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that issue convertibles and firms that issue bond-warrant packages
and the relative merits of each type of security. Frank and Weygandt
attempted to establish a model to predict the conversion of outstanding
convertible bonds into common stock. Both studies ignored the more
basic question concerning potential differences in variables that
indicate how the firm is valued, If there are differences in the
variables of these groups of firms then it seems reasonable that in a
given capital market situation, one could predict what firms would
issue convertibles on the basis of the defined variables. That is, if
there are advantages of financing strategy, as defined in Chapter II, to
be gained by issuing convertible securities, who will attempt to employ
this strategy? What are the characteristics of firms that issue
convertibles? If definite conclusions can be drawn concerning these
questions, the conclusions will have certain implications both for
issuing firms and potential investors, It is to this purpose that this

study is directed.

Plan of This Study

The characteristics of firms analyzed in this study are intended
to indicate how the firm is valued. That is, the variables will be
proxies for risk and return; there will also be a variable to measure
size. The point will be to see if there is any difference in how the two

groups of firms are valued. In order to start an inquiry into this



subject, it is first neceasary to review theories of how investors
value convertible bonds, and secondly, to review reasons given by
practitioners for issuing convertibles, The purpose of Chapter II
is to make the two reviews and to see if a consensus can be reached
concerning the strategic advantages of issuing convertible bonds,

There is no reason to believe that the strategic advantages
associated with convertible bonds remain static over time or exist
to the same degree over time. In the latter half of the 1960's,
convertible debentures made important gains in the market. They
grew from four percent of all bond offerings in 1964 to a peak of
twenty-one percent in 1967. Since 1967 was a peak year for convert-
ible issues, it follows that many firms and investors were seeking
whatever strategic advantages that are associated with convertible
bonds. The purpose of Chapter III will be to review the capital
market situation in 1967, and isolate that year as a time period on
which to base this study.

The purpose of Chapter IV will be to choose a sample of firms
to analyze, and to choose a profile of variables on which to base the
analysis, The criteria for choosing variables will be potential
differences between groups, their relevance in regard to how the
value of the firm is determined, and the degree to which they have
been discussed in the literature,

In Chapter V an extensive analysis is undertaken to answer the

basic questions posed in this study. An appropriate statistical



method for a study of this nature is multiple discriminant analyais,
The objective will be to derive a discriminant function that can
classify firms into apriori groups on the basis of the selected
variables. Before any general conclusions are drawn from the
results of the tests, the test will be validated so that the proportion
of firms classified correctly because of bias can be identified. There
will also be a discussion of the effects of measurement error. The
results of the analysis, the major conclusions derived from those
results, and the implications of those conclusions for both firms and
investors are discussed in great detail.

Chapter VI is a complete summary of the entire study. The
conclusions are stated in more general terms and if there are
questions raised as a result of the study, those questions will be

stated clearly as possible fruitful areas for further study,

Contribution

It is possible that this study will result in a contribution
toward the construction of a theory concerning the characteristics of
firms that attempt to employ the strategic advantages of convertible
bond financing. The characteristics will be chosen to reflect the
risk-return tradeoff character of the two groups of firms, If it is
found that there are significant differences in the variable profiles,

it would indicate that the groups of firms are valued differently.



A new theory concerning how groups of firms are valued
would have important implications for both firms and investors.
Financial managers are constrained by the normative goal of the firm,
The risk-return tradeoff entails a consideration of the firms cost of
capital, It is incumbent on firms to offer their securities in the most
valuable form. To the extent that firms succeed in this they move
toward the achievement of their goal. There is no reason to believe
that convertible bonds are, on the average, more valuable than other
securities, The success of convertible offerings is primarily
dependent on market receptivity, If firms were aware of what proxies
for risk and return potential investors were trading off, it would be
less difficult to gauge the market receptivity prior to issue,

The value of the possible new theory for investors is essentially
the same as the implications for firms, except that it is viewed from
a different perspective, Securities are valued by how the investor
views the risk-return tradeoff character, As a result of this study

more information will be available to investors to make that evaluation.



CHAPTER 1I

RATIONAL FOR THE EVALUATION AND USE
OF CONVERTIBLE BONDS: THEORY

AND PRACTICE

Much of what has been written concerning behavior in the
capital markets has taken the positive approach to the study of
finance, The positive approach is an attempt to explain behavior in
the real world or to make predictions concerning behavior that has not
yet been observed. The distinguishing characteristic of the positive
approach is its treatment of the role of assumptions. In the positive
approach the value of any model is judged by its ability to make pre-
dictions, The assumptions in the model do not have to conform to
reality and most writers are of the opinion that the value of the theory
or model is not diminished by the lack of reality of its assumptions,
For example, Sharpe built his discussion of capital market theory
on the usual set of assumptions, one of which is that all investors

agree on predictions of expected returns, standard deviation of

return, and correlation coefficients of rates of return. ! In the very

lW’illia.m F. Sharpe, Portfolic Theory and Capital Markets
(New York: McGraw-Hill, 1970), pp. 77-103.
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next chapter Sharpe relaxed this assumpticn and allowed disagree-
ment, The result was that the model was more realistic and the
implications were more general, He stated, ''Its implications are
sufficiently general to be consistent with almost any observation. By
explaining everything, it explains nothing. e Haley and Schall write
that so far capital market theory has been concerned with only three
financing methods: (1) debt, (2) new shares of common stock, and
(3) retained earnings. 3 They further state that an examination of
empirical capital markets would reveal, '"an incredible mix of
financing instruments, In There are different types of preferred
stock and even different classes of common stock. There are also
convertible bonds, mortgage bonds and capital notes. It is the view
of Haley and Schall that the proliferation of different types of
instruments is the result of the markets being subject to some
gross imperfection that creates the possibility for firms to offer their
securities in some '"best, (most valuable) form. ">

It will become clear in the following paragraphe that capital

market theory is concerned with more than the three methods of

2Ibid.. p. 112.
3Char1ea W. Haley and Lawrence D. Schall, The Theory of
Financial Decisions (New York: McGraw-Hill, 1973), pp. 249-250,

*Ibid.

?Ibid,




financing mentioned by Haley and Schall, In fact, the equilibrium
option pricing theory, discussed later in this chapter, has implica-
tions so broad that it can be used to evaluate any combination of
claims against assets, The point is that the value of the work of
Sharpe and other writers is not diminished by assuming only three
sources of financing.

The purpose of this chapter will be to examine why firms
issue convertible securities. Are there instances where convertible
bonds are the most strategically advantageous method of raising
capital? If so, what determines their value? In general, this
chapter will be developed along the following format: (1) a review of
theoretical models for valuing convertible bonds, (2) a discussion of
viewpoints of practitioners, and (3) a summary and some possible

implications for this study.

Theoretical Models for Valuing Convertible Bonds

A discussion of theoretical models for valuing convertible
bonds should follow the evolution of thought on valuation. The
evolution of valuation models can be described in roughly three
phases: first, the pre-capital asset pricing model (CAPM) phase
may include all works that base ex-ante valuation on an expected
rate of growth for the underlying common stock, resulting in
probabilistic values. Secondly, the CAPM phase may include those

works that treat convertible debentures--like their underlying



common shares--as components of a risky market portfolio, Finally,
the equilibrium option pricing phase contains works that permit the
quantification of the various factors that affect the value of an option,
It cannot be overemphasized that although the abovementioned three
phases seem to accurately reflect the evolution of thought concerning
the valuation of convertible bonds, they in no way reflect the
chronological order in which studies of valuation techniques have
appeared in the journals. The following paragraphs contain examples
illustrative of theoretical models representing each of the three

evolutionary phases of thought.

Pre-CAPM Theories

One of the most widely read articles--as evidenced by its
appearance in bibliographies--is Brigham's 1966 development and
test of a theoretical framework for analyzing the nature of
convertibles, 6 Essgentially, Brigham's position was that the ex-ante
yield on a convertible is dependent on a set of variables that are
subject to probability distributions, and that the yield itself, then,
must be a random variable. The determinates of the yield are
expected valuea of the probability distributions of the growth rate

of the underlying common stock, the terminal value of the security

6Eugene F. Brigham, '"An Analysis of Convertible Debentures:
Theory and Some Empirical Evidence, ' Journal of Finance 21
(March 1966): 35-54.
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and the number of years the security is outstanding. The unique
characteristic of the probability distribution of ex-ante yields is that
it has both upper and lower bounds, That is, the yield will not fall
lower than the value of the security as a straight bond. The yield will
also not exceed the point where the capital gains are the same for
both the convertible and the underlying common stock., At this point
the current yield on the bond declines vis a vis that on the common
stock because dividends on growing stocks tend to rise, but the
interest receipts remain fixed.

Brigham's article was preceded one month by an article
similar in many respects. Baumol, Malkiel and Quandt (BMQ)
developed a model that based the value of a convertible security on a
subjective probability distribution of the future market value of the
convertibles underlying common stock, ! The BMQ model repre-
sented the value of a convertible as a definite integral, The integral
was the sumof all occurrences in which the bond value will exceed the
stock value times the probability of each occurrence. The limits of
the integral are the same as the bounds of Brigham's probability
distribution, The lower limit was the value of the security when the

growth rate of the underlying common stock was zero, The upper

7William J. Paumol, Burton G. Malkiel, and Richard E,
Quandt, "The Valuation of Convertible Securities, "' Quarterly
Journal of Economics 80 (February 1966), 48-59.
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limit was that point where the bond value was equal to the conversion
value, One difference in the Brigham and the BM{Q studies might be
that the Brigham upper bound might actually be a small range
depending in part on the dividend potential of the associated common
stock.

The Brigham and BMQ studies are representative of pre-CAPM
valuation theories. Almost without exception, one or both of the
studies are included in all bibliographies of articles dealing with
convertible bonds,

There are many other pre-CAPM studies, In general, their
contributions are derived from addressing one or more problems
involved in valuation, Three other noteworthy articles from the pre-
CAPM phase that frequently appear in bibliographies are: (1) a 1968
article by Weil, Segall and Green, Their major finding was that the
lower bound, or floor value of the bond was of negligible importance
in determining the premium. 8 Their conclusion was based on
regression tests to explain the value of the premium, The {loor
variable was included as an independent variable, but its coefficient
was not significantly different from zero. In addition, RZ was only

slightly smaller when the floor variable was omitted, It was not

8Roman L. Weil, Jr., Joel E. Segall, and David Green,
'"Premiums on Convertible Bonds, " Journal of Finance 23 (June 1968),
445-463,
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clear whether or not the contribution of the floor variable was actually
explained by the other variables in the set; i. e., the degree of muiti-
collinearity was not discussed, (2) Poensgen agreed that the ex-ante
yield prior to expiration was a random variatle. ? The vital difference
between his model and the BMQ model was that the future straight
bond value was also a random variable. In the BMQ model the
straight bond value was constant, and was, in fact, the lower bound

of the probability distribution of future values. Poensgen contended
that since the future straight bond value was a random variable, its
distribution of possible values would affect the distribution of

possible ex-ante yields. He examined both the shape and dispersion
of these distributions, Finally, Poensgen related future expected
values to the present by a simple discounting procedure. He explic-
itly raised the problem of risk, but provided no guidelines for
choosing an appropriate risk-adjusted discount rate. (3) Leibowitz
asked a fundamental question: given the probability distribution of
growth rates, how long does it take the convertible's current yield

to recoup the ''disadvantage' of the conversion premium? 10 Le.,

how long does it take the investor to ''"break even''? The Leibowitz

9Otto H. Poensgen, '""The Valuation of Convertible Bonds:
Part [--The Model and Part II--Empirical Results and Conclusions, "
Industrial Management Review, 6 and 7 (Fall 1965 and Spring 1967),
77-92 and 83-98,

10Mari:in L. Leibowitz, '""Convertible Securities, '' Financial
Analysts Journal, 30 (November-December 1974), 57-67.
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study is included here as an example of the pre-CAPM theories of
value. The approach is the same as for the Brigham and BMQ
studies, but the work was published in 1974, This is mentioned here
to illustrate that contributions to the literature do not necessarily
follow the three phases of the evolution of thought on valuation. The
value or contribution of any of the theories or models is not

diminished by being '‘out of phase. "

Theories i_rlthe Context Q_f_the CAPM

The CAPM phase includes all theories of valuation that treat
convertible debentures as components of a risky market portfolio.
In general, the expected value of a security is determined by
estimating the expected return from the market portfolio and applying
the beta of the security to this return. Frankle and Hawkins
addressed the question: what beta should be used in computing the
value of a convertible bond? 1 They were of the opinion that the
changing relationship between the common stock conversion value and
the straight bond value would give the resulting betas a high degree
of non-stationarity., They derived a beta for convertible honds based
on the historical value of the underlying common stock beta and the

current relationship between the common stock conversion value

“A. W. Frankle and C,A. Hawkins, ''Beta Coefficients for
Convertible Bonds, '' Journal of Finance, 30 (March 1975), 207-210.




~and the straight bond value. They stated that this method would
reduce non-stationary difficu-lties to that inherent in the calculation
of common stock betas, They concluded that betas for convertible
bonds derived by their method would be less than that for the corre-
sponding common stocks,

Walter and Que tested to see if convertible debentures were
less responsive to the changing nature of the market than their under-
lying common stocks. 12 They were of the opinion that the benefit of
the bond value floor should be reflected in the convertible security's
systematic riak. They compared the betas for a sample of con-
vertible bonds with the betas for the corresponding common stocks.
They found that the betas for the convertibles were less than those
for the common stocks and thus concluded that the bond floor had a
beneficial effect on systematic risk. They found that the significance
of the floor characteristic varies directly with the volatility of the
underlying stock. The later findings of the abovementioned Frankle

and Hawkins study are thus consistent with the more comprehensive

Walter and Que study.

lZJarnes E. Walter and Agustin V., Que, '"The Valuation of
Convertible Bonds,  Journal of Finance, 28 (June 1973), 713-731.

14
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Equilibrium Option Pricing Theories

Black and Scholes reasoned that if options are correctly
priced in the market, it should not be possible to make sure profits
by creating portfolios of long and short positions in options and their
underlying stocks. 13 Using this principle, they developed a model
for determining the equilibrium value of an option. The model has
theoretical importance for the valuation of any type of option, and it
has particular importance for the valuation of convertible bonds,
since the convertible feature is, in fact, an option. The Black and
Scholes model is based on a number of strong assumptions, 14 Given
their assumptions, the equilibrium value of an option can be deter-
mined. If the market price of an option were to differ from that
given by the model, a riskless hedged position could be established
that would earn an amount in excess of the short-term rate assumed
in the model. At this point arbitragers would enter the market and
would borrow large sums of money at the short-term rate, establish
hedged positions and earn an amount in excess of the short-term
rate, This would continue until the buying or selling pressures on

the stock and option drove their prices into equilibrium with each

13Fisc.:he:r Black and Myron Scholes, '""The Pricing of Options
and Corporate l.iabilities, ' Journal of Political Economy, 81 (May-
June 1973), 637-654,

141pid., p. 640.



other. The return on a fully hedged position would, once again, be
the assumed short-term rate.

Merton extended the Black and Scholes model and showed that
a similar type model could be derived using weaker assumptions.
Specifically, the Black and Scholes model showed the value of an
option to be affected by four factors: (1) the time to expiration,
(2) the short term interest rate, (3) the variance rate of return on
the common stock, and (4) the stock price. Merton showed the option
price to depend on: (1) the short term interest rate, and (2) the total
variance of the return on the common stock which he states is a
stable number and can thus be estimated accurately from time series
data. 16 It is easy to see that with the weaker assumptions an
empirical equilibrium price for options can be derived more
confidently,

Any discussion of theories of valuation of convertible bonds
would be incomplete without mentioning the work of Tennican.
His primary objective was to determine how an investor should
decide how much premium a particular convertible security is
worth relative to its underlying value as a straight bond or

relative to the value of the stock into which it might be

15Robert C. Merton, "A Rational Theory of Option Pricing, "
Bell Journal of Economics and Management Science, 4 (Spring 1973),
141-179,

16 /hid. , p. 161.
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converted. 17 The work was so comprehensive that it cannot be
placed in any of the three phases of the evolution of thought.
Tennican's contribution, in part, consisted of reviewing all worthy
theories of valuation and adding results from his own work,
Tennican stated, '"The option valuation problem is sufficiently
complex that an analysis must steer between the Scylla of simplistic
approaches to the problem and the Charybdis of full and rigorous
approaches leading to intractable mathematical equations. 018 He
was, for the most part, successful in steering this path, The
analysis did become somewhat complex, but many fundamental
insights into the process of option valuation were conveyed in non-
technical language. His book is thus, useable for academicians and
practitioners with various degrees of interests and mathematical
expertise,

The Use of Convertible Bonds:
Viewpoints of Practitioners

In order to explain why firms use convertible bonds it will be
necessary to borrow two concepts from Haley and Schall and discuss
the existence of these securities within the framework of these two

concepts. They identify two different but related components of

I7Michae1 I.. Tennican, Convertible Debentures and Related
Securities (Cambridge: Harvard University Press, 1975), p. 3.

18Ibicl., p. 7.
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financing decisions: (1) "Financing strategy will be used to refer to
the choice of particular means of financing in the current

period . . ." (2) "Financing policy refers to the question of what

the long-run appropriate mix of financing should be, 19 Financing
strategy includes attempts to exploit timing and whatever gross
imperfections the market is subject to that allow firms to offer their
securities in some best (most valuable) form, If financing strategy
explains the use of convertible bonds, the next logical question is
what strategic advantages can possibly be gained by issuing convert-
ible bonds,

The literature concerning convertible bonds offers some
suggestions about why they might be good strategy at certain times
and under certain circumstances. It will be useful, at this point, to
consider the reasons why firms issue convertibles,

Since Haley and Schall identified financing strategy, it is
appropriate to consider first the reasons they suggest for using con-
vertible bonds. They suggest first, that issue costs are lower for
convertible bonde than they are for common stock. Hence, if the
firm were interested in issuing stock, it might issue convertible
bonds to save on issue costs, expecting the securities to convert

shortly, ¢0 This seems possible, but their second reason sounds

lgHaley and Schall, pp. 215-216.

201hid. , p. 253.
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like it might have a much greater impact on a firm's decision to
issue convertibles. This is the concept of the delayed equity issue
and is mentioned by several writers, They first assume hetero-
geneous expectations and suggest that, " now there may be very good
reason for management to use convertibles,'' The situation is that
management has investment opportunities that they believe to be
highly profitable., Either the market is not aware of these opportu-
nities or it is aware, but it is more pessimistic concerning the
profitability of the projects. The price of the firm's stock will reflect
the opinion of the market and not of management. The firm is
assumed to have reached its capacity for long-term unconvertible
debt and the flow of internal funds is not sufficient to support the
proposed projects., In this case management would prefer to issue
new shares of common stock, but the price of the new shares will
reflect the market's more pessimistic view of the projects. The
present share holders will not receive the full benefits of the invest-
ment opportunities. Haley and Schall suggest that now management
should make a delayed equity issue. That is, issue convertible
bonds with a conversion price approximating the value of the stock

if the market agreed with management on the value of the investments,
if the investment opportunities turn out as well as management
predicted the market price of the stock will go up and the bonds can

be converted. Thus, management was able to issue delayed equity
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and the present shareholders received the benefit of the profitable
investment opportunities,

In addition to his theory of valuation mentioned earlier in this
chapter, Brigham suggested two reasons why firms would issue con-
vertible securities, First, he states that ''the firm desires equity
capital and believes that convertibles are an expedient way of selling
common stock, ! or secondly ''the firm desires more debt and
believes that adding the convertible feature will result in substan-
tially lower interest costs. neé In an effort to determine which of
the above two reasons was predominant in his sample firm's
decisions to issue convertibles, Brigham sent questionnaires to
each of the 42 firms in his sample, Fifty-two percent of the firms
in the sample responded. Of these, 73 percent indicated that they
were interested in obtaining equity, and the remaining 27 percent
stated that they were simply interested in '"sweeting'' a debt issue.

It is interesting to note that Brigham's respondents each indicated
that they had financing alternatives at reasonable costs, That is,
they stated that they could have issued common stock at prices
ranging from 2 to 5 percent below the market price and the straight

debt alternative would have increased interest costs only 1/2 to

“Ubid,, pp. 253-254.

zBrigha.m, p. 50,
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1 percent. The point is that the firms indicated that they were in no
way forced to use convertibles., If these firms were in no way forced
to use convertibles, one can conclude either that the firms were in a
position to take advantage of the best financing strategy package
available, or that firms that respond to questionnaires do not like to
admit that they were forced into some single alternative.

Ina 1971 dissertation at the University of Iowa, Joseph A.
Lavely studied the comparative usage of convertible bonds and bond-
warrant packages. Specifically, he sought to identify potential
differences in certain financial ratios and characteristics of firms
that employ each of the alternatives as financing strategy. Lavely
was interested in the nature and characteristics of each security
and offered reasons why a firm might use convertible bonds as
financing strategy. Again, one of the first reasons mentioned is the
concept of ''delayed equity.' Like Brigham in his earlier work,
Lavely sent questionnaires to selected firms. FEleven respondents
indicated that their goal was to increase equity, but on a delayed
bagis. Apparently they seemed to feel that a direct equity issue
would have an adverse effect on earnings per share, but by issuing
stock on a delayed basis, i.e., through a convertible bond, the
investment projects financed through the issue would generate funds

and by the time conversion occurred the earnings would have
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increased enough to offset the fact that there would now be more
shares to dilute those earnings.

The use of a conversion privilege as a ''sweetner'' to obtain
lower interest rates on debt is well known in the world of finance,
Purchasers feel that the conversion privilege is worth at least as
much as the difference in interest on a straight bond and interest on
a convertible, Recall that 27 percent of Brigham's respondents
stated that they were primarily interested in obtaining debt and were
simply using the convertible feature as a '"'sweetner,'' Lavely also
asked his respondents to express their motive for issuing convert-
ibles. He received 65 ""useful'' replies from firms that issued
convertible debt. Executives of 22 of the firms or 34 percent,
expressed the ''sweetner for debt'' strategy as their reason for
issuing convertibles,

In a 1955 study Pilcher asked the presidents of 100 firms,
which of the following played the more important role in their
decision to issue convertibles: ''the desire to sweeten the senior

leverage issue, therefore making it more attractive to buyers, or

Z3Joseph A, lavely, "Comparative Usage of Bond-Warrant
and Convertible Bond Issues' (Ph. D, dissertation. University of
Iowa, 1971), p. 150.

*41bid., p. 146.



the desire to raise common equity on a delayed basis''? ¢5 Seventy-
five firmsa replied to Pilcher. Forty-seven of the respondents, or
63 per;:ent, stated that their primary purpose was to issue equity on
a delayed basis while 17 firms, or 23 percent, indicated the reason
was to sweeten the security to obtain a lower interest charge.

The empirical studies by Brigham, Lavely and Pilcher seem
to corroborate each other, That is, that the primary reason for
issuing covertibles is to increase equity, and specifically to issue
this new equity on a delayed basis. These studies also back up the
theoretical contention by Haley and Schall that the firm might have
some investment opportunities that the market is not aware of or if
the market is aware, it is simply more pessimistic concerning the
profitability of those projects, The second major reason, for
issuing convertibles, uncovered in the empirical atudies wasa that the
convertible feature was used to '"'sweeten' a debt issue so as to
obtain a lower interest rate, Twenty-three percent of Pilcher's
respondents in 1955, twenty-seven percent of Brigham's respondents
in 1963, and thirty-four percent of Lavely's respondents in 1970,
gave this second reason as their major consideration in iesuing

convertibles, The empirical studies cited above are remarkably

25C. James Pilcher, Raising Capital with Convertible
Securities (Ann Arbor: Bureau of Business Research, University of
Michigan, 1955), p. 60.
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consistent, and seem to answer the question first raised by Haley

and Schall's definition of financing strategy: What strategic advantages
can be gained by the use of convertibles? The first theoretical reason
suggested by Haley and Schall: The firm might issue convertibles to
save on issue costs was mentioned in none of the empirical studies,

In fact, Brigham left open in his questionnaire a response entitled
“"other,'" That is, he was giving financial executives an opportunity

to express reasons other than those suggested for issuing convertibles.
Not one of his respondents suggested another reason.

If any conclusions are evident from the studies it is that the
major advantage to be gained from the use of convertibles in financing
strategy is the opportunity to sell equity for more than its current
market value. The second major advantage, and of secondary
importance, is the opportunity to sell debt securities at a lower
interest rate than would otherwise be possible. The above conclusions
seem to be oversimplified, It is logical to assume that the advantages
to be gained by a firm at one point in time may be nonexistent at
another point in time. It is conceivable that the mood of investors
could change over time, In Haley and Schall's theoretical example,
the market was more pessimistic concerning the profitability of the
firm's project than was management. If over a period of time the
mood of investors changes and moves more in conformity with that

of management, then the market price of the shares will reflect this



change and the advantages to be gained from the strategy of ''delayed
equity'' will be diminished. Similarily, if conditions in capital
markets were to change drastically, the idea of ""sweetening'' a debt
issue may take on more or less significance, depending on the
direction of the change. For example, suppose for a moment that
long term interest rates on industrial bonds of all grades are very
high, and that capital for expansion is expensive from any source,

In this case more firms may try the strategy of "sweetening debt" in
an effort to avoid the high interest rates on straight bonds. The
point is that what may be good strategy in one time period may not
be good strategy in another time period. In order to discuss the
characteristics of firms that might take advantage of the strategy
available by issuing convertibles, a time period must be isolated.
That is, the conditions in the capital markets should be identified
and the strategic advantages of convertibles discussed in that con-
text. The isolation of a period to study is the subject of the next
chapter.

A discussion of why convertibles exist and what strategic
advantages can be gained by using convertibles would hardly be
complete without mentioning some ideas on which there have been
no empirical studies, Brigham mentions two institutional factors
that would seem to make convertibles attractive to investors, First,

he states that there exists a group of investors who desire more
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leverage than the margin requirements will allow, 26 At the time
Brigham wrote his article, convertible bonds could be purchased
on a 10 percent margin while common stocks required a 70 percent
margin, It was therefore, possible for high leverage investors to
buy '"delayed common stock! on a 10 percent margin. At the time of
this writing, the margin requirements are exactly the same for both
securities: 50 percent for common stock and 50 percent for convert-
ibles. If there ever was an advantage in issuing common stock to
appeal to high leverage investors, that advantage would no longer
exist, This is discussed further in the next chapter. Brigham also
suggested as a result of interviews and questionnaire responses that
a number of institutional investors were restricted in their ability to
hold common stocks., Management of some of these institutions
apparently felt that it would be desirable to hold more common stock
than was permitted by regulations. Convertitle securities were
perceived as a method of indirectly holding common stock. 21 There
was a great deal of speculation on whether or not the growth of
institutions had, at that time, caused a shift to the right, in the
supply curve of funds for convertibles. Brigham gquotes W.S, Skelly
as suggesting this and then asks, ''Indeed, is it not possible that

corporations could be oversold on the use of convertibles, thus

26 Brigham, p. 53,

27Ibid.
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causing them to demand an excessive amount of funds through such
issues and making the cose of convertible capital relatively more
expensive than other types?”ZB Just as the elimination of differences
in margin requirements neutralized the demand for convertibles by
high leverage investors, better management and relaxation of some
restrictions have tended to lessen the demand for convertibles by
institutions. Soldofsky states, '"The continuing liberalization of legal
investments for life insurance companies and for state and local
pension funds has probably diminished the force of this argument. ne9
Certainly, institutions did play a great role during the time period
chosen for study. One idea that cannot be discounted was mentioned by
Lavely. He suggested that many financial analysts consider con-
vertibles as equity and not as debt, which of course, they legally are.
As long as investors and analysts perceive convertibles as equity,
the debt capacity of the firm is not reduced. 30 In a time period, such

as the one discussed in Chapter III it is conceivable that firms would

issue convertibles in order to increase their perceived debt capacity.

28Ibit.‘..

zgRobert M. Soldofsky, "Yield-Risk Performance of Convert-
ible Securities, " Financial Analysts Journal (March-April 1971),
pp. 62-63.

30Lavely, p. 156,



