
Convertible strategies



Issuers’ perspectives on
convertibles



Why do firms issue convertibles?

Delayed equity

Convertibles provide a way of selling common stock at a price
above the existing market.
They are employed as deferred common-stock financing.

Sweeten debt

Allow firms to borrow cheaply relative to straight debt.
However, in perfect markets, convertible debt cannot be a
cheaper source of financing than either straight debt or equity.



Convertible debt as delayed debt
1.Tax deductibility of coupon payment (Jalan and Barone-

Adesi, 1995)

2.The call feature that allows convertibles to be an
advantageous method for some firms to get equity into their
capital structure (Stein, 1992).

3.The benefits as delayed equity are preserved only if
conversion is voluntary (Nyborg, 1995).

- Forcing conversion is a bad signal since it indicates a
desire to insure against deterioration in the stock price and
the risk of ending up with unconverted convertibles.

- Issuing equity by first issuing convertibles and later
forcing conversion leads to a larger negative abnormal
return (-4.15%) than issuing equity outright (-3.14%).



Reaction of share prices to external financing
Empirical evidence documents
! Average abnormal returns (ARR) of –2.07% when firms

announce issues of convertible.
! ARR of –3.14% for issuance of equity.
! Firms that announce straight debt issues have a statistically

insignificant ARR of –0.26%.

Advantage of equity as a source of financing – excellent
insurance properties against financial distress.

! Equity will be issued by the more pessimistic firms.
! Straight debt will be issued by the more optimistic firms.
! Convertible debt will be issued by medium-quality firms.



Findings from questionnaires

Pilcher (1955)  Brigham (1966)   Hoffmeister (1977)

Delayed equity  82%  68%  40%

Sweeten debt      9%  27%    37%

Others     9%    5%    23%



N e ithe r
S tr ong ly A g r e e  N or S tr ong ly

My firm chose convertible as its financing source … D is ag re e D is ag re e A g r e e
1 2 3 4 5

a. because of the lower coupon rate versus straight debt. 4.7% 4.7% 4.7% 50.6% 35.5%
b. because management felt that the stock was undervalued

at the time.
16.9% 14.5% 24.1% 25.3% 19.3%

c. because management felt that the stock was overvalued
at the time.

42.7% 19.5% 31.7% 3.7% 2.4%

d. as "delayed equity" financing, expecting that the debt 
would be converted.

7.0% 3.5% 5.8% 46.5% 37.2%

e. because the conversion feature provides bondholders with
protection against unfavorable actions by stockholders or
management.

45.1% 20.7% 28.0% 6.1% 0.0%

f. because our investment banker recommended it over 
other forms of financing.

10.7% 8.3% 45.2% 29.8% 6.0%

g. because other firms had recently made successful 
convertible offerings.

10.8% 10.8% 33.7% 42.2% 2.4%

Rea so n (s) f o r O f ferin g



Reasons for Offering (cont’d)

By order of importance, please rank the following factors on a scale of
1 to 6 on the extent to which it influenced your firm’s decision to issue
convertible; 1 = most influential, 2 = next most influential, etc.)

1 2 3 4 5 6
Lo w e r c o u p o n  v e rs u s  s t ra ig h t  d e b t 48.3% 25.0% 13.3% 5.6% 5.6% 1.2%
s to c k w a s  u n d e rv a lu e d , s o  w e  c o u ld n 't  is s u e  e q u ity 15.7% 22.6% 7.8% 11.3% 7.0% 28.0%
Sto c k w a s  o v e rv a lu e d , s o  w e  to o k th e  o p p o rtu n ity
to  lo c k in  a  fa v o ra b le  c o n v e rs io n  p re miu m 3.4% 4.8% 2.2% 7.0% 26.8% 52.4%
Firm w is h e d  to  is s u e  " d e la y e d  e q u ity " 22.5% 31.0% 20.0% 12.7% 14.1% 2.4%
In v e s tme n t  b a n ke r re c o mme n d e d  it 7.9% 4.8% 27.8% 38.0% 18.3% 7.3%
O th e r firms  h a d  re c e n t ly  is s u e d  c o n v e rt ib le  d e b t  s u c c e s s fu lly 2.20% 11.90% 28.90% 25.40% 28.20% 8.50%



1. In retrospect, my firm’s stock was _____ valued around the time
of the convertible debt offering.

2. Around the time of the convertible debt offering, my firm’s
management expected future earning to be _____ the market was
expecting.

3. At the time of the convertible debt offering, prospects for my
firm’s short-term (1-2 years) performance relative to its industry
were:

Environment in which issuance occurred

under correctly over
1 2 3 Mean Median

46.4% 41.6% 12.0% 1.66 2.00

about the  s ame  as muc h hig he r  than
2 3 4 5 Me an Me dian

3.6% 49.4% 35.1% 11.9% 3.55 3.00

poor fair g ood ve r y g ood e xc e l le nt
1 2 3 4 5 Me an Me dian

2.4% 5.9% 34.1% 47.1% 10.6% 3.58 4.00



To call or not to call
Safety premium

During the 30-day notice period, the stock price could fall.  This forces
the firm to require a safety premium of about 20% to safeguard the 
added cost of a cash redemption.

After-tax-cash flow advantage

Management may refrain from calling in order to retain the debt tax
shield.  Factors include:

• present value of current and future dividends

• present value of expected coupon payments

• corporation’s effective tax rate.



Summary
Upside view on the stock price movement
! The stock price must move above the conversion

price of the convertible to ensure a conversion to
common stock. This results in the company issuing
equity at a cost that is less than that of a straight
equity offering.

! The amount of savings is a function of
 - cost of debt

- the time that the convertible remains outstanding
- dividend on the stock
- conversion premium on the convertible at issue



Summary (cont’d)
Downside view on the stock price movement

! The cost of debt capital is lower than it would have
been had the company issued non-convertible debt.

Market supply and demand

! The buyers demand the convertible structure.

! The cost of financing a convertible is cheaper than a
combination of debt and equity capital.



Investors’ perspectives on
convertibles



Two main types of investors for convertibles

Money managers
e.g. convertible fund managers, fixed income managers,
risk averse equity managers, income oriented equity
managers, etc.

Purchase the corresponding convertible if holding a
bullish view on the equity.

Arbitrage specialists
They attempt to lock in profits due to misalignment
between the equity market and the convertibles. They are
less concerned with the positive outlook of the equity.



Investors who are restricted in their equity
holdings

Example Florida Department of Labor prohibits self-
insurance funds from investing in any equities.

! Convertibles, despite their equity component, are
   typically classified as fixed-income instruments.

! These restricted investors will profit from the
   equity like payoffs available with convertibles and
   increase their diversification.



Risk-reward relationship

Performance of various asset classes, 1973-1995

Compound annual return standard deviation

Convertible bonds          11.70 %     12.47%

S&P 500           11.84%        17.27%

Long-term corporate bonds         9.66%     12.44%

Intermediate-term                9.91%         8.93%
 corporate bonds

Source: Goldman Sachs Global Convertible Research (1996)
“Convertibles as an Asset Class.”



Long term convertible performance

• Over the period for which reliable long-run data are
   available (since early 1970s), the total return performance
   of US convertibles has virtually replicated that of the
   S & P 500, but with significantly lower risk.

• Total return for convertible bonds has demonstrated a
   much higher correlation with the S & P 500 than with
   the corporate bond market.

Source: Goldman Sachs Global Convertible Research (1996)
“Convertibles as an Asset Class.”



Convertibles benefited from their hybrid
characteristics

• During 1979 to 1984, when the US bond market 
declined because of double-digit inflation and 
interest rates, convertibles appreciated in value, 
unlike other fixed-income instruments.

• In the late 1980s, as the Japanese stock market 
experienced extraordinary performance, Japanese
convertibles performed well but lagged the stock 
market. However, as the Japanese stock market 
began its slide, the CB market’s losses were small 
because bond values cushioned declining equity 
values.


