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ABSTRACT. Issuances of perpetual risky debt are often motivated
by capital requirements for financial institutions. However, ob-
served market practice indicates that actual maturity equals first
possible call date. We analyze callable risky perpetual debt includ-
ing an initial protection period before the debt may be called. To
this end we develop European barrier option pricing formulas in a
Black and Cox (1976) environment.

The total market value of debt including the call option is ex-
pressed as a portfolio of barrier options and perpetual debt with
a time dependent barrier. We analyze how the issuer’s optimal
bankruptcy decision is affected by the existence of the call op-
tion using closed-form approximations. In accordance with intu-
ition, our model quantifies the increased coupon and the decreased
bankruptcy level caused by the embedded option. We show that
the option will be exercised even at fairly low asset levels at the
time of expiry.
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