative realized yield performance depended upon the 

changes in interest rates which occurred over the seasoned 

issue holding period. 

Significant Conclusions of the Study 

A major conclusion to be drawn from this study is 

that, with the possible exception of the special case of 
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sharply falling market rates, both the discounted seasoned 

issue and the deferred call new issue offer the investor 

equal opportunities to obtain protection against premature 

calling of bond holdings. In fact, both types of issues 

show remarkably strong performances in this area and clearly 

demonstrate their respective ability to provide call protec

tion. Given comparable protection against the call, per se, 

it follows that comparative realized yield performance is, 

for the most part, the important variable in determining the 

superiority of the alternative types of issues. In this re

gard, the conclusion is that, technically, the hypothesis 

should be accepted only when interest rates rise markedly or 

when they fall markedly; in other change in interest rate 

conditions, since the realized yield performance of the sea

soned issue is either equal to or inferior to that of the 

deferred call new issue, the hypothesis should be rejected. 

Another conclusion of this study is that comparative 

promised yield performance has little or no bearing on the 

investment behavior of the alternative media. This con

clusion is a logical extension of the fact that the inves

tor's primary concern is customarily centered on his antici

pated realized yield behavior as generated over the whole 

of his investment horizon. The important variable in deter

mining the extent of comparative realized yield has been 
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shown in this paper to be the type of subsequent market be

havior j not the promised yield spread that existed- initially 

between the two issues. 

In light of the research performed herein, a major 

conclusion of this study is that the comparative investment 

performance of the discounted seasoned issue versus the de

ferred call new issue is dependent upon the changes in 

interest rates that occur between the time of purchase and 

the time that the seasoned issue investor commits his funds 

to the (paired) new issue. The proposed investment model is 

such that reinvestment is a necessary part of the technique 

utilized by the seasoned issue investor. In fact, given 

the existence of negative promised yield spreads, it is the 

only way the seasoned investor can even hope to generate a 

return equal to or greater than his new issue counterpart. 

Accruing from the opportunity to realize an improvement in 

capital position such that the present value of subsequent 

interest return and capital gains is sufficient to offset 

an initial loss in interest income, the model does allow 

the seasoned issue investor the opportunity to generate a 

yield equal to or greater than a new issue, so long as 

rates do not record a moderate decline. And such behav

ioral patterns have been shown to be independent of the de

fined seasoned issue holding periods. 

Finally, it is the conclusion of this study that 

the discounted seasoned issue provides the investor with 
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the greatest opportunity for maximum return. For unless 

the condition in the market is such that it is known with 

perfect certainty that rates will decline moderately, the 

seasoned issue not only provides the maximum call-risk pro

tection — i.e., when rates fall sufficiently to induce 

widespread refunding — but it also offers the investor the 

greatest potential to hedge his expectations. That is, the 

investor can expect no less than comparable performance with 

the seasoned as opposed to the new issue in all cases other 

than a moderate decline in rates. Equally important, the 

model provides the seasoned issue investor with optional re

investment dates such that, regardless of past performance, 

he can employ re-defined expectations at the end of the new 

issue's call deferment period in order to determine if an 

extension of the holding period may be beneficial to his 

position. 

Implications for Future Research 

The material presented in this study suggests a 

number of potential avenues for future research. The first, 

and perhaps most obvious, pertains to the limitations that 

were necessarily placed on the extent of the analysis per

formed herein» specifically, within the areas of extended 

seasoned issue holding periods and markedly falling interest 

rates. Recall that because of a lack of usable data, the 

evaluation of bond behavior within these areas could be 
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conducted only through the use of a very small part of the 

total sample, or "by using-simulation techniques. Since "both 

reinvestment extension and markedly falling rates are im

portant to a better understanding of seasoned issue behav

ior, it seems that when more data become available with the 

passage of time, an important contribution to this area of 

study can be made by conducting a more extensive analysis of 

these conditions. 

The high levels of interest rates which have pre

vailed since the latter part of the 1960's suggest a poten

tial bonanza when taken in light of this study. For not 

only does this condition possess all the prerequisites for 

the potential analysis of markedly falling rates, but also 

the widespread use of ten year as well as five year call de

ferment periods would in themselves introduce a variation 

in bond characteristics heretofore unavailable on such a 

scale. 

Yet another implication for future research has to 

do with the method of analysis. That is, the empiricism 

conducted in this study has been concerned primarily with 

the type of behavior, per se, that follows from certain 

market conditions. Given that the type of behavior has 

been satisfactorily identified, it may now be possible to 

employ more sophisticated statistical measures in an at

tempt to refine to a greater extent the findings brought 

out in this study. 
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These recommendations, of course, only represent 

ideas. Hopefully, the implications of this study -are suffi

cient to elicit from scholars still other avenues of ex

ploration. If this study serves only as a step toward a 

better understanding of the various investment techniques 

available in the corporate bond market, it will have a-

chieved a desirable end. 



APPENDIX A 

SUPPLEMENTARY EMPIRICAL FINDINGS 

TABLE A-l 

COUPON RATES ON NEW AND SEASONED PUBLIC UTILITY 
ISSUES ACCORDING TO AGENCY RATINGS 

Coupons 

Aaa Aa A Baa 

Coupons N s N S N S N s 

5 5/8 - 3/4 0 0 0 0 0 0 2 0 
5 3/8 - 1/2 0 0 1 0 1 0 1 0 
5 1/8 - i/4 0 0 2 0 4 0 2 0 
4 7/8 - 5 6 0 11 0 10 0 11 0 
4 5/8 - 3 A 11 0 22 0 21 0 7 0 
4 3/8 - 1/2 21 0 32 0 12 0 1 1 
4 1/8 - lA 1 1 7 2 4 0 0 1 
3 7/8 - 4 2 6 4 0 1 4 0 2 
3 5/8 - 3/4 1 6 1 8 0 6 0 5 
3 3/8 - i/2 0 3 0 18 0 12 0 9 
3 1/8 - iA 0 19 0 26 0 15 0 3 
2 7/8 - 3 0 2 0 16 0 14 0 3 
2 5/8 - 3/4 _0 -5 _0 10 J) _2 __0 _o 

Total 42 42 80 80 & & 24 24 

Average 
4.66 Coupons 4.51 3 - 3 5  3.22 4.66 3.29 4*95 3,-52 

(Spread) (1 .16) (l .33) (1. .37) (1. 43) 
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TABLE A-2 

COUPON RATES ON NEW AND SEASONED INDUSTRIAL ISSUES 
ACCORDING TO AGENCY RATINGS 

Coupons 

Aaa Aa A Baa 

Coupons N S N S N s N s 

5 5/8 - 3/4 0 0 0 0 0 0 0 0 
5 3/8 - 1/2 0 0 0 0 0 0 2 0 
5 1/8 - 1/4 0 0 0 0 0 0 5 0 
4 7/8-5 0 0 0 0 8 0 4 0 
 ̂5/8 - 3/4 1 0 4 0 12 0 2 0 
4 3/8 - 1/2 1 0 15 0 18 0 0 0 
4 1/8 - 1/4 1 0 5 0 3 1 1 1 
3 7/8-4 0 0 4 1 2 5 0 1 
3 5/8 - 3/4 0 1 3 2 0 4 0 3 
3 3/8 - 1/2 0 1 0 5 0 13 0 5 
3 1/8 - 1/4 0 0 0 11 0 9 0 2 
2 7/8-3, 0 0 0 9 0 3 0 1 
2 5/8 - 3/4 JL -1 JI _a J! _8 Jl -1 

Total 31 31 & Ififc IjL 

Average 
3*16 Coupons 4.42 ihll 3*16 Ĵ-51 3., 3.2 5ji>5 

(Spread) ( 1.13 ) ( 1 .12 ) ( l, ,25) ( 1 .62 ) 
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TABLE A-3 

SEASONED-NEW ISSUE COUPON DIFFERENTIALS 
ACCORDING TO AGENCY RATINGS 

(Public Utility and Industrial Issues) 

Seasoned-New Issue Coupon Differentials 
(in percentage points) 

Agency Ratings 
1/4-
1/2 

5/8-
1 

1 1/8-
1 1/2 

CD
 

1 2 1/8-
2 1/2 Total 

Aaa 4 12 20 8 1 45 

Aa 6 31 47 21 6 111 

A 3 23 37 25 8 96 

Baa _! _i _ii 12 

Total 14 Zi m 66 20 290 
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TABLE A-4 

AVERAGE PROMISED YIELD SPREADS 
RELATIVE TO INTEREST RATE LEVELS 
(Yield Spreads in Basis Points) 

Types of Issue New Issue Nominal Rates 
"4 or Less 4 1/8-4 l/2^ 4 5/8-4 7/8 Tor More 

Public Util. - 9.^ - 2.4 -18.7 -^8.8 

Industrial -22.5 -27.3 -44.7 -60.8 

Total -16.0 -11.5 -24.8 -52.2 

TABLE A-5 

AVERAGE REALIZED YIELD SPREADS 
RELATIVE TO INTEREST RATE LEVELS 
(Yield Spreads in Basis Points) 

Types of Issue New Issue Nominal Rates 
4 or Less 4 1/8-4 1/2 4 5/8-4 7/8 5 or ftlore 

Public Util. + 3.3 +15.4 

Industrial -12.3 + 3.1 

Total - fr.S +10t9 

+ .4 

"22,1 

- M 

-25.5 

-13.6 

-22.2 
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TABLE A-6 

RELATIONSHIP OF PROMISED YIELD 
.SPREAD TO REALIZED YIELD SPREAD 

(Public Utility and Industrial Issues) 

Prom. Yld, Realized Yield Spread (basis points) 
Spread 
(basis pts.) 

+51 or 
More 

+1 to 
+ <50 

0 to 
-<S1 

-51 or 
More Total 

+1 to +50 I2a 52 9 - 73 

0 to -50 10 58 96 1 165 

-51 to -100 4 28 2£L _52 

Total 22 114 m ik 290 

a. Includes one pair with a promised yield spread 
greater than +50 basis points. 

TABLE A-7 

EXAMPLES OF FOUR YIELD-TC-MATURITY PATTERNS 
(Hypothetical Data) 

Yield-to-Mat. 
Patterns of Yield-to-Mat, at Time of 
Change in at Time of Purchase Reinvestment 
Yld.-to-Mat. "New Seasoned Tie I'd New Seasoned Yield 
Spreads Issue Issue Spread Issue Issue Spread 

+N 4.50 4.30 -20 6.00 5.50 -50 

P-*N 4.50 4.60 +10 6.00 5.70 -30 

N-»P 4.50 4.30 -20 4.50 4.60 +10 

-N 4.50 4.10 -40 4.50 4.40 -10 
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TABLE A-8 

DISTRIBUTION OF FOUR YIELD SPREAD PATTERNS BY 
CHANGES IN INTEREST RATE LEVELS 

(Public Utility arid Industrial Issues) 

Patterns of Change in Mkt. Int. Rate Levels Yld-to-Mat. 
Change in Spread 
Yld-to-Mat. Marked Poss. Mod. Poss, Mod. Neg. (basis pts.) 
Spreads N > S S > N N > S S > N N > S S > N N> Sa S>Na 

+N 3 23 4 9 12 4 20. lb 37.6 

P-»N 1 37 1 2 1 4 18.5* 28.3 

N—>P 10 24 31 1 15 0 66.5 40.2 

-N -5_ -SL 26 6 ZL. 0 3̂ .3 11.8 

Totals 62 18 £l_ 8 

a, N> S means realized yield of new issue> realized 
yield of seasonedj S>N means reverse relationship. 

b. Excludes one issue with an abnormally large 
spread. 
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TABLE A-9 

AVERAGE REALIZED YIELD SPREADS ACCORDING TO 
COUPON DIFFERENTIALS AND CHANGES IN INTEREST RATE LEVELS 

(Public Utility and Industrial Issuesi 
Yield Spreads in Basis Points) 

Coupon ] Differentials 
Type of Change 1 Pt. 1 1/6 1 5/8 2 1/8 
in Int. Rate or to to to 
Levels Less 1 1/2 2 2 1/2 

Marked Pos. +20.6 +26.2 +3̂ .9 -11.3 

Moderate Pos. - 8.4 -19.0 -12.2 -28.3 

Moderate Neg. -28.7 -16.9 -35.8 -kk,6 
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TABLE A-10 

BEHAVIOR OF VARIOUS. CATEGORIES OF SEASONED ISSUES 
GIVEN EXTENSION OF REINVESTMENT DATE 

Int. Rate Changes Effect of Reinvest. Ext'n. 

Between 
Time of 
Purch. and 
End of Dfmt, 

Eetween 
End of 
Dfmt. and 
Mat. of Seas. 

On Perf. 
of Seas. 
Issue 

On Normal 
Realized 
Yield 
Spread 

Real. Yld. 
of 

Seas.> New 

Marked /Increase Improves Widens13 Yes 

Positive (+)a< — Steady No Chg. No Chg. Yes 

^Decline Decreases Narrows13 ? 

Moderate /Increase Improves ? ? 

Positive ( = ) a\  r- Steady No Chg. No Chg. ? 

^Decline Decreases *> 
• ? 

Moderate / Increase Improves Narrows13 ? 

Negative ( - ) a <  r* Steady No Chg. No Chg. No 

*Decline Decreases Widens13 No 

a. The symbols in parenthesis refer to the normal 
realized yield relationships between new and seasoned is
sues i i.e., (+) = seasoned yield>newj (=) = seasoned 
yield = new; and (-) = seasoned yield<new. 

b. A widening of a positive (+) yield spread means 
the positive difference becomes greater, a narrowing means 
the opposite; a widening of a negative (-) yield spread 
means the negative difference becomes greater, a narrowing 
means it becomes less. 
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Price 

•New Issue 

Seasoned Issue 

t 
Figure 1 

I 
Price Behavior of New and Seasoned Issues 
Given Yield-to-Maturity Spread Widensi 

+N Pattern 

•Years 

Price 
-New Issue 

Seasoned Issue 

-Years 
Figure 2 

Price Behavior of New and Seasoned Issues 
Given Yield-to-Maturity Spread Widensi 

P-»N Pattern 
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Price 

^j-New Issue 

Seasoned Issue 

Years 
Figure 3 

Price Behavior of New and Seasoned Issues 
Given Yield-to-Maturity Spread Narrows? 

N-*P Pattern 

Price •n ^f-New Issue •*n 

p Rg ' 

T 1 Hs 
Seasoned Issue-' 

Years 

Figure 4 

Price Behavior of New and Seasoned Issues 
Given Yield-to-Maturity Spread Narrows! 

-N Pattern 



APPENDIX B 

THE TEST OF SIGNIFICANCE OF THE DIFFERENCE 
BETWEEN TWO SAMPLE MEANS 

In order to determine whether the difference be

tween the sample means of new and seasoned issue yields 

was too great to be attributable to chance, a statistical 

test of mean differences was applied to selected portions 

of the data.l Of course, only in those instances where 

such a statistic was generated were non-qualitative in

ferences drawn from the findings. The hypothesis was 

stated in the usual formi i.e., that there is no differ

ence between the means — or, that the new issue mean 

yield is equal to the seasoned issue mean yield. For those 

samples where the number of elements was less than 30, Stu

dent's distribution was used; with sample sizes equal to or 

greater than 30, the standard normal distribution was used. 

Using the formulae provided below, the difference between 

1. Special thanks are due to Dr. Jean Draper for 
suggesting the appropriate formulae to use. For further 
general information on the technique, seei Samuel B. Rich
mond, Statistical Analysis, 2nd ed. (New Yorki The Ronald 
Press, 19̂ 0, pp. 184-19̂  and 306-309. 
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2 the two sample means was tested. The hypothesis of equal

ity of means was rejected whenever the computed value of 

t or Z was found to "be greater than its respective critical 

value.̂  That is, the difference between the means was 

considered significant in these cases. When the computed 

value of t or Z was less than the critical value, it was 

concluded that there was no significant difference "between 

the means and, in fact, that the new and seasoned issues 

generated equal mean yields. 

As noted above, the value of Z was used when the 

sizes of the samples were equal to or greater than 301 for 

each sample that met this criteria, the following equation 

was employedi 

xt - x2 

In those cases where the sample had less than 30 

observations, the F-test was first run to determine if 

2. The means and variances for all statistical 
measures were obtained from the Simple Data Description 
subroutine (BMD01D) of the Biomedical Statistical package 
available at the University of Arizona Computer Center. 

3. The theoretical values of t or Z were obtained 
fromi Richmond, Statistical Analysis, pp. 5̂ 5-5̂ 9 and 57̂ . 
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the variances were equal. As' this test indicated equality 

in all applicable cases, the t-test was run on a pooled 

"basis using the following equation* 

xx - X2 
t = = 

|(ni - DSj2 + (n2 - 1)S22 

nl + n2 " 2 

( ± + A  
\nl n2J 

degrees of freedom = n̂  + n2 - 2 



APPENDIX C 

THE SAMPLE OF NEW AND SEASONED ISSUES 

The bonds below represent the new and seasoned 

issues as used in this study. They are listed on an 

appropriately paired basis with the first issue in each 

pair being the deferred call new issue and the second being 

the discounted seasoned issue. The bonds are listed accord

ing to the new obligation's date of issue; thus, in each of 

the indicated years (195̂  through 196*4-), the first pair con

tains the deferred call new issue with the earliest issue 

date and each subsequent pair follows chronologically. 

The realized yields of the seasoned issues were com

puted on the premise that reinvestment occurred at the end 

of the paired new issues* call deferment period. Those 32 

pairs which were used to compute realized yield under the , 

assumption that reinvestment occurred at the maturity of 

the seasoned issue are indicated with a yield-to-maturity 

figure in parenthesisj the parenthetical yield represents 

the seasoned issue realized yield given extension of the 

reinvestment date. The capital letter C in parenthesis 

(C) indicates that the issue was called, and an asterisk 

in parenthesis (*) indicates that the coupon of the issue 
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was raised "by an indenture amendment. The following is a 

complete list of the 58O "bonds 1 

Public Utility Issues 

Ratine Issue 
Prom. 
Yld. 

Real 
Yld. 

Aaa New York Tel-4 5/8s'04 
Ches & Potom Tel-3 l/4s'95 

4.53 
4.40 

4.53 
4.54 

Baa Transcon Gas Pipe-4 3/4s'84 
Portland Gen Elec-3 l/8s*75 

4.82 
4.56 

4.82 
5.21 

A North Nat Gas-4 1/2s'84 
Jersey Cent Pwr & Lt-2 7/8s*76 

4.44 
4.51 

4.44 
4.90 

Aa So Cal Edison-4 3/8s,89 
North 111 Gas-3 l/2s'79 

4.39 
4.42 

4.39 
4.98 

A Southwest Pub Serv-4 l/2s*94 
Jersey Cent Pwr & Lt-3 l/2s*85 

4.50 
4.54 

4.50 
4.69 

A Panhandle East Pipe-4.60s*84 
Mich Consol Gas-3s'75 

4.60 
4.51 

4.60 
5.15 

Aa Florida Pwr & Lt-4 5/8s*94 
Con Edison-3 3/8s*84 

4.50 
4.57 

4.50 
4.58 

Aaa Pacific Tel-4 5/8s'99 
Am Tel & Tel-3 7/8s*90 

4.48 
4.44 

4.48 
4.75 

A Wash Water Pwr-4 5/8s'94 
Utah Pwr & Lt-3 l/4s'84 

4.62 
4.60 

4.62 
4.92 

Baa Colo Interst Gas-4 3/4s*84 
Tenn Gas Transmiss-3 5/8s*74 

4.81 
4.43 

4.81 
5.32 

Aaa Philadelphia Elec-4 l/2s'94 
Duquesne Lt-3 1/2s*86 

4.45 
4.43 

4.45 
4.6l 

Baa Puget Snd Pwr & Lt-4 3/4s'94 
Pacific Pwr & Lt-3 l/2s'84 

4.75 
4.67 

4.75 
5.07 

A Mtn Fuel Supply-4.60s'89 
Georgia Pwr-2 7/8s*80 

4.60 
4.52 

4.60 
4.90 
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Ratine Issue 
Prom. 
Yld. 

Real 
Yld. 

Aa Long Island Ltg-4 5/8s'94 
Dayton Pwr & Lt-3s'84 

4.53 
4.67 

4.53 
5.12 

A General Tel (Cal)-4 1/2s*94 
Alabama Pwr-3 l/8s*84 

4.56 
4.65 

4.56 
5.42 

Aa Pub Serv of Colo-4 l/2s'94 
Illinois Pwr-3 3/4s'86 

4.48 
4.42 

4.48 
4.43 

A Laclede Gas-4 5/8s'89 
So Carolina El & Gas-3s*80 

4.57 
4.54 

4.57 
4.97 

Aa Carolina Fwr & Lt-4 l/2sf94 
Niagra Mohawk Pwr-3 5/8s*86 

4.44 
4.4 7 

4.44 
4.76 

Aaa Baltimore Gas & El-4 l/2s*94 
Philadelphia Elec-3 1/88*85 

4.39 
4.51 

4.39 
4.67 

Baa Tex Gas Transmiss-4 7/8s*84 
Milwaukee Gas Lt-3 1/88*75 

4.88 
4.62 

4.88 
5.60 

A Natural Gas Pipe-4 l/2s*84 
Panhandle East Pipe-3 l/8s*74 

4.55 
4.25 

4.55 
5.22 

A San Diego Gas & El-4 l/2s*94 
Louisiana Pwr & Lt-3 l/8s*84 

4.50 
4.48 

4.50 
4.80 

Aa So Cal Gas-4 5/8s*89 
Ohio Edison-2 7/8s'80 

4.50 
4.67 

4.50 
5.08 

Aa Rochester Gas & El-4 5/8s'94 
Metropolitan Ed-3 l/8s*84 

4.48 
4.44 

4.48 
4.63 

Baa Tex East Transmiss-4 3/4s'84 
V/est Penn Elec-3 l/2s'74 

4.75 
4.35 

4.75 
6.11 

Aa Pacific Gas & El-4 l/2s'96 
Ohio Edison-3 l/4s'84 

4.50 
4.51 

4.50 
5.01 

Aa Niagra Mohawk Pwr-4 5/8s'94 
Pacific Gas & El-3 l/8s'84 

4.49 . 
4.53 

4.49 
4.69 

Aaa Ches & Potom Tel-4 3/8s'02 
New Jersey Bell-3 7/8s'93 

4.22 
4.46 

4.22 
4.58 
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Rating Issue 
Prom. 
Yld. 

Real 
Yld. 

Aaa Bell Tel of Penn-4 3/83*03 
Ches & Potom Tel-3 l/4s'95 

4.29 
4.48 

4.29 
4.56 

Aaa Northern Bell-4 3/8s*03 
Illinois Bell-3 l/4s'95 

4.2 7 
4.48 

4.27 
4.56 

Aa Oklahoma Gas & El-4 l/4s*93 
Central Pwr & Lt-3 l/8s'84 

4.24 
4.42 

4.24 
4.67 

Aa Hartford Elec Lt-4 l/4sf93 
Detroit Edison-2 7/8s*84 

4.29 
4.23 

4.29 
4.48 

Aa Pacific N. W. Bell-4 l/2s'03 
Potomac Elec Pwr-3 5/8s'91 

4.37 
4.35 

4.37 
4.48 

Aa N. Indiana Pub Serv-4 l/2s*93 
N. Y. State El & Gas-3 3/8s*85 

4.37 
4.30 

4.37 
4.39 

A Arkansas La Gas-4 3/8s'83 
Minn Pwr & Lt-3 1/8s'75 

4.45 
4.71 

4.45 
5.12 

A General Tel (Cal)-4 3/8s'93 
Long Island-3 l/2s'83 

4.39 
4.15 

4.39 
4.62 

Aaa Am Tel & Tel-4 3/8s'99 
Consumers Pwr-3 l/4s*90 

4.33 
4.35 

4.33 
4.53 

Aa Southern Cal Edison-4 3/8s'88 
Niagra Mohawk Pwr-2 7/8s'80 

4.33 
4.20 

4.33 
4.47 

Aaa Indiana Bell Tel-4 3/8s'03 
Southern Bell Tel-3 l/4s*95 

4.27 
4.25 

4.27 
4.35 

Aa Southern Cal Gas-4 3/8s'88 
Northern 111 Gas-3 1/2s'79 

4.32 
4.35 

4.32 
4.6l 

Baa Tex East Transmiss-4 3/4s*83 
Milwaukee Gas Light-3 l/8s'75 

4.81 
4.30 

4.81 
5.04 

Aaa Illinois Bell Tel-4 3/8s'03 
New Jersey Bell-3 3/8s*95 

4.36 
4.31 

4.36 
4.30 

A 
% 

Northern Nat'l Gas-4 3/8s'83 
Narragansett Elec-3s'74 

4.36 
4.42 

4.36 
4.86 

Aaa Southern Bell Tel-4 3/8s'03 
Cleveland El Illum-3 7/8s'93 

4.31 
4.32 

4.31 
4.40 
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Rating Issue 
Prom. 
Yld. 

Real 
Yld. 

Aa Lone Star Gas-4 3/8s*88 
Illinois Power-3 l/8s'?8 

4.38 
4.47 

4.38 
5.07 

Aa Pacific Gas & El-4 l/2s*96(JJ) 
Indianapolis Pwr & Lt-3 5/8s'86 

4.40 
4.40 

4,40 
4.67 

Aa Union Elec-4 1/2s'93 
Niagra Mohawk Pwr-3 l/4s*83 

4.42 
4.57 

4.42 
4.83 

Baa Tenn Gas Transmiss-4 7/8s*83 
Tenn Gas Transmiss-3 5/8s'74 

4.83 
4.62 

4.83 
5.44 

Aaa Pacific N. W. Bell-4 l/2s'00 
Am Tel & Tel-3 7/8s'90 

4.43 
4.40 

4.43 
4.47 

Aa Con Edison-4 5/8s*93 
Ohio Power-3 3/8s*83 

4.50 
4.51 

4.50 
5.07 

A Natural Gas Pipe-4 5/8s*82 
Louisiana Pwr & Lt-3s*74 

4.62 
4.65 

4,62 
4.75 

Aaa Am Tel & Tel-4 5/8s'94 
Conn Lt & Pwr-3 l/4s*85 

4.52 
4.47 

4.52 
4.36 

Aa Pacific Gas & El-4 3/8s'94 
Florida Pwr & Lt-3 5/8s'86 

4.38 
4.52 

4,38 
4.43 

Aa Lone Star Gas-4 1/2s'87 
Con Edison-2 5/8s'77 

4.47 
4.47 

4.47 
4,70 

Baa 
( «  

Tenn Gas Transmiss-5s'82 
)United Gas-3 3/4s'73 

4.92 
4.47 

4.92 
4.60 

Aa N. Indiana Puh Serv-4 3/8s*92 
Indiana & Mich Elec-3 l/8s*84 

4.28 
4.45 

4.28 
4.56 

Baa Transcont Gas Pipe-4 7/8s'82 
Tenn Gas Transmiss-4 l/4s'74 

4.82 
4.90 

4.82 
4.94 

Aaa Southern Bell Tel-4 3/8s'01 
Pacific Tel-3 5/8s*91 

4.22 
4.43 

4.22 
4.08 

Aa Southern Cal Edison-4 l/4s*87(0) 
Indiana & Mich Elects'78 

4.25 
4.35 

4.25 
4.66 
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Rating Issue 
Prom. 
Yld. 

Real 
Yldt 

Aa Florida Power-4 l/4s'92 
N. Y. State El & Gas-3 l/4s'84 

4.20 
4.29 

4.20 
4.39 

Aaa f.Ttn States Tel-4 l/2s*02 
Ches & Potom Tel-3 l/4s'95 

4.38 
4.32 

4.38 
.̂35 

Baa Tex Gas Transmiss-5s'82 
West Penn Elec-3 I/Zb'71* 

5.00 
4.23 

5.00 
4.85 

Aaa Boston Edison-4 l/4s'92 
Boston Edison-3 l/8s'82 

4.18 
4.22 

4.18 
4.52 

Aa Con Edison-4 3/8s'92(V) 
Niagra Mohawk Pwr-3 l/4s'83 

4.26 
4.40 

4.26 
.̂53 

Aaa New Eng Tel-4 l/2s*02 
New Eng Tel-4s*93 

4.45 
4.37 

4.45 
4.28 

Aaa Baltimore Gas & El-4 3/8s*92 
Duquense Light-3 l/8s*84 

4.30 
•̂53 

4.30 
4.69 

Aaa Cincinnati & Sub Tel-4 3/8s*02 
New Eng Tel-3 1/48*91 

.̂33 
•̂35 

4.33 
4.46 

Aa Houston Lt & Pwr-4 l/2s*92 
Pacific Gas & £1-33*83 

4.43 
4.28 

4.43 
4.51 

Aa Florida Pwr & Lt-4 l/2s'92 
Southern Cal Gas-3 l/2s*82 

4.42 
4.34 

4.42 
4.59 

Aaa Southwest Bell Tel-4 l/2s'97 
Duquense Light-3 3/̂ s*88 

4.45 
4.48 

4.45 
.̂55 

A N. Y. State El & Gas-4 l/2s*92 
Appalachin Elec Pwr-3 1/2s*82 

4.45 
4.45 

4.45 
4.63 

Aa Con Edison-4 3/8s*92(W) 
Union Elec (Mo.)-3 l/4s*82 

4.29 
4.32 

4.29 
4.58 

A Panhandle East Pipe-4 3/8s'82 
Northern Nat Gas-3 5/8s'73 

4.42 
4.54 

4.42 
4.86 

Aaa Am Tel & Tel-4 3/8s'96 
Duke Power-3 5/8s'86 

4.30 
4.39 

4.30 
4.63 

Aa Southern Cal Edison-4 l/4s'87(P) 
Northern 111 Gas-3 l/2s*79 

4.23 
4.43 

4.23 
5.21 



Rating Issue 
Prom, 
Yld. 

2: 

Real 
Yld, 

Aa Pacific Gas & El-4 l/4s*95 
Illinois Power-3 3/4s'86 

4.25 
4.44 

4.25 
4.84 

Aa Con Edison-4 3/8s*92 
Con Edison-3 3/8s*82 

•»** 

4.33 
4.12 

.̂33 
4.83 

Aaa Southern Bell Tel-4 3/8s'98 
Consumers Power-3 l/4s*90 

4.32 
4.28 

4.32 
4.28 

Aa Southern Cal Edison-4 l/2s'86 
Illinois Power-3 l/8s'?8 

4.42 
4.33 

4.42 
4.25 

Aa New Eng Tel-4 5/8s'99 
Southern New Eng Tel-4 l/8s'91 

4.57 
4.31 

4.57 
4.29 

Baa Trancont Gas Pipe-5s'8l 
West Penn Elec-3 l/2s'74 

5.08 
4.20 

5.08 
4.96 

Aaa Bell Tel of Penn-4 3As'01 
New Jersey Bell-3 7/8s'93 

4.60 
4.33 

4.60 
4.35 

Aa Peoples Gas, Lt & Coke-4 5/8s*86 
Pacific Gas & El-3s'77 

4.60 
4.48 

4.60 
4,48 

Aa N. Y. State El & Gas-4 5/8s'91 
Southern Cal Gas-3 l/2s*82 

4.50 
4.53 

4.50 
4.56 

Aa Baltimore Gas & El-4 7/8s'86 
Pub Serv of Ind-3 l/8s'77 

4.75 
4.42 

4.75 
4.52 

Aa Con Edison-4 3/4s*91 
Virginia El & Pwr-3 3/8s'8l 

4.70 
4.50 

4.70 
4.34 

A Northern Nat'l Gas-4 7/8s'8l 
Southern Nat'l Gas-4s'73 

4.80 
4.45 

4.80 
4.95 

Aaa Consumers Power-4 5/8s'91 
Cincinnatti Gas & El-3 3/̂ s'83 

4.60 
4.70 

4.6o 
4.70 

A Mtn Fuel Supply-4 ?/8s,86 
Long Island Ltg-3 5/8s'76 

4.80 
4.84 

4.80 
4.94 

Aa Pacific Gas & El-4 l/2s'93 
Con Edison-3 1/2s*83 

4.50 
4.50 

4.50 
4.49 
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Bating Issue 
Prom. 
Yld. 

Real 
Yld, 

Aa Pub Serv of Colo-4 l/2s'91 
Carolina Power-3 1/2s*82 

4.42 
4.58 

4.42 
4.71 

A Pub Serv El & Gas-4 3/4s*8l 
Northern Nat'l Gas-3 5/8s'73 

4.57 
4.83 

4.57 
5.04 

Aa Niagra Mohawk Pwr-4 l/2s'91 
Dayton Pwr & Lt-3 l/4s'82 

4.44 
4.70 

4.44 
4.76 

A Northern Nat'l Gas-4 5/8s'8l 
West Texas Utilities-3 l/8s'73 

4.60 
5.07 

4.60 
5.42 

A General Tel (Fla.)-4 5/8s'91 
Appalachin Pwr-3 3/4s'8l 

4.60 
4.78 

4.60 
4.92 

Aa Rochester Gas & El-4 l/2s'91 
Illinois Power-3 l/2s'82 

4.43 
4.49 

4.43 
4.64 

Aa Facific N. W. Bell Tel-4 l/2s'94 
N, Y. State El & Gas-3 l/4s'84 

4.44 
4.52 

4.44 
4.59 

Baa Nat'l Gas Pipe-4 3/4s'8l 
Sylvania Elec Prod-3 3/4s'71 

4.83 
4.63 

4.83 
5.16 

Aa Carolina Pwr & Lt-4 l/2s'91 
N. States Fwr (Minn,)-3 l/4s'82 

4.47 
4.59 

4.4 7 
4.75 

Aa Con Edison-4 5/8s'91 
Ohio Power-3 3/8s'83 

4.50 
4.43 

4.50 
4.59 

Baa 
(* 

Tex East Transmiss-4 7/8s'8l 
)United Gas-3 3/4s'73 

4.92 
4.65 

4.92 
4.95 

Aa Penn Power & Lt-4 5/8s*91 
Pub Serv Elec & Gas-3 l/4s'83 

4.55 
4.57 

4.55 
4.44 

A General Tel (Cal)-4 5/8s*91 
Wash Water Pwr-3 3/4s'82 

4.62 
4.53 

4.62 
4.85 

Aa Commonwlth Ed-4 3/48*11 
Commonwlth Ed-3s'99 

4.69 
4.27 

4.69 
4.19 

Aaa K. C. Pwr & Lt-5s'90 
Duke Power-3 l/4s*8l 

4.95 
4.76 

4.95 
4.96 
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Ratine Issue 
Prom. 
Yld. 

Real. 
Yld. 

Aaa Conn Lt & Pwr-4 7/8s*90 
Pacific Tel-3 l/2s'8l 

4,94 
5.04 

4.94 
4.99 

Aa Southern Cal Edison-5s'85 
Virginia El & Pwr-2 3/4s*75 

4.92 
4.86 

4.92 
4.89 

Aa Duquesne Light-5s'10 
Commonwlth Ed-3s*99 

4.95 
4.46 

4.95 
4.87 

A General Tel (Fla.)-5s'90 
Colorado Gas System-3 7/8s'8l 

5.05 
4.95 

5.05 
5.06 

Aa N. Indiana Public Serv-4 7/8s*90 
Detroit Edison-2 3/4s'82 

4.73 
4.48 

4.73 
4.37 

Aa Niagra Mohawk Pwr-4 3/4s'90 
Illinois Power-3 l/2s*82 

4.70 
4,84 

4.70 
4.77 

Aaa Commonwlth Ed-4 5/8s'90 
Philadelphia El-3 l/4s'82 

4,62 
4.66 

4.62 
4.60 

Aaa Mtn States Tel-5s'00 
Pacific Tel-3 5/8s*91 

4.8 7 
4.47 

4.87 
4.65 

Baa Transcont Gas Pipe-5 l/4s*80 
Equitable Gas-3 3/8s'70 

5.33 
4.90 

5.33 
5.02 
(6.26) 

Aa Con Edison-4 3/4s*90 
Indiana & Mich El-3 l/4s*82 

4.70 
4.47 

4.70 
4.58 

Baa 
(* 

Mississippi River Fuel-5 3/8s*80 
)United Gas-4 3/8s'72 

5.40 
4.79 

5.40 
5.09 

Aa Northern 111 Gas-4 5/8s*85 
Pub Serv of Indiana-3 1/8s*75 

4.60 
4.72 

4.60 
4.66 

A Southern Counties Gas-4 3/4s*85 
Tenn Gas Transmiss-3 7/8s*76 

4.60 
4.97 

4.60 
4.90 

Aa Southern Cal Edison-4 3/8s'85 
New Eng Tel-3 l/4s'77 

4.38 
4.43 

4.38 
4.52 

Aaa New York Tel-4 5/8s'97 
Cincinnatti Gas & El-4 l/8s*87 

4.54 
4.52 

4.54 
4.4 7 

Aa San Diego Gas & El-4 5/8s*90 
N. States Pwr (Minn,)-3 l/4s*82 

4,62 
4.87 

4.62 
4.80 
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Ratiner Issue 
Prom. 
Yld. 

Real. 
Yld. 

A Nat'l Gas Pipe-5s'80 
Central Maine Pwr-3 l/2s'70 

• 

5.00 
4.50 

5.00 
4.66 
(5.70) 

A Pacific Ltg Gas Supply-5s*80 
Tenn Gas Transmiss-3s'70 

4.95 
4.34 

4.95 
4.48 
(6.19) 

Aa Florida Power-4 3/4s'90 
Southern Cal Edison-4 l/4s'82 

4.67 
4.54 

4.67 
4.58 

Aaa Am Tel & Tel-4 3As'92 
Boston Edison-3s'84 

4.65 
4.35 

4.65 
4.46 

Aa Pacific Gas & Elec-4 5/8s'92 
Southern Cal Gas-3 1/2s*82 

4.62 
4.44 

4.62 
4.51 

A Northern Nat'l Gas-4 7/8s'80 
United Gas Corp-2 3/4s'70 

4.85 
5.00 

4.85 
4.78 
(6.79) 

Aa Con Edison-5s'90 
Con Edison-2 3/4s'82 

4.87 
4.51 

4.8 7 
4.62 

Aaa Southern Bell Tel-5s'97 
Bell Tel (Pa.)-3 3/4s'89 

4.85 
4.47 

4.85 
4.39 

Aaa Consumers Power-4 5/8s'90 
Commonwlth Ed-3 l/4s'82 

4.62 
4.32 

4.62 
4.34 

A Wash Water Pwr-4 3/4s*89 
Colorado Gas System-3 l/2s'79 

4.75 
4.31 

4.75 
4.44 

A San Diego Gas & El-4 5/8s'84 
Panhandle East Pipe-3 l/8s'74 

4.62 
4.60 

4.62 
4.58 

Aa Commonwlth Ed-4 5/8s'09 
Commonwlth Ed-2 7/8s'01 

4.55' 
4.48 

4.55 
3.60 

A Southern Nat'l Gas-4 3/4s'79 
Tenn Gas Transmiss-3s'70 

4.75 
4.70 

4.75 
4.78 
(6.04) 

Baa Transcont Gas Pipe-5s*79 
Gateneau Power-3s'70 

5.10 
4.72 

5.10 
4.82 
(6.33) 
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Rating Issue 
Prom. 
Yld. 

Real. 
Yld. 

Aa Pub Serv of Ind-4 3/8s'89 
N. States Pwr (Minn.)-2 3As'79 

•
 
•
 

-3- 
•=}

-

1 

•̂35 
4,28 

Aa N. Indiana Pub Serv-4 1/2s*89 
Am Tel & Tel-2 3/4s'80 

4.40 
4.28 

4.40 
.̂3 5 

A Colo Interstate Gas-4.70s'79 
Michigan Consol Gas-3 l/2s*69 

4.67 
4.38 

4.67 
4.30 
(5.67) 

Aaa Cleveland Elec Illum-4 3/8s*94 
Southwestern Bell-2 3/4s*85 

4.28 
4.28 

4.28 
4.17 

Baa Tex East Transmiss-4 7/8s'79 
Equitable Gas-3 3/8s'70 

4.92 
4.79 

4.92 
4.92 

A Nat'1 Gas Pipe-4 5/8s«79 
Columbus & S, Ohio El-3 l/4s*70 

4.65 
4.40 

4.65 
4.42 
(5.64) 

A Tenn Gas Transmiss-5 l/4s*79 
Central Maine Pv/r-3 l/2s"70 

5.15 
4.70 

5.15 
4.97 
(6.02) 

Baa Transcont Gas Pipe-5 l/8s'80 
Sylvania Elec Prod-3 3/̂ s*71 

5.15 
5.40 

5.15 
5.50 

Aaa Consumers Power-4 5/8s*89 
Boston Edison-2 3/4s'80 

4.61 
4.32 

4.6l 
4.40 

Aa (C)Southern Cai Gas-5 3/8s'84 
New Eng Tel-3s'74 

5.25 
4.90 

4.89 
4.74 

Aaa Philadelphia El-5s'89 
Consol Nat'l Gas-3 l/8s'79 

4.93 
4.61 

4.93 
4.88 

A Northern Nat'l Gas-5 l/8s*79 
Appalachin Elec Pwr-3 l/4s*70 

5.12 
4.88 

5.12 
4.93 

(6.16) 

A General Tel (Cal.)-5s,89 
Georgia Power-2 7/8s'80 

5.00 
4.17 

5.00 
4.27 

A Arkansas La Gas-5 l/8s*79 
Tenn Gas Transmiss-3s* 6 9  

5.15 
5.25 

5.15 
5.05 
(6.05) 
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Prom. Real. 
Rating Issue Yld. Yld. 

A Wash Water Pwr-4 l/8s*88 
Mich Consol Gas-3 1/2s180 

4.10 
3.88 

4.10 
4.01 

Aaa Conn Light & Pwr-3 7/8s*88 
Consol Nat11 Gas-3 l/8s*79 

3.89 
3.89 

3.89 
4.02 

Aa Commonwlth Ed-3 7/8s'08 
Commonwlth Ed-2 3/4s'99 

ĉ
-S

-
co 
•
 

m
 

3.83 
3.8l 

Aa Pacific Gas & El-3 3/4s*78 
Ohio Power-3 l/4s*68 

3.65 
3.36 

3.65 
3.75 
(4.58) 

Aa N. Y. State El & Gas-3 7/8s*88 
Indianapolis Pwr & Lt-2 7/8s'79 

3.80 
3.90 

3.80 
4.02 

Aaa Cleveland Elec Illum-3 7/8s'93 
Cleveland Elec Illum-2 3/48*85 

3.77 
3.95 

3.77 
3.86 

A General Tel (Cal.)-4 l/8s'88 
Appalachin Elec Pwr-2 7/8s*8o 

4.10 
3.95 

4.10 
4.07 

Aa New Eng Tel-4s*93 
Niagra Mohawk Pwr-3 l/4s'83 

3.85 
3.74 

3.85 
4.12 

Aaa Commonwlth Ed-3 3/4s'88 
Mtn States Tel-3 1/88*78 

3.70 
3.65 

3.70 
3.58 

A United Gas Improvement-4 l/8s*83 
Cent Pwr & Lt (Mass.)-3 l/8s*73 

4.03 
3.90 

4.03 
4.10 

Baa Transcont'l Gas Pipe-4 5/8s'78 
Gateneau Power-3s'70 

4.68 
3.84 

4.68 
4.28 
(5.75) 

Aa Niagra Mohawk Pwr-3 7/8s'88 
Ohio Power-3s*78 

3.80 
3.67 

3.80 
3.83 

A Mtn Fuel Supply-4s'83 
Northern Nat'l Gas-3 l/4s*74 

4.00 
3.74 

4.00 
4.14 

A Florida Power-4 l/8s'88 
National Fuel Gas-3 l/4s*79 

3.98 
3.81 

3.98 
3.89 

A Wash Water Pwr-4 3/8s*88 
Colo Gas System-3 1/2s'79 

4.35 
3.8 5 

4.35 
4.23 
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Ratine: Issue 
Prom. 
Yld. 

Real. 
Yld. 

Aa Southern Cal Ed-4 5/8s*83 
Am Tel & Tel-2 3As*75 

4.55 
4.15 

4.55 
4.23 

Baa (C)Tex East Transmiss-5 5/8s*78 
Equitable Gas-3 3/8s'70 

5.71 
4.68 

5.29 
4.67 
(6.70) 

A Tenn Gas Transmiss-5 3/8s*79 
Southern Gas-3s*68 

5.38 
4.05 

5.38 
4.65 

(5.42) 

Aaa Consumers Power-4 l/2s*88 
New York Tel-3 l/8s*78 

4.44 
4.02 

4.44 
4.11 

Aa Hartford Elec Lt-4 3/8s'88 
Southern Cal Ed-3 5/8s'78 

4.42 
4.42 

4.42 
4.37 

A Nat'l Gas Pipe-4 5/8s*78 
Mich Consol Gas-3 1/2s'69 

4.68 
4.65 

4.68 
4.61 
(5.53) 

A Northern Nat'l Gas-4 5/8s'78 
Gas Service Co-2 7/8s'69 

4.60 
4.25 

4.60 
4.39 

(6.06) 

Aa Pacific Gas & El-4 l/2s'90 
Niagra Mohawk Pwr-2 3/4s'80 

4.50 
4.25 

4.50 
4.10 

Aaa Philadelphia Elec-4 3/8s'86 
Duquesne Light-2 3/4s'77 

4.38 
4.05 

4.38 
4.08 

Aa Interstate Oil Pipe-4 l/4s'87 
New Eng Tel-3 1/43*77 

4.25 
3.45 

4.25 
3.68 

Baa Tex East Transmiss-4 7/8s'77 
New Eng Elec System-3s '67 

4.91 
4.10 

4.91 
4.73 

Baa Transcont* Gas Pipe-5 5/8s'77 
Mich Consol-3 7/8s*67 

4.95 
4.30 

4.95 
4.80 

A Lone Star Gas-4 5/8s'82 
Southern Nat'l Gas-4s*73 

4.55 
4.09 

4.55 
4.40 

A Northern Nat'l Gas-4 l/2s*76 
Tenn Gas Transmiss-2 3/4s*66 

4.54 
4.23 

4.54 
4.35 
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Ratine Issue 
Prom. 
Yld. 

Real. 
Yld. 

A N. Y. State El & Gas-4 5/8s*87 
Northern 111 Gas-3 l/2s'79 

4.53 
4.06 

4.53 
4.17 

Aa Pub Serv of Colo-4 3/8s'87 
Pub Serv of Ind-3 l/Zs'T? 

4.38 
3.82 

4.38 
3.96 

A Tenn Gas Transmiss-5 l/4s*77 
Union Elec (Mo.)-3s'68 

5.25 
4.05 

5.25 
4.53̂  
(5.20) 

A General Tel (Cal.)-5s*87 
Am Gas & Elec-3 3/8s*77 

5.00 
3.95 

5.00 
4.20 

Aaa (C)Southern Bell Tel-5s'86 
Duquesne Light-2 3/4s'77 

4.85 
4.22 

4.67 
4.23 

Aa (C)Southern Cal Gas-5 l/8s'83 
Southern Cal Ed-3 l/8s'73 

5.00 
5.00 

4.81 
4.83 

Aa Southern Cal Ed-4 3/4s*82 
Florida Power-3 3/8s*74 

4.70 
4.40 

4.70 
4.60 

A Rochester Gas & El-4 7/8s'87 
National Fuel Gas-3 l/4s'77 

4.80 
4.14 

4.80 
4.25 

A Wash Water Pwr-4 7/8s'87 
Laclede Pwr-3 l/4s'79 

4.88 
4.10 

4.88 
4.25 

Aa Pacific Gas & El-5s'89 
Illinois Power-2 7/8s*79 

4.95 
4.20 

4.95 
4.52 

Aa Pacific Tel & Tel-5 l/8s'80 
San Diego Gas & El-3 3/8s,70 

4.95 
4.40 

4.95 
4.56 
(5.38) 

Aa Southern Cal Ed-4 7/8s*82 
Pub Serv El & Gas-3s'72 

4.80 
3.71 

4.80 
3.88 

Aa Pub Serv El & Gas-4 &/3s'87 
N. States Pwr (Wis.)-2 5/8s'77 

4.81 
4.13 

4.81 
4.14 

Baa Tex East Transmiss-5 5/8s*77 
Equitable Gas-3 3/8s'70 

5.71 
4.87 

5.71 
5.32 

Aaa Philadelphia Elec-4 5/8s'87 
Commonwlth Ed-3s'77 

4.62 
4.15 

4.62 
4.35 
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Rating Issue 
Prom. 
Yld. 

Real. 
Yld. 

Aa Niagra Mohawk Pwr-4 7/8 s'87 
Southern Cal Ed-3 5/8s'78 

4.82 
4.20 

4.82 
4.32 

Aa Con Edison-5s*87 
Pacific Tel-3 l/4s'78 

4.95 
4.25 

4.95 
4.52 

Aa (C)Am Tel & Tel-5s'83 
Bell Tel (Pa.5-3s'74 

4.90 
5.50 

4.78 
5.57 

A Northern Nat'l Gas-4 5/8s'77 
Peoples Light & Coke-3 l/4s'66 

* » «• ^ -ji-^ « tj it 5 # * 

4.62 
4.60 

4.62 
4.52 
(5.21) 

A Tenn Gas Transmiss-4 3/4s'76 
Mich Consol Gas-3 l/2s'69 

4.70 
3.55 

4.70 
4.05 
(4.83) 

Baa Tenn Gas Transmiss-4 1/2s*77 
Mich Consol Gas-3 7/8s'67 

Industrial Issues 

4.50 
3.90 

4.50 
4.25 
(4.85) 

Rating lssue 
Prom, 
Yld. 

Real. 
Yld. 

A Anhauser Busch-4 1/2s'89 
Kay Dept. Stores-3 l/4s'80 

4.47 
4.15 

4.47 
4.38 

A Deere & Co-4 l/2s*89 
Superior Cil-3 3/4s'8l 

4.50 
4.32 

4.50 
4.59 

A Harris-Intertype-4 3/8s*89 
Whirlpool-Seezer-3 1/2s'80 

4.47 
4.44 

4.47 
4.83 

A Stauffer Chemical-4 1/2s*89 
Container Corp Am-3*30s'80 

4.48 
4.27 

4.48 
4.82 

A Ashland 0il-4.35s'88 
P. Lorillard-3 3As'78 

*<••35 
4.34 

4.35 
4.62 

A Crown Cork & Seal-4 3/8s'88 
Westinghse Air Brake-3 7/8s*78 

4.29 
4.22 

4.29 
4.49 



Rating Issues 
Prom. 
Yld. 

2; 

Real 
Yldt 

Aaa Socony.Mobil-4 l/4s'93 
Texaco-3 5/8s'83 

4.22 
4.12 

4.22 
4.40 

Baa Victor Computer'4 7/8s*88 
U. S. Plywood-3.40s'80 

4.90 
4.67 

4.90 
4.89 

Aa Firestone-4 l/4s*88 
Atlantic Refining-3 l/4s*79 

4.30 
4.09 

4.30 
4.38 

A Burroughs-4 1/2s'88 
W. Virginia Pulp & Pap-4s'78 

4.53 
4.30 

4.53 
4.78 

A Eaton Mfg-4 3/8s'88 
May Dept Stores-3 1/3s'80 

4.40 
4.44 

4.40 
4.88 

Aa Minn-Honeywell-4 l/4s*88 
Allied Chemical-3 l/2s'78 

4.27 
4.15 

4.27 
4.78 

Aa Dow Chemical-4.35s'88 
Bethleham Steel-3s,79 

4.35 
4.35 

4.35 
4.33 

Aa Ralston-Purina-4 3/8s'88 
Sterling Drug-3 l/4s'80 

4.39 
4.51 

4.39 
4.50 

A Sinclair 0il-4.60s*88 
Container Corp Am-3.30s*80 

4.60 
4.13 

4.60 
4.33 

A Sprague Electric-4 3/8s'88 
Whirlpool-Seeger-3 l/2s'80 

* # * ̂ *• 9 # 5 * 2 * *•* 

4.40 
4.29 

4.40 
5.01 

Baa Garrett Corp-5 l/4s'82 
Joy Mfg-3 3/8s'75 

5.25 
4.78 

5.25 
5.89 

A Shamrock Oil-4 5/8s'87 
P. Lorillard-3 3As178 

4.69 
4.50 

4.69 
4.31 

A W. T. Grant-4 3/4s'87 
Deere & Co-3 l/8s*77 

4.75 
4.4l 

4.75 
4.84 

Aa Nat Dairy Products-4 3/8s*92 
Continental 0il-3s*84 

4.36 
4.23 

4.36 
4.79 

A Ashland Cil-4 l/2s'87 
Westinghse Air Brake-3 7/8s'78 

4.50 
4.38 

4.50 
4.66 



224 

Prom. Real. 

A Nat Cash Register-4 3/8s*87 
American Tobacco-3 l/4s*77 

4.45 
4.20 

4.45 
4.43 

Aa Marathon 0il~4 3/8s'87 
Alum Co America-3s*79 

4.36 
4.16 

4.36 
4.15 

Aa Sumay DX-4 l/4s'87 
Allied Chemical-3 l/2s*78 

4.33 
4.10 

4.33 
4.60 

A Container Corp Am-4.40s,87 
Burroughs-3 3/8s'77 

4.40 
4.44 

4.40 
4.54 

A (*)Pet Kilk-4 l/4s*82 
Swift & Co-2 5/8s'72 

4.30 
4.34 

4.52 
5.17 

A Packaging Corp Am-4 3/8s*87 
May Dept Stores-3 l/4s*78 

4.45 
4.35 

4.45 
5.25 

A (*)Mead Corp-4 1/2s*86 
Anhauser-Busch-3 3/8s'77 

4.57 
4.36 

4.80 
4.70 

Aa r.linn-Honeywell-4 l/2s'86 
Bethlehem Steel-2 3/4s'76 

4.47 
4.43 

4.47 
4.62 

Aa U. S. Steel-4 1/23*86 
Nat Dairy Products-3 l/8s*76 

4.55 
4.08 

4.55 
4.34 

A Motorola-4 3/4s*86 
Deere & Co-3 l/8s*77 

4.75 
4.34 

4.75 
4.58 

Aa Continental Cil-4 l/2s'91 
Borden Co-2 7/8s*8l 

4.55 
4.21 

4.55 
4.46 

Baa Aerojet General-5 1/43*81 
(C)Nat Distillers Prods-3 3/8s'74 

5.25 
4.43 

5.25 
4.63 

A Fed Paper Board-5s*8l 
Union Oil (Cal.)-2 3/4s*70 

5.08 
4.38 

5.08 
4.69 
(6.40) 

A Allegany Lud Steel-4 3/4s'86 
Burroughs-3 3/8s*77 

4.78 
4.33 

4.78 
4.54 

Aa Armco Steel-4 l/2s*86 
General Foods-3 3/8s* 76 

4.55 
4.02 

4.55 
4.23 
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Ratine: Issue 
Prom. 
Yld. 

Real. 
Yld. 

Baa Aldens, Ind-5 3/8s'8l 
Fruehauf Trailer-3 3/4s'74 

5.38 
5.13 

5.38 
5.35 

A Union Tank Car-5s*86 
Food Machinery & Chem-3.20s,76 

5.00 
4.49 

5.00 
5.15 

A P. Lorillard-4 7/8s'86 
P. Lorillard-3 3/4s'78 

4.95 
4.44 

4.95 
4.62 

A Girnbel Bros-5s'8l 
Alum Co. Canada-3 7/8s'70 

5.09 
4.07 

5.09 
4.52 
(5.90) 

A Union Oil (Cal.)-4 7/8s'86 
American Tobacco-3 i/4s'77 

4.88 
4.27 

4.88 
4.54 

Baa Thompson-Ramo-Wood-5 l/4s'86 
Cities Service-3s'77 

5.25 
4.88 

5.25 
5.18 

Aaa Shell 0il-4 5/8s'86 
General Electric-3 l/2s*76l 

4.64 
4.20 

4.64 
4.35 

Aa Kimberly Clark-4 5/8s*86 
(*)Minn-Honeywell-3 3/̂ s*76 

4.62 
4.38 

4.62 
4.45 

A Deere & Co.-4 l/2s,86 
May Dept Stores-3 l/4s'78 

•̂55 
4.35 , 

•̂55 
4.38 

Aa Borden Co-4 3/8s'91 
Proctor & Gamble-3 7/8s181 

#** 

4.45 
4.17 

4.45 
4.4l 

Baa U. S. Plywood-5 l/4s'85 
Rheem Mfg-3 7/8s'75 

5.25 
5.31 

5.25 
4.91 

A Nat Cash Register-4 3/4s*85 
Burroughs-3 3/8s*77 

4.75 
4.66 

4.75 
4.74 

A American Can-4 3/4s*90 
Inland Steel-3 l/2s'8l 

4.70 
4.58 

4.70 
4.75 

A (C)McKesson & Robins-4 5/8s'80 
Union Oil (Cal.)-2 3/4s,70 

4.6o 
4.23 

5.57 
5.37 
(6.19) 

Aa Republic Steel-4 3/8s'85 
General Foods-3 3/8s*76 

4.44 
4.06 

4.44 
.̂33 
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Prom. Real. 
Rating Issue Yld. Yld. 

A (*)Continental Can-4 5/8s'85 4.62 4.78 
American Tobacco-3 l/4s*77 4.29 4.69 

Aa Youngstn Sht & Tube-4 l/2s'90 4.60 4.60 
Borden Co-2 7/8s'8l 4.08 4.25 

A Associated Dry Goods-4 3/4s*80 4.83 4.83 
Alum Co Canada-3 7/8s'70 4.15 4.10 

Aa B. F. Goodrich-4 5/8sf85 4.62 4.62 
Nat Dairy Products-3 l/8s'76 4.06 4.40 

•5c 1 # £J •» 9 # 

A Inland Steel-4 l/2s»89 4.50 4.50 
Container Corp Am-3»30s'80 3.90 4.25 

Aa Armco Steel-4.35s'84 4.35 4.35 
Nat Dairy Products-3 l/8s'76 4.25 4.4o 

Aa National Steel-4 5/8s'89 4.89 4.89 
Atlantic Refining-3 l/4s*79 4.49 4.56 

A Phillip-Morris-4 7/8s'79 4.95 .̂95 
Union Oil (Cal.)-2 3/4s'70 4.50 4.83 

. (5.92) 

Baa Sylvania Electric-5 l/2s'84 5.50 5 >50 
Joy Mfg-3 5/8S*75 4.97 5.91 

A W. Virginia Pulp & Pap-4s'78 4.05 4.05 
Union Oil (Cal.)-2 3/4s'70 3.82 3.82 

(5 .33)  

Aa Kimberly Clark-3 3/4s»83 3.75 3.75 
R. J. Reynolds-3s'73 3.85 3.84 

Baa Sylvania Electric-4 3/4s'80 4.75 4.75 
(C)Nat Distillers Prods-3 3/8s'74 4.10 4.28 

Aa American Can-3 3/4s*88 3.75 3.75 
Allied Chemical-3 l/2s'78 3.56 3.74 

Baa Douglas Aircraft-5s*78 5.00 5.00 
Sylvania Elec Prod-3 3/4s'71 4.55 5«H 
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Ratine Issue 
Prom. 
Yld. 

Real. 
Yld. 

A Seagram & Sons-4 l/4s*83 
York Corp-3 3/8s*74 

4.38 
4.15 

4.38 
4.48 

Aa Alum Co America-3 7/8s'83 
Pillsbury Mills-3 l/8s'72 

3.90 
3.85 

3.90 
4.01 

Baa Nat Distill & Chemical-4 3/4s'83 
Consolidated Cigar-4 l/4s'75 

4.80 
4.59 

4.80 
4.34 

Aa Cv/ens-Illinois Glass-3 3/̂ s'88 
Bethlehem Stee,l-3s'79 

3.72 
3.45 

3.72 
3.50 

A (C)Wilson & Co-4 l/8s'78 
Westinghouse Elec-2 5/8s'71 

4.20 
,3.50 

5.11 
4.69 

A (̂ )Mead Corp-4s*83 
(C)McKesson & Robins-3 l/2s'73 

4.06 
3.95 

4.2 5 
4.26 

Aa U. S. Steel-4s'83 
General Foods-3 3/8s*76 

3.97 
3.45 

• 3.97 
3.64 

Baa Boeing Co-5s'78 
Sperry Corp-3 l/8s*69 

5.12 
4.15 

5.12 
4.26 
(5.̂ 8) 

A Burroughs Corp-4 3/8s'83 
(C)American Tobacco-3s'69 

4.38 
3.23 

4.38 
4.12 
(4.90) 

Aaa Standard Oil (Cal.)-4 3/8s*83 
Standard Oil (N. J.)-2 3As'74 

4.40 
3.95 

4.40 
4.05 

Aa Sears, Roebuck-4 3/4s'83 
Swift & Co-2 5/8s'72 

4.75 
3.87 

4.75 
4.15 

Aa Standard Oil (Ind.)-4 l/2s'83 
Bethlehem Steel-2 3/4s'76 

4.57 
3.70 

4.57 
3.84 

A (*)Glidden Co-4 3/4s'83 
Joe Seagrams-3s'74 

4.82 
4.14 

5.19 
4.62 

Aa Standard Oil (Ohio)-4 l/4s*82 
Pillsbury Mills-3 l/8s'72 

4.25 
3.72 

4.25 
3.96 
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From. Real. 
Rating Issue Yld. Yld. 

Aa Alum Co America-4 l/4s'82 4.25 4.25 
R. J. Reynolds-3s'73 4.35 4.36 

Baa May Stores Realty-5s'77 5*04 5.04 
U. S. Rubber-2 5/8s'67 4.92 5.34 

A Alum Co Canada-4 l/2s'80 4.36 4.36 
Firestone Tire-2 5/8s'72 3.87 4.25 

A Acme Steel-4 7/8s'77 4.95 4.95 
Union Oil (Cal.)-2 3/4s'70 4.05 .̂82 

Aa Inland Steel-4 3/8s'87 4.38 4.38 
Deere & Co-3 l/8s*77 4.17 4.44 

A Lehiegh Portld Cement-4 7/8s'79 4.88 4.88 
Safeway Stores-4 l/4s'69 4.90 5*28 

Aa (*)Catapillar Tractor-4 l/2s'77 4.54 4.69 
Pitt. Plate Glass-3s*67 4.06 4.59 

Baa U. S. Plywood-4 l/4s'8l 4.25 4.25 
(C)Nat Distillers Prod-3 3/8s*74 3.27 3.6? 

Aa Procter & Gamble-3 7/8s*8l 3.88 3.88 
W. Virginia Pulp & Pap-3 l/4s'71 3.60 3.65 

Baa (C)Peabody Coal-5 l/4sf76 5.25 6.09 
Crucible Steel-3 l/8s*66 3*50 5*58 

Aa National Steel-3 7/8s'86 3»90 3.90 
Nat Dairy Products-3 l/8s'76 3.42 3.60 

A Allied Stores-4 3/4s*76 4.75 4.75 
Sunray Oil-2 7/8 s'66 3«75 4.81 

(4.50) 



LIST OF REFERENCES 

A. Books 

An Analytical Record of Yields and Yield Spreads. New Yorki 
Salomon Erothers & Kutzler, 1969• 

Atkinson, Thomas A. and Simpson, Elizabeth T. Trends in 
Corporate Bond Quality. New Yorki National Bureau 
of Economic Research, 19^7# 

Crockett, Jean A. "A Technical Note on the Value of a Call. 
Privilege." The Value of the Call Privilege. 
Arleigh Hess, Jr. and Willis J. Winn. Philadelphia, 
Pa.i University of Pennsylvania Press, 1962. 

Graham, Benjamin; Dodd, David L,j and Cottle, Sidney. Secu
rity Analysis. 4th ed. New York: McGraw-Hill Book 
Co., 1962. 

Hess, Arleigh, Jr., and Winn, Willis J. The Value of the 
Call Privilege. Philadelphia, Pa. i University""of 
Pennsylvania Press, 1962. 

Hickman, W. Braddock. Corporate Bond Quality and Investor 
Experience. Princeton, N. J.i Princeton Univer
sity Press, 1958* 

Hickman, W. Braddock. Corporate Bonds» Quality and In
vestment Performance. Occasional Paper 59• New 
Yorki National Bureau of Economic Research, 1957* 

Homer, Sidney. Guides to Profitable Bond Selection. New 
Yorki Salomon Brothers & lutiler7~ 1962". 

Kessel, Rub in. The Cyclical Behavior of the Term Structure 
of Interest Rates. Occasional Paper 91. New Yorki 
National Bureau of Economic Research, 1965. 

Meiselman, David. The Term Structure of Interest Rates. 
Englewood Cliffs, N. J.i Prentice-Hall, Inc., 
1962. 

Richmond, Samuel B. Statistical Analysis. 2nd ed. New 
Yorki The Ronald Press, 196 V. 

229 



230 

Sauvain, Harry. Investment Management. 3rd ed, Englewood 
Cliffs, N. J.i Prentice-Kail, Inc., 19&7. 

Walter, James E. The Investment Process. Boston, Mass.» 
Harvard University Press, 1962, 

Williams, John Burr. The Theory of Investment Value. Ini 
Elements of Investments. Edited by Hsui-Kwang Wu 
and Alan J. Zakon. New Yorki Holt, Rinehart and 
Winston, Inc., 1965* 

B. Periodicals 

Axilrod, Stephen A, and Young, Ralph A. "Interest Rates 
and Monetary Policy." Federal Reserve Bulletin. 
Vol. 43 (September, 1962), pp. 1110-1137. 

Bowlin, Oswald D. "The Refunding Decision 1 Another Special 
Case in Capital Eudgeting." Journal of Finance. 
Vol. XXI (March, 1966), pp. 55̂ . 

Brimmer, Andrew F. "Credit Conditions and Price Determina
tion in the Corporate Bond Market." Journal of 
Finance. Vol. XV (September, i960), pp. 353-370. 

Cohan, Avery B. "Yields on New Underwritten Corporate 
Bonds, 1935-1958." Journal of Finance. Vol. XVII 
(December, 19̂ 2), pp. 585-665, 

Culbertson, J. M. "The Term Structure of Interest Rates." 
Quarterly Review of Economics. Vol. LXXI (November, 
1957), pp. 485-517. 

Durand, David. "A Quarterly Series of Corporate Bond 
Yields, 1952-57, and Some Attendant Reservations." 
Journal of Finance, Vol. XIII (September, 1958), 
pp. 348-356. 

Fisher, Lawrence. "Determinants of Risk Premiums on Cor
porate Bonds." Journal of Political Economy. 
Vol. 67 (June, 1959). pp. 217-237.  

Fraine, Harold G. and Mills, Robert H. "Effects of De
fault and Credit Deterioration on Yields of Cor
porate Bonds." Journal of Finance. Vol. XVI 
(September, 19̂ 1), pp. 423-434, 



231 

Fraserf Donald R,, and Saylor, R. Gerald. "The Value of the 
Deferred Call Privilege! A Comment." National 
Banking Review. Vol. 5 (March, 1967), pp. 337-339. 

Jen, Frank C., and Wert, James E. "The Value of the De
ferred Call Privilege." National Banking Review. 
Vol. 3 (March, 1966), pp. 369-378. 

Jen, Frank C., and Wert, James E. "Imputed Yields of a 
Sinking Fund Bond and the Term Structure of Inter
est Rates." Journal of Finance. Vol. XXI (December, 
1966), pp. 697-714. 

Jen, Frank C., and Wert, James E, "The Value of the De
ferred Call Privilege 1 A Reply." National Banking 
Review. Vol. h (March, 1967)» p. 3̂ 0. 

Jen, Frank C., and Wert, James E. "The Effects of Sinking 
Fund Provisions on Corporate Bond Yields," Finan
cial Analyst Journal. Vol. 23 (March/April, 1967)» 
pp. 125-131. 

Jen, Frank C., and Wert, James E. "The Effects of Call Risk 
on Corporate Eond Yields." Journal of Finance. 
Vol. XXII (December, 1967), pp. 637-651* 

Jen, Frank C., and Wert, James E. "The Deferred Call Pro
vision and Corporate Bond Yields." Journal of 
Financial and Quantitative Analysis. Vol. 3 (June, 
1968), pp. 157-169. 

Johnson, Ramon. "Term Structure of Corporate Bond Yields 
as a Function of Risk of Default." Journal of 
Finance. Vol. XXII (May, 1967)* pp. 313-345. 

Kaplan, Mortimer. "Yields on Recently Issued Corporate 
Bonds 1 A New Index." Journal of Finance. Vol. 
XVII (March, 1962), pp. 81-109. 

Pogue, Thomas F., and Soldofsky, Robert M. "What's in a 
Bond Rating." Journal of Financial and Quantita
tive Analysis. Vol. IV (June, 1969), pp. 201-227. 

Pye, Gordon. "The Value of a Call Option on a Bond." 
Journal of Political Economy, Vol. LXXIV (April. 
1966;, pp. 200-205. 

Pye, Gordon. "The Value of Call Deferment on a Bondi Some 
Empirical Results." Journal of Finance. Vol. XXII 
(December, 1967)» pp. 623-633.  



232 

Soldofsky, Robert M. and Miller, Roger L, "Risk Premium 
Curves for Different Classes of Long-Term Securi
ties, 1950-1966M Journal of Finance. Vol. XXIV 
(June, 1969)* PP* 429-446. 

Soldofsky, Robert M. "Ex Ante and Ex Post Yields on Bonds« 
Concepts and Measurements." Mississippi Valley 
Journal of Business and Economics. Vol. V (Spring, 
1970), pp." 1-10. 

Winn, Willis J., and Hess, Arleigh, Jr. "The Value of the 
Call Privilege." Journal of Finance. Vol. XIV 
(May, 1959), pp. 182-195. 

C. Other Sources 

"Bond Review and Outlook." Moody's Bond Survey. Vol. 49 
(January 21, 1957)• 

Bracken, Jerome, and Christenson, Charles. Tables for Use 
in Analyzing Business Decisions. Homewood, 111.1 
Richard D. Irwin, Inc., 1965* 

Commercial and Financial Chronical. New Yorki William B. 
Dana Company, Publisher, Various Issues 1956-1960. 

Homer, Sidney. Memorandum to Portfolio Managers. New 
Yorkj Salomon Brothers & Hutzler, October 23, 
1969. 

Homer, Sidney, and Johanneson, Richard I. Comments on 
Value. New Yorki Salomon Brothers & Hutzler, 
December 1, 1969.  

Moody's Bond Guide. New Yorki Moody's Investors Service, 
Inc., Various Issues 1956-1969* 

Moody's Bond Record. New Yorki Moody's Investors Ser
vice, Inc., Various Issues 1956-1969* 

Moody's 3ond Survey. New Yorki Moody's Investor Service, 
Ind., Various Issues 1956-1969* 

Moody's Industrial Manual. New Yorki Moody's Investors 
Service, Inc., 1956-1964. 

Moody's Public Utility Manual. New Yorki Moody's In
vestors Service, Inc., 1956-1964. 



233 

Standard & Poor's Bond Guide. New Yorki Standard & Poor's 
Corporation, Various Issues 195̂ -1969» 

Interview with Mr. Lyle Wertz, Bond Trader, Valley National 
Bank (Arizona) Trust Department, February 12, 1970. 


