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th a t  i s s u e  c o n v e r t ib l e s  a n d  f i r m s  th a t  i s s u e  b o n d - w a r r a n t  p a c k a g e s  

a n d  th e  r e l a t i v e  m e r i t s  of e a c h  ty p e  of s e c u r i t y .  F r a n k  a n d  W eygand t 

a t t e m p t e d  to  e s t a b l i s h  a m o d e l  to  p r e d i c t  th e  c o n v e r s io n  of o u ts ta n d in g  

c o n v e r t ib l e  b ond s  in to  c o m m o n  s to c k .  B o th  s tu d ie s  ig n o r e d  th e  m o r e  

b a s ic  q u e s t io n  c o n c e rn in g  p o te n t i a l  d i f f e r e n c e s  in  v a r i a b l e s  th a t  

i n d ic a te  how  th e  f i r m  is  v a lu e d .  If t h e r e  a r e  d i f f e r e n c e s  in  th e  

v a r i a b l e s  of t h e s e  g r o u p s  of f i r m s  th e n  i t  s e e m s  r e a s o n a b l e  t h a t  in  a 

g iv e n  c a p i t a l  m a r k e t  s i tu a t io n ,  one c o u ld  p r e d i c t  w h a t  f i r m s  w ould  

i s s u e  c o n v e r t ib l e s  on  the  b a s i s  of th e  d e f in e d  v a r i a b l e s .  T h a t  i s ,  i f  

t h e r e  a r e  a d v a n ta g e s  of f in a n c in g  s t r a t e g y ,  a s  d e f in e d  in  C h a p te r  II, t o  

be g a in e d  by  i s s u in g  c o n v e r t ib le  s e c u r i t i e s ,  w ho w i l l  a t t e m p t  to  e m p lo y  

t h i s  s t r a t e g y ?  W hat a r e  th e  c h a r a c t e r i s t i c s  of f i r m s  th a t  i s s u e  

c o n v e r t i b l e s ?  If d e f in i te  c o n c lu s io n s  can  be  d r a w n  c o n c e r n in g  t h e s e  

q u e s t io n s ,  th e  c o n c lu s io n s  w i l l  h a v e  c e r t a i n  i m p l i c a t i o n s  bo th  f o r  

i s s u in g  f i r m s  an d  p o te n t i a l  i n v e s t o r s .  It i s  to  t h i s  p u r p o s e  th a t  t h i s  

s tu d y  is  d i r e c te d .

P l a n  of T h is  S tudy  

T h e  c h a r a c t e r i s t i c s  of f i r m s  a n a ly z e d  in  t h i s  s tu d y  a r e  in te n d e d  

to  i n d ic a te  how  th e  f i r m  i s  v a lu e d .  T h a t  i s ,  th e  v a r i a b l e s  w il l  be  

p r o x i e s  f o r  r i s k  a n d  r e t u r n ;  t h e r e  w il l  a l s o  be  a  v a r i a b l e  to  m e a s u r e  

s i z e .  T h e  p o in t w i l l  be to  s e e  i f  t h e r e  i s  a n y  d i f f e r e n c e  in  how  th e  tw o  

g r o u p s  o f  f i r m s  a r e  v a lu e d .  In o r d e r  to  s t a r t  a n  i n q u i r y  in to  th i s



s u b je c t ,  i t  i s  f i r s t  n e c e s s a r y  to  r e v i e w  t h e o r i e s  of how  i n v e s t o r s  

v a lu e  c o n v e r t ib l e  b o n d s ,  a n d  s e c o n d ly ,  to  r e v ie w  r e a s o n s  g iv en  by 

p r a c t i t i o n e r s  fo r  i s s u in g  c o n v e r t i b l e s .  The p u r p o s e  of C h a p te r  II 

i s  to  m a k e  the  tw o  r e v ie w s  a n d  to  s e e  i f  a  c o n s e n s u s  c an  be  r e a c h e d  

c o n c e r n in g  th e  s t r a t e g i c  a d v a n ta g e s  of i s s u in g  c o n v e r t ib l e  b o n d s .

T h e r e  i s  no  r e a s o n  to  b e l ie v e  th a t  th e  s t r a t e g i c  a d v a n ta g e s  

a s s o c i a t e d  w ith  c o n v e r t ib l e  b on ds  r e m a i n  s t a t i c  o v e r  t im e  o r  e x i s t  

to  th e  s a m e  d e g r e e  o v e r  t i m e .  In th e  l a t t e r  h a l f  o f th e  1 9 6 0 's ,  

c o n v e r t ib l e  d e b e n t u r e s  m a d e  i m p o r t a n t  g a in s  in  th e  m a r k e t .  T h ey  

g r e w  f r o m  fo u r  p e r c e n t  of a l l  bond  o f f e r in g s  in  1964 to  a  p e a k  of 

tw e n ty - o n e  p e r c e n t  in  1967. S in ce  1967 w as  a  p e a k  y e a r  f o r  c o n v e r t 

ib le  i s s u e s ,  i t  fo l lo w s  th a t  m a n y  f i r m s  a n d  i n v e s t o r s  w e r e  s e e k in g  

w h a te v e r  s t r a t e g i c  a d v a n ta g e s  t h a t  a r e  a s s o c i a t e d  w ith  c o n v e r t ib l e  

b o n d s .  T h e  p u r p o s e  of C h a p te r  III w i l l  be  to  r e v ie w  th e  c a p i ta l  

m a r k e t  s i tu a t io n  in  1967, a n d  i s o l a t e  t h a t  y e a r  a s  a  t i m e  p e r i o d  on 

w h ic h  to  b a s e  t h i s  s tu d y .

T h e  p u r p o s e  of C h a p te r  IV w i l l  be  to  c h o o s e  a  s a m p le  of f i r m s  

to  a n a l y z e ,  and  to  c h o o s e  a  p r o f i l e  of v a r i a b l e s  on w h ic h  to  b a s e  th e  

a n a l y s i s .  T he  c r i t e r i a  f o r  c h o o s in g  v a r i a b l e s  w i l l  be  p o te n t ia l  

d i f f e r e n c e s  b e tw e e n  g r o u p s ,  t h e i r  r e l e v a n c e  in  r e g a r d  to  how th e  

v a lu e  of th e  f i r m  i s  d e t e r m i n e d ,  a n d  th e  d e g r e e  to  w h ic h  th e y  h a v e  

b e e n  d i s c u s s e d  in  th e  l i t e r a t u r e .

In C h a p te r  V a n  e x te n s iv e  a n a l y s i s  i s  u n d e r t a k e n  to  a n s w e r  th e  

b a s i c  q u e s t io n s  p o s e d  in  t h i s  s tu d y .  An a p p r o p r i a t e  s t a t i s t i c a l
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m e th o d  fo r  a  s tu d y  o f  th i s  n a tu r e  i s  m u l t ip le  d i s c r i m i n a n t  a n a l y s i s .

T h e  o b je c t iv e  w il l  be  to  d e r i v e  a  d i s c r i m i n a n t  fu n c t io n  th a t  c a n  

c l a s s i f y  f i r m s  in to  a p r i o r i  g r o u p s  on  th e  b a s i s  o f th e  s e l e c t e d  

v a r i a b l e s .  B e f o re  a n y  g e n e r a l  c o n c lu s io n s  a r e  d r a w n  f r o m  th e  

r e s u l t s  of th e  t e s t s ,  th e  t e s t  w i l l  be  v a l i d a t e d  s o  th a t  th e  p r o p o r t i o n  

of f i r m s  c l a s s i f i e d  c o r r e c t l y  b e c a u s e  o f  b i a s  c a n  be  id e n t i f i e d .  T h e r e  

w i l l  a l s o  be  a  d i s c u s s i o n  of th e  e f f e c t s  o f m e a s u r e m e n t  e r r o r .  T he  

r e s u l t s  of th e  a n a l y s i s ,  th e  m a j o r  c o n c lu s io n s  d e r i v e d  f r o m  th o s e  

r e s u l t s ,  a n d  th e  i m p l i c a t i o n s  of t h o s e  c o n c lu s io n s  fo r  bo th  f i r m s  a n d  

i n v e s t o r s  a r e  d i s c u s s e d  in  g r e a t  d e ta i l .

C h a p te r  VI i s  a  c o m p le te  s u m m a r y  of th e  e n t i r e  s tu d y .  T h e  

c o n c lu s io n s  a r e  s t a te d  in m o r e  g e n e r a l  t e r m s  a n d  i f  t h e r e  a r e  

q u e s t io n s  r a i s e d  a s  a r e s u l t  o f  th e  s tu d y ,  t h o s e  q u e s t io n s  w il l  be  

s t a t e d  c l e a r l y  a s  p o s s ib l e  f r u i t f u l  a r e a s  f o r  f u r t h e r  s tu d y .

C o n t r ib u t io n

It i s  p o s s ib l e  t h a t  t h i s  s tu d y  w i l l  r e s u l t  in  a  c o n t r ib u t io n  

t o w a r d  the  c o n s t r u c t io n  of a  t h e o r y  c o n c e r n in g  th e  c h a r a c t e r i s t i c s  of 

f i r m s  th a t  a t t e m p t  to  e m p lo y  th e  s t r a t e g i c  a d v a n ta g e s  of c o n v e r t ib l e  

bond  f in a n c in g .  T h e  c h a r a c t e r i s t i c s  w i l l  b e  c h o s e n  to  r e f l e c t  th e  

r i s k - r e t u r n  t r a d e o f f  c h a r a c t e r  of th e  tw o g r o u p s  of f i r m s .  If i t  i s  

found  th a t  t h e r e  a r e  s ig n i f ic a n t  d i f f e r e n c e s  in  th e  v a r i a b l e  p r o f i l e s ,  

i t  w ou ld  in d ic a te  th a t  th e  g r o u p s  o f  f i r m s  a r e  v a lu e d  d i f f e r e n t ly .
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A new  th e o r y  c o n c e rn in g  how  g ro u p s  of f i r m s  a r e  v a lu e d  

w o u ld  h a v e  i m p o r t a n t  im p l i c a t io n s  fo r  bo th  f i r m s  and  i n v e s t o r s .  

F i n a n c i a l  m a n a g e r s  a r e  c o n s t r a i n e d  by th e  n o r m a t iv e  g o a l  of th e  f i r m .  

T h e  r i s k - r e t u r n  t r a d e o f f  e n ta i l s  a  c o n s i d e r a t i o n  of th e  f i r m s  c o s t  of 

c a p i ta l .  It i s  in c u m b e n t  on  f i r m s  to  o f f e r  t h e i r  s e c u r i t i e s  in  th e  m o s t  

v a lu a b le  f o r m .  T o  th e  e x te n t  th a t  f i r m s  s u c c e e d  in  t h i s  th e y  m o v e  

t o w a r d  th e  a c h i e v e m e n t  of t h e i r  g o a l .  T h e r e  i s  no r e a s o n  to  b e l ie v e  

th a t  c o n v e r t ib l e  b o n d s  a r e ,  on th e  a v e r a g e ,  m o r e  v a lu a b le  th a n  o th e r  

s e c u r i t i e s .  T he s u c c e s s  of c o n v e r t ib l e  o f f e r in g s  i s  p r i m a r i l y  

d e p e n d e n t  on m a r k e t  r e c e p t i v i ty .  If f i r m s  w e r e  a w a r e  of w h a t  p r o x i e s  

f o r  r i s k  a n d  r e t u r n  p o te n t i a l  i n v e s t o r s  w e r e  t r a d i n g  off, i t  w ou ld  be 

l e s s  d i f f ic u l t  to  g a u g e  th e  m a r k e t  r e c e p t i v i t y  p r i o r  t o  i s s u e .

T he  v a lu e  of th e  p o s s ib l e  n e w  t h e o r y  f o r  i n v e s t o r s  i s  e s s e n t i a l l y  

th e  s a m e  a s  th e  i m p l i c a t i o n s  fo r  f i r m s ,  e x c e p t  t h a t  i t  i s  v iew ed  f r o m  

a d i f f e r e n t  p e r s p e c t i v e .  S e c u r i t i e s  a r e  v a lu e d  by how  th e  i n v e s to r  

v ie w s  th e  r i s k - r e t u r n  t r a d e o f f  c h a r a c t e r ,  A s a  r e s u l t  of th i s  s tu d y  

m o r e  in f o r m a t io n  w i l l  be a v a i l a b l e  to  i n v e s t o r s  to  m a k e  th a t  e v a lu a t io n .



C H A P T E R  II

R A T IO N A L  FO R  T H E  E V A L U A T IO N  AND USE 

O F  C O N V E R T IB L E  BONDS: T H E O R Y  

AND P R A C T IC E

M u c h  o f  w h a t  h a s  b e e n  w r i t t e n  c o n c e rn in g  b e h a v io r  in  th e  

c a p i t a l  m a r k e t s  h a s  ta k e n  th e  p o s i t iv e  a p p r o a c h  to  th e  s tu d y  of 

f in a n c e .  T h e  p o s i t iv e  a p p r o a c h  is  a n  a t t e m p t  to  e x p la in  b e h a v io r  in  

th e  r e a l  w o r ld  o r  to  m a k e  p r e d i c t i o n s  c o n c e rn in g  b e h a v io r  t h a t  h a s  n o t  

y e t  been  o b s e rv e d .  T he  d i s t in g u i s h in g  c h a r a c t e r i s t i c  of th e  p o s i t iv e  

a p p r o a c h  i s  i t s  t r e a t m e n t  of th e  r o l e  of a s s u m p t io n s .  In  th e  p o s i t iv e  

a p p r o a c h  th e  v a lu e  of any  m o d e l  i s  ju d g e d  by  i t s  a b i l i ty  to  m a k e  p r e 

d i c t i o n s .  T h e  a s s u m p t io n s  in  th e  m o d e l  do  n o t  h a v e  to  c o n fo r m  to  

r e a l i t y  a n d  m o s t  w r i t e r s  a r e  of th e  o p in io n  th a t  th e  v a lu e  of th e  t h e o r y  

o r  m o d e l  i s  no t d im in i s h e d  by  th e  l a c k  of r e a l i t y  of i t s  a s s u m p t io n s .  

F o r  e x a m p le ,  S h a rp e  b u i l t  h i s  d i s c u s s i o n  o f  c a p i t a l  m a r k e t  t h e o r y  

on  th e  u s u a l  s e t  of a s s u m p t i o n s ,  on e  o f  w h ic h  i s  t h a t  a l l  i n v e s t o r s  

a g r e e  on p r e d i c t i o n s  o f e x p e c te d  r e t u r n s ,  s t a n d a r d  d e v ia t io n  of 

r e t u r n ,  a n d  c o r r e l a t i o n  c o e f f i c i e n t s  o f  r a t e s  of r e t u r n .  * In th e  v e r y

* W il l ia m  F .  S h a rp e ,  P o r t f o l io  T h e o r y  a n d  C a p i ta l  M a r k e t s  
(New Y o rk :  M c G r a w -H i l l ,  1970), pp . 7 7 -1 0 3 .
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n e x t  c h a p t e r  S h a rp e  r e l a x e d  th i s  a s s u m p t io n  a n d  a l lo w e d  d i s a g r e e 

m e n t .  T h e  r e s u l t  w as  t h a t  th e  m o d e l  w as m o r e  r e a l i s t i c  a n d  th e  

im p l i c a t io n s  w e r e  m o r e  g e n e r a l .  He s t a te d ,  " I t s  im p l i c a t io n s  a r e

s u f f ic ie n t ly  g e n e r a l  to  be c o n s i s t e n t  w ith  a l m o s t  a n y  o b s e r v a t io n .  By

Z
ex p la in in g  e v e r y th in g ,  i t  e x p la in s  n o th in g .  "  H a ley  a n d  S c h a l l  w r i t e  

t h a t  s o  f a r  c a p i t a l  m a r k e t  t h e o r y  h a s  b e e n  c o n c e r n e d  w ith  on ly  t h r e e

f in a n c in g  m e th o d s :  (1) d e b t ,  (2) n ew  s h a r e s  of c o m m o n  s to c k ,  a n d

3
(3) r e t a in e d  e a r n i n g s .  T h e y  f u r t h e r  s t a t e  th a t  a n  e x a m in a t io n  of

e m p i r i c a l  c a p i t a l  m a r k e t s  w ould  r e v e a l ,  " a n  i n c r e d ib l e  m ix  o f

4
f in a n c in g  i n s t r u m e n t s .  " T h e r e  a r e  d i f f e r e n t  ty p e s  of p r e f e r r e d

s to c k  a n d  e v e n  d i f f e r e n t  c l a s s e s  o f  c o m m o n  s to c k .  T h e r e  a r e  a l s o

c o n v e r t ib l e  b o n d s ,  m o r tg a g e  b on ds  a n d  c a p i t a l  n o te s .  I t  i s  t h e  v ie w

of H a ley  a n d  S c h a l l  t h a t  th e  p r o l i f e r a t i o n  of d i f f e r e n t  t y p e s  o f

i n s t r u m e n t s  i s  th e  r e s u l t  o f  th e  m a r k e t s  b e in g  s u b je c t  to  so m e

g r o s s  im p e r f e c t i o n  th a t  c r e a t e s  th e  p o s s ib i l i ty  f o r  f i r m s  to  o f f e r  t h e i r

5
s e c u r i t i e s  in  s o m e  " b e s t ,  (m o s t  v a lu a b le )  f o r m .  "

It w il l  b e c o m e  c l e a r  in  the  fo l lo w in g  p a r a g r a p h s  th a t  c a p i t a l  

m a r k e t  t h e o r y  i s  c o n c e r n e d  w ith  m o r e  th a n  th e  t h r e e  m e th o d s  of

2I b i d . , p . 112.
3

C h a r l e s  W. H a le y  a n d  l a w r e n c e  D. S c h a l l ,  T he  T h e o r y  of 
F in a n c i a l  D e c is io n s  (New Y o rk :  M c G r a w - H i l l ,  1973), pp . 2 4 9 -2 5 0 .

4 Ibid .

5Ib id .
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f in a n c in g  m e n t io n e d  by H a ley  and  S c h a l l ,  In f a c t ,  th e  e q u i l i b r iu m  

o p tio n  p r ic in g  t h e o r y ,  d i s c u s s e d  l a t e r  in  th i s  c h a p t e r ,  h a s  i m p l i c a 

t io n s  so  b ro a d  th a t  i t  c a n  be u s e d  to  e v a lu a te  a n y  c o m b in a t io n  of 

c l a i m s  a g a i n s t  a s s e t s .  T h e  p o in t i s  t h a t  th e  v a lu e  o f th e  w o r k  o f  

S h a rp e  an d  o t h e r  w r i t e r s  i s  not d im in i s h e d  b y  a s s u m i n g  only  t h r e e  

s o u r c e s  of f in a n c in g .

T h e  p u r p o s e  of t h i s  c h a p te r  w i l l  be  to  e x a m in e  w hy f i r m s  

i s s u e  c o n v e r t ib l e  s e c u r i t i e s .  A r e  t h e r e  i n s t a n c e s  w h e r e  c o n v e r t ib l e  

bo nds  a r e  th e  m o s t  s t r a t e g i c a l l y  a d v a n ta g e o u s  m e th o d  o f  r a i s in g  

c a p i t a l ?  If so ,  w h a t  d e t e r m i n e s  t h e i r  v a lu e ?  In g e n e r a l ,  t h i s  

c h a p te r  w il l  b e  d e v e lo p e d  a lo n g  th e  fo l lo w in g  f o r m a t :  (1) a r e v i e w  of 

t h e o r e t i c a l  m o d e l s  f o r  v a lu in g  c o n v e r t ib l e  b o n d s ,  (2) a  d i s c u s s i o n  of 

v ie w p o in ts  of p r a c t i t i o n e r s ,  a n d  (3) a  s u m m a r y  a n d  s o m e  p o s s ib l e  

im p l i c a t i o n s  f o r  t h i s  s tu d y .

T h e o r e t i c a l  M o d e ls  f o r  V a lu ing  C o n v e r t ib le  B onds 

A d i s c u s s i o n  of t h e o r e t i c a l  m o d e ls  f o r  v a lu in g  c o n v e r t ib l e  

b o n d s  sh o u ld  fo l lo w  th e  e v o lu t io n  o f  th o u g h t  on v a lu a t io n .  T he  

e v o lu t io n  of v a lu a t io n  m o d e l s  c an  be  d e s c r i b e d  in  ro u g h ly  t h r e e  

p h a s e s :  f i r s t ,  th e  p r e - c a p i t a l  a s s e t  p r i c in g  m o d e l  (C A P M ) p h a s e

m a y  in c lu d e  a l l  w o rk s  th a t  b a s e  e x - a n t e  v a lu a t io n  on a n  e x p e c te d  

r a t e  of g ro w th  f o r  th e  u n d e r ly in g  c o m m o n  s to c k ,  r e s u l t i n g  in  

p r o b a b i l i s t i c  v a lu e s .  S eco n d ly , th e  C A P M  p h a s e  m a y  in c lu d e  th o s e  

w o rk s  th a t  t r e a t  c o n v e r t ib l e  d e b e n t u r e s - - l i k e  t h e i r  u n d e r ly in g
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c o m m o n  s h a r e s - - a s  c o m p o n e n ts  of a  r i s k y  m a r k e t  p o r t f o l io .  F in a l ly ,  

th e  e q u i l i b r iu m  o p t io n  p r i c in g  p h a s e  c o n ta in s  w o r k s  th a t  p e r m i t  th e  

q u a n t i f ic a t io n  of th e  v a r i o u s  f a c t o r s  th a t  a f f e c t  th e  v a lu e  of a n  o p t io n .

It c a n n o t  be  o v e r e m p h a s i z e d  th a t  a l th o u g h  th e  a b o v e m e n t io n e d  t h r e e  

p h a s e s  s e e m  to  a c c u r a t e l y  r e f l e c t  th e  e v o lu t io n  of th o u g h t  c o n c e rn in g  

th e  v a lu a t io n  of c o n v e r t ib l e  b o n d s ,  th e y  in  n o  w ay  r e f l e c t  th e  

c h r o n o lo g ic a l  o r d e r  in  w h ic h  s tu d ie s  of v a lu a t io n  t e c h n iq u e s  h a v e  

a p p e a r e d  in  th e  j o u r n a l s .  T he  fo llo w in g  p a r a g r a p h s  c o n ta in  e x a m p le s  

i l l u s t r a t i v e  of t h e o r e t i c a l  m o d e ls  r e p r e s e n t i n g  e a c h  of th e  t h r e e  

e v o lu t io n a ry  p h a s e s  of th o u g h t.

F r e - C A F M  T h e o r i e s

O ne o f th e  m o s t  w id e ly  r e a d  a r t i c l e s - - a s  e v id e n c e d  by i t s  

a p p e a r a n c e  in  b ib l io g r a p h ie s  - - i s  B r i g h a m 's  1966 d e v e lo p m e n t  a n d  

t e s t  of a  t h e o r e t i c a l  f r a m e w o r k  f o r  a n a ly z in g  th e  n a tu r e  of 

c o n v e r t i b l e s . ^  E s s e n t i a l l y ,  B r i g h a m 's  p o s i t io n  w as  th a t  th e  e x - a n t e  

y ie ld  on a  c o n v e r t ib l e  is  d e p e n d e n t  on a  s e t  of v a r i a b l e s  th a t  a r e  

s u b je c t  to  p r o b a b i l i ty  d i s t r i b u t i o n s ,  a n d  th a t  th e  y ie ld  i t s e l f ,  th e n ,  

m u s t  be a  r a n d o m  v a r i a b l e .  T he  d e t e r m i n a t e s  of th e  y ie ld  a r e  

e x p e c te d  v a lu e s  o f  th e  p r o b a b i l i ty  d i s t r i b u t i o n s  of th e  g ro w th  r a t e  

o f  th e  u n d e r ly in g  c o m m o n  s to c k ,  th e  t e r m i n a l  v a lu e  of th e  s e c u r i t y

^ E u g e n e  F . B r ig h a m ,  "An A n a ly s i s  of C o n v e r t ib le  D e b e n tu r e s :  
T h e o r y  a n d  Som e E m p i r i c a l  E v i d e n c e , 11 J o u r n a l  of F in a n c e  21 
(M a rc h  1966): 3 5 -5 4 .
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a n d  th e  n u m b e r  o f  y e a r s  th e  s e c u r i t y  is  o u ts ta n d in g .  T h e  u n iqu e  

c h a r a c t e r i s t i c  of th e  p r o b a b i l i ty  d i s t r i b u t i o n  of e x - a n t e  y ie ld s  i s  th a t  

i t  h a s  bo th  u p p e r  a n d  lo w e r  b o u n d s .  T h a t  i s ,  th e  y ie ld  w i l l  n o t  f a l l  

l o w e r  t h a n  th e  v a lu e  of th e  s e c u r i t y  a s  a  s t r a i g h t  bond . T h e  y ie ld  w i l l  

a l s o  n o t e x c e e d  th e  p o in t  w h e r e  th e  c a p i t a l  g a in s  a r e  th e  s a m e  f o r  

b o th  th e  c o n v e r t ib l e  a n d  th e  u n d e r ly in g  c o m m o n  s to c k .  A t t h i s  p o in t  

th e  c u r r e n t  y ie ld  on  th e  bond  d e c l in e s  v is  a v i s  t h a t  on  th e  c o m m o n  

s to c k  b e c a u s e  d iv id e n d s  on  g ro w in g  s to c k s  te n d  to  r i s e ,  b u t  th e  

i n t e r e s t  r e c e i p t s  r e m a i n  f ix ed .

B r i g h a m 's  a r t i c l e  w a s  p r e c e d e d  one  m o n th  by a n  a r t i c l e  

s i m i l a r  in  m a n y  r e s p e c t s .  B a u m o l ,  M a lk ie l  a n d  Q uandt (BMQ) 

d e v e lo p e d  a m o d e l  th a t  b a s e d  th e  v a lu e  of a c o n v e r t ib l e  s e c u r i t y  on a  

s u b je c t iv e  p r o b a b i l i t y  d i s t r i b u t i o n  of th e  f u tu r e  m a r k e t  v a lu e  of th e  

c o n v e r t i b l e s  u n d e r ly in g  c o m m o n  s to c k .  ^ T h e  BM Q m o d e l  r e p r e 

s e n t e d  th e  v a lu e  of a c o n v e r t ib l e  a s  a  d e f in i te  i n t e g r a l .  T h e  i n t e g r a l  

w a s  th e  s u m  of a l l  o c c u r r e n c e s  in  w h ic h  th e  bond  v a lu e  w i l l  e x c e e d  th e  

s to c k  v a lu e  t i m e s  th e  p r o b a b i l i t y  o f  e a c h  o c c u r r e n c e .  T he  l i m i t s  of 

th e  i n t e g r a l  a r e  th e  s a m e  a s  th e  b o u n d s  o f  B r i g h a m 's  p r o b a b i l i t y  

d i s t r i b u t i o n .  T he  lo w e r  l i m i t  w a s  th e  v a lu e  of th e  s e c u r i t y  w h e n  th e  

g ro w th  r a t e  of th e  u n d e r ly in g  c o m m o n  s to c k  w a s  z e r o .  T he  u p p e r

7
W il l ia m  J .  B au m o l,  B u r to n  C .  M a lk ie l ,  a n d  R i c h a r d  E. 

Q u a n d t ,  " T h e  V a lu a t io n  of C o n v e r t ib le  S e c u r i t i e s ,  "  Q u a r t e r l y  
J o u r n a l  o f  E c o n o m ic s  80  ( F e b r u a r y  1966), 4 8 -5 9 .
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l im i t  w a s  t h a t  p o in t  w h e re  th e  bond  v a lu e  w a s  e q u a l  to  th e  c o n v e r s i o n  

v a lu e .  One d i f f e r e n c e  in th e  B r ig h a m  a n d  th e  BM Q s tu d ie s  m ig h t  be 

th a t  th e  B r ig h a m  u p p e r  bound  m ig h t  a c tu a l l y  be  a s m a l l  r a n g e  

d e p e n d in g  in  p a r t  on th e  d iv id e n d  p o te n t i a l  o f  th e  a s s o c i a t e d  c o m m o n  

s to c k .

T h e  B r i g h a m  a n d  BM Q s tu d ie s  a r e  r e p r e s e n t a t i v e  of p r e - C A P M  

v a lu a t io n  t h e o r i e s .  A lm o s t  w i th o u t  e x c e p t io n ,  one o r  bo th  of th e  

s tu d ie s  a r e  in c lu d e d  in  a l l  b ib l io g r a p h ie s  o f  a r t i c l e s  d e a l in g  w i th  

c o n v e r t ib l e  b o n d s .

T h e r e  a r e  m a n y  o t h e r  p r e - C A P M  s tu d ie s .  In g e n e r a l ,  t h e i r  

c o n t r i b u t io n s  a r e  d e r i v e d  f r o m  a d d r e s s i n g  one  o r  m o r e  p r o b l e m s  

in v o lv e d  in  v a lu a t io n .  T h r e e  o t h e r  n o te w o r th y  a r t i c l e s  f r o m  th e  p r e -  

C A P M  p h a s e  t h a t  f r e q u e n t ly  a p p e a r  in  b ib l i o g r a p h ie s  a r e :  (1) a  1968 

a r t i c l e  by W eil, S e g a l l  a n d  G r e e n .  T h e i r  m a j o r  f in d in g  w a s  t h a t  th e  

lo w e r  bo und , o r  f lo o r  v a lu e  of th e  bon d  w a s  of n e g l ig ib le  i m p o r t a n c e
g

in  d e te r m in in g  th e  p r e m i u m .  T h e i r  c o n c lu s io n  w a s  b a a e d  on 

r e g r e s s i o n  t e s t s  to  e x p la in  th e  v a lu e  o f  th e  p r e m i u m .  T he  f lo o r  

v a r i a b l e  w a s  in c lu d e d  a s  a n  in d e p e n d e n t  v a r i a b l e ,  b u t  i t s  c o e f f ic ie n t  

w a s  not s ig n i f i c a n t ly  d i f f e r e n t  f r o m  a e r o .  In a d d i t io n ,  R^ w a s  o n ly  

s l ig h t ly  s m a l l e r  w hen  th e  f lo o r  v a r i a b l e  w a s  o m i t t e d .  It w as  no t

g
R o m a n  L*. W eil, J r .  , J o e l  E . S e g a l l ,  a n d  D a v id  G r e e n ,  

" P r e m i u m s  on C o n v e r t i b l e  B o n d s , "  J o u r n a l  of F in a n c e  23 ( Ju n e  1968), 
4 4 5 -4 6 3 .



c l e a r  w h e th e r  o r  n o t  th e  c o n t r ib u t io n  of th e  f lo o r  v a r i a b l e  w as  a c tu a l ly

e x p la in e d  by th e  o th e r  v a r i a b l e s  in  th e  s e t ;  i . e .  , th e  d e g r e e  o f m u l t i -

c o l l i n e a r i t y  w a s  not d i s c u s s e d .  (2) P o e n s g e n  a g r e e d  th a t  th e  e x - a n t e

9
y ie ld  p r i o r  to  e x p i r a t i o n  w a s  a  r a n d o m  v a r i a b l e .  T h e  v i ta l  d i f f e r e n c e  

b e tw e e n  h i s  m o d e l  a n d  th e  BM Q m o d e l  w as  t h a t  th e  f u t u r e  s t r a i g h t  

bo nd  v a lu e  w as  a l s o  a  r a n d o m  v a r i a b l e .  In th e  BM Q m o d e l  t h e  

s t r a i g h t  bond  v a lu e  w a s  c o n s ta n t ,  a n d  w a s ,  in  f a c t ,  t h e  lo w e r  bound  

of th e  p r o b a b i l i t y  d i s t r i b u t i o n  of f u t u r e  v a lu e s .  P o e n s g e n  c o n te n d e d  

t h a t  s in c e  th e  f u tu r e  s t r a i g h t  bond v a lu e  w a s  a  r a n d o m  v a r i a b l e ,  i t s  

d i s t r i b u t i o n  of p o s s ib l e  v a lu e s  w o u ld  a f f e c t  th e  d i s t r i b u t i o n  of 

p o s s ib l e  e x - a n t e  y ie ld s .  He e x a m in e d  bo th  th e  s h a p e  a n d  d i s p e r s i o n  

of t h e s e  d i s t r i b u t i o n s .  F in a l ly ,  P o e n s g e n  r e l a t e d  f u tu r e  e x p e c te d  

v a lu e s  t o  th e  p r e s e n t  by a s im p le  d i s c o u n t in g  p r o c e d u r e .  He e x p l i c 

i t l y  r a i s e d  th e  p r o b l e m  of r i s k ,  bu t  p r o v id e d  no g u id e l in e s  f o r  

c h o o s in g  a n  a p p r o p r i a t e  r i s k - a d j u s t e d  d i s c o u n t  r a t e .  (3) L e i  bo  w it  z 

a s k e d  a  f u n d a m e n ta l  q u e s t io n :  g iv e n  th e  p r o b a b i l i t y  d i s t r i b u t i o n  of 

g ro w th  r a t e s ,  how  long  d o e s  i t  t a k e  t h e  c o n v e r t i b l e ' s  c u r r e n t  y ie ld  

to  r e c o u p  th e  " d i s a d v a n ta g e "  of th e  c o n v e r s i o n  p r e m i u m ?  ^  I. e . , 

how  long  d o e s  i t  t a k e  th e  i n v e s to r  to  " b r e a k  e v e n " ?  T h e  L e ib o w itz

9O tto  H. P o e n s g e n ,  " T h e  V a lu a t io n  of C o n v e r t ib le  B o n d s :
P a r t  I - - T h e  M o d e l  a n d  P a r t  I I - - C m p i r i c a l  R e s u l t s  a n d  C o n c lu s io n s ,  " 
I n d u s t r i a l  M a n a g e m e n t  R e v ie w , 6 a n d  7 { F a l l  1965 a n d  S p r in g  1967), 
7 7 - 9 2  a n d  8 3 -9 8 .

^ M a r t i n  L . L e ib o w i tz ,  " C o n v e r t ib le  S e c u r i t i e s ,  "  F in a n c i a l  
A n a ly s t s  J o u r n a l ,  30 ( N o v e m b e r - D e c e m b e r  1974), 5 7 -6 7 .
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stu d y  i s  in c lu d e d  h e r e  a s  a n  e x a m p le  of th e  p r e - C A P M  t h e o r i e s  of 

v a lu e .  T he  a p p r o a c h  i s  th e  s a m e  a s  f o r  th e  B r ig h a m  a n d  BM Q 

s tu d ie s ,  but th e  w o rk  w a s  p u b l is h e d  in  1974. T h is  i s  m e n t io n e d  h e r e  

to  i l l u s t r a t e  th a t  c o n t r ib u t io n s  to  th e  l i t e r a t u r e  do no t n e c e s s a r i l y  

fo llo w  th e  t h r e e  p h a s e s  o f th e  e v o lu t io n  of th o u g h t  on v a lu a t io n .  T he 

v a lu e  o r  c o n t r ib u t io n  of a n y  of th e  t h e o r i e s  o r  m o d e l s  i s  not 

d im in i s h e d  by b e in g  "o u t  of p h a s e .  11

T h e o r i e s  in  th e  C o n te x t  o f  th e  C A P M

T h e  C A P M  p h a s e  in c lu d e s  a l l  t h e o r i e s  of v a lu a t io n  t h a t  t r e a t  

c o n v e r t ib l e  d e b e n tu r e s  a s  c o m p o n e n ts  of a  r i s k y  m a r k e t  p o r t f o l io .

In g e n e r a l ,  th e  e x p e c te d  v a lu e  of a  s e c u r i t y  i s  d e t e r m i n e d  by 

e s t im a t in g  th e  e x p e c te d  r e t u r n  f r o m  th e  m a r k e t  p o r t fo l io  a n d  a p p ly in g  

th e  b e ta  of th e  s e c u r i t y  to  th i s  r e t u r n .  F r a n k i e  a n d  H aw k in s  

a d d r e s s e d  th e  q u e s t io n :  w h a t  b e ta  sh o u ld  be  u s e d  in  c o m p u tin g  th e  

v a lu e  of a  c o n v e r t ib l e  bond?  * * T h e y  w e r e  of th e  o p in io n  th a t  th e  

ch an g in g  r e l a t i o n s h i p  b e tw e e n  th e  c o m m o n  s to c k  c o n v e r s io n  v a lu e  an d  

th e  s t r a i g h t  bond v a lu e  w ou ld  g ive  th e  r e s u l t i n g  b e ta s  a  h ig h  d e g r e e  

of n o n - s t a t i o n a r i t y .  T h e y  d e r iv e d  a  b e ta  f o r  c o n v e r t ib l e  b o n d s  b a s e d  

on th e  h i s t o r i c a l  v a lu e  of th e  u n d e r ly in g  c o m m o n  s to c k  b e ta  a n d  th e  

c u r r e n t  r e l a t i o n s h i p  b e tw e e n  th e  c o m m o n  s to c k  c o n v e r s io n  v a lu e

* *A. W. F r a n k i e  an d  C .A .  H a w k in s ,  " B e ta  C o e f f ic ie n t s  f o r  
C o n v e r t ib le  B o n d s , 11 J o u r n a l  of F in a n c e ,  30 ( M a rc h  1975), 2 0 7 -2 1 0 .



14

a n d  t h e  s t r a i g h t  bon d  v a lu e .  T h e y  s t a t e d  t h a t  t h i s  m e th o d  w o u ld  

r e d u c e  n o n - s t a t i o n a r y  d i f f i c u l t i e s  to  t h a t  i n h e r e n t  in  th e  c a l c u l a t i o n  

o f c o m m o n  s t o c k  b e t a s .  T h e y  c o n c lu d e d  t h a t  b e t a s  f o r  c o n v e r t i b l e  

b o n d s  d e r i v e d  by  t h e i r  m e th o d  w o u ld  b e  l e s s  t h a n  t h a t  f o r  th e  c o r r e 

s p o n d in g  c o m m o n  s t o c k s .

W a l te r  a n d  Que t e s t e d  t o  s e e  i f  c o n v e r t i b l e  d e b e n t u r e s  w e r e  

l e s s  r e s p o n s i v e  t o  t h e  c h a n g in g  n a t u r e  o f  t h e  m a r k e t  t h a n  t h e i r  u n d e r 

ly in g  c o m m o n  s t o c k s .  ^  T h e y  w e r e  of th e  o p in io n  t h a t  th e  b e n e f i t  o f  

th e  b o n d  v a lu e  f l o o r  s h o u ld  be  r e f l e c t e d  in  th e  c o n v e r t i b l e  s e c u r i t y ' s  

s y s t e m a t i c  r i s k .  T h e y  c o m p a r e d  th e  b e t a s  f o r  a  s a m p le  of c o n 

v e r t i b l e  b o n d s  w ith  th e  b e ta s  f o r  t h e  c o r r e s p o n d i n g  c o m m o n  s t o c k s .

T h e y  fo und  t h a t  th e  b e t a s  f o r  th e  c o n v e r t i b l e s  w e r e  l e s s  th a n  t h o s e  

f o r  t h e  c o m m o n  s t o c k s  a n d  t h u s  c o n c lu d e d  t h a t  t h e  b o n d  f lo o r  h a d  a  

b e n e f i c i a l  e f f e c t  on s y s t e m a t i c  r i s k .  T h e y  fo u n d  t h a t  t h e  s i g n i f i c a n c e  

o f  t h e  f l o o r  c h a r a c t e r i s t i c  v a r i e s  d i r e c t l y  w i th  th e  v o l a t i l i t y  o f  th e  

u n d e r ly in g  s to c k .  T h e  l a t e r  f in d in g s  o f th e  a b o v e  m e n t io n e d  F r a n k i e  

a n d  H a w k in s  s tu d y  a r e  t h u s  c o n s i s t e n t  w i th  t h e  m o r e  c o m p r e h e n s i v e  

W a l t e r  a n d  Q ue s tu d y .

12J a m e «  E .  W a l t e r  a n d  A g u s t in  V. Q u e , " T h e  V a lu a t io n  of 
C o n v e r t i b l e  B o n d s ,  J o u r n a l  o f F i n a n c e ,  28 ( J u n e  1973), 7 1 3 - 7 3 1 .
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E q u i l i b r iu m  O ption  P r i c i n g  T h e o r i e s

B la c k  an d  S c h o le s  r e a s o n e d  th a t  i f  o p t io n s  a r e  c o r r e c t l y

p r i c e d  in  th e  m a r k e t ,  i t  sh o u ld  not be p o s s ib l e  to  m a k e  s u r e  p r o f i t s

by c r e a t i n g  p o r t f o l io s  of long  a n d  s h o r t  p o s i t io n s  in  o p t io n s  a n d  t h e i r

13u n d e r ly in g  s to c k s .  U sing  t h i s  p r i n c i p l e ,  th e y  d e v e lo p e d  a m o d e l

f o r  d e te r m in in g  th e  e q u i l i b r iu m  v a lu e  of a n  o p t io n .  T h e  m o d e l  h a s

t h e o r e t i c a l  i m p o r t a n c e  f o r  th e  v a lu a t io n  of any  ty p e  o f  o p t io n , a n d  i t

h a s  p a r t i c u l a r  i m p o r t a n c e  fo r  th e  v a lu a t io n  o f  c o n v e r t ib l e  b o n d s ,

s in c e  th e  c o n v e r t ib l e  f e a t u r e  i s ,  in  f a c t ,  an  o p tio n . T h e  B la c k  a n d

14S c h o le s  m o d e l  i s  b a s e d  o n  a  n u m b e r  o f s t r o n g  a s s u m p t i o n s .  G iv en  

t h e i r  a s s u m p t i o n s ,  th e  e q u i l i b r i u m  v a lu e  of an  o p tio n  c a n  be d e t e r 

m in e d .  If th e  m a r k e t  p r i c e  of a n  o p t io n  w e r e  to  d i f f e r  f r o m  th a t  

g iv e n  by th e  m o d e l ,  a  r i s k l e s s  h e d g e d  p o s i t io n  c o u ld  be e s t a b l i s h e d  

th a t  w o u ld  e a r n  a n  a m o u n t  in  e x c e s s  o f  th e  s h o r t - t e r m  r a t e  a s s u m e d  

in  th e  m o d e l .  A t t h i s  p o in t  a r b i t r a g e r s  w ould  e n t e r  th e  m a r k e t  a n d  

w o u ld  b o r r o w  l a r g e  s u m s  of m o n e y  a t  th e  s h o r t - t e r m  r a t e ,  e s t a b l i s h  

h e d g e d  p o s i t io n s  a n d  e a r n  a n  a m o u n t  in  e x c e s s  of th e  s h o r t - t e r m  

r a t e .  T h i s  w ou ld  c o n t in u e  u n t i l  th e  b uy ing  o r  s e l l in g  p r e s s u r e s  on 

th e  s to c k  an d  o p t io n  d r o v e  t h e i r  p r i c e s  in to  e q u i l i b r iu m  w ith  e a c h

13 F i s c h e r  B la c k  a n d  M y ro n  S c h o le s ,  " T h e  P r i c i n g  of O p tio n s  
a n d  C o r p o r a t e  I n a b i l i t i e s .  "  J o u r n a l  o f  P o l i t i c a l  E c o n o m y ,  81 (M a y -  
J u n e  1973), 6 3 7 -6 5 4 .

*4 I b i d . , p .  640 ,
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o th e r .  T h e  r e t u r n  on a fu lly  h e d g ed  p o s i t io n  w ou ld , o nce  a g a in ,  be 

th e  a s s u m e d  s h o r t - t e r m  r a t e .

M e r to n  e x te n d e d  th e  B la c k  a n d  S c h o le s  m o d e l  a n d  sh o w ed  th a t

15a s i m i l a r  ty p e  m o d e l  c o u ld  be d e r i v e d  u s in g  w e a k e r  a s s u m p t io n s .  

S p e c i f i c a l ly ,  th e  B la c k  a n d  S c h o le s  m o d e l  sh o w e d  th e  v a lu e  of a n  

o p t io n  to  be a f f e c te d  by fo u r  f a c t o r s :  (1) th e  t im e  to  e x p i r a t io n ,

(2) th e  s h o r t  t e r m  i n t e r e s t  r a t e ,  (3) th e  v a r i a n c e  r a t e  of r e t u r n  on 

th e  c o m m o n  s to c k ,  a n d  (4) th e  s to c k  p r i c e .  M e r to n  sh o w ed  th e  o p tio n  

p r i c e  to  d e p e n d  on: (1) th e  s h o r t  t e r m  i n t e r e s t  r a t e ,  a n d  (2) th e  t o ta l  

v a r i a n c e  o f  th e  r e t u r n  on th e  c o m m o n  s to c k  w h ic h  he  s t a t e s  i s  a 

s t a b le  n u m b e r  a n d  c a n  t h u s  be  e s t i m a t e d  a c c u r a t e l y  f r o m  t im e  s e r i e s  

d a ta .  ^  It i s  e a s y  to  s e e  th a t  w ith  th e  w e a k e r  a s s u m p t io n s  a n  

e m p i r i c a l  e q u i l i b r iu m  p r i c e  f o r  o p t io n s  c an  be  d e r iv e d  m o r e  

c o n f id e n t ly .

A ny  d i s c u s s i o n  of t h e o r i e s  of v a lu a t io n  of c o n v e r t ib l e  b o nd s  

w o u ld  be in c o m p le te  w ith o u t  m e n t io n in g  th e  w o rk  of T e n n ic a n .

H is  p r i m a r y  o b je c t iv e  w a s  to  d e t e r m i n e  how  a n  i n v e s t o r  sh o u ld  

d e c id e  how  m u c h  p r e m i u m  a  p a r t i c u l a r  c o n v e r t ib le  s e c u r i t y  i s  

w o r th  r e l a t i v e  to  i t s  u n d e r ly in g  v a lu e  a s  a  s t r a i g h t  bo nd  o r  

r e l a t i v e  to  th e  v a lu e  of th e  s to c k  in to  w h ich  i t  m ig h t  be

15 R o b e r t  C. M e r to n ,  "A R a t io n a l  T h e o r y  of O p tio n  P r i c i n g , "
B e l l  J o u r n a l  of E c o n o m ic s  a n d  M a n a g e m e n t  S c ie n c e ,  4 (S p r in g  1973), 
14 1 -1 7 9 .

^ I b i d .  , p . 161.
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17c o n v e r t e d .  T h e  w o rk  w a s  so  c o m p r e h e n s iv e  th a t  i t  c a n n o t  be

p la c e d  in  a n y  of th e  t h r e e  p h a s e s  of th e  e v o lu t io n  of th o u g h t.

T e n n i c a n 1 s c o n t r ib u t io n ,  in  p a r t ,  c o n s i s t e d  of r e v ie w in g  a l l  w o r th y

t h e o r i e s  of v a lu a t io n  a n d  ad d in g  r e s u l t s  f r o m  h is  own w o rk ,

T e n n ic a n  s t a t e d ,  " T h e  o p tio n  v a lu a t io n  p r o b l e m  i s  s u f f ic ie n t ly

c o m p le x  t h a t  a n  a n a l y s i s  m u s t  s t e e r  b e tw e e n  th e  S c y l la  of s i m p l i s t i c

a p p r o a c h e s  to  th e  p r o b l e m  a n d  th e  C h a r y b d is  o f  fu ll  a n d  r i g o r o u s

18a p p r o a c h e s  le a d in g  to  i n t r a c t a b l e  m a t h e m a t i c a l  e q u a t io n s .  " He 

w a s ,  f o r  th e  m o s t  p a r t ,  s u c c e s s f u l  in  s t e e r i n g  th i s  p a th .  T h e  

a n a l y s i s  d id  b e c o m e  s o m e w h a t  c o m p le x ,  bu t  m a n y  fu n d a m e n ta l  

i n s ig h t s  in to  th e  p r o c e s s  o f o p t io n  v a lu a t io n  w e r e  c o n v e y e d  in  n o n 

t e c h n ic a l  l a n g u a g e .  H is  book  is  t h u s ,  u s e a b l e  fo r  a c a d e m i c i a n s  a n d  

p r a c t i t i o n e r s  w i th  v a r i o u s  d e g r e e s  o f  i n t e r e s t s  a n d  m a t h e m a t i c a l  

e x p e r t i s e .

T h e  U se o f  C o n v e r t i b l e  B o n d s :
V iew p o in ts  of P r a c t i t i o n e r s

In  o r d e r  to  e x p la in  w hy f i r m s  u s e  c o n v e r t ib l e  b ond s  i t  w i l l  be

n e c e s s a r y  to  b o r r o w  tw o c o n c e p ts  f r o m  H a ley  a n d  S c h a l l  a n d  d i s c u s s

th e  e x i s t e n c e  of t h e s e  s e c u r i t i e s  w i th in  th e  f r a m e w o r k  of t h e s e  tw o

c o n c e p ts .  T h ey  id en tify  tw o  d i f f e r e n t  bu t r e l a t e d  c o m p o n e n ts  of

17 M ic h a e l  L . T e n n ic a n ,  C o n v e r t ib le  D e b e n tu r e s  a n d  R e la te d  
S e c u r i t i e s  (C a m b r id g e :  H a r v a r d  U n iv e r s i ty  P r e s s ,  197 5), p . 3.

1 8 . L *  J  - 7I b i d . , p . 7 .



18

f in a n c in g  d e c i s io n s ;  (1) " F in a n c in g  s t r a t e g y  w i l l  be  u s e d  to  r e f e r  to

th e  c h o ic e  of p a r t i c u l a r  m e a n s  of f in a n c in g  in  th e  c u r r e n t

p e r i o d  . . . " (2) " F in a n c in g  p o l ic y  r e f e r s  t o  th e  q u e s t io n  of w h a t

19th e  l o n g - r u n  a p p r o p r i a t e  m ix  of f in a n c in g  s h o u ld  b e . " F in a n c in g  

s t r a t e g y  in c lu d e s  a t t e m p t s  to  e x p lo i t  t im in g  a n d  w h a te v e r  g r o s s  

i m p e r f e c t i o n s  th e  m a r k e t  i s  s u b je c t  to  th a t  a l lo w  f i r m s  to  o f f e r  t h e i r  

s e c u r i t i e s  in  s o m e  b e s t  (m o s t  v a lu a b le )  f o r m .  If f in a n c in g  s t r a t e g y  

e x p la in s  th e  u s e  of c o n v e r t ib l e  b o n d s , th e  n e x t  l o g ic a l  q u e s t io n  i s  

w hat s t r a t e g i c  a d v a n ta g e s  c an  p o s s ib ly  be  g a in e d  by i s s u in g  c o n v e r t 

ib le  b o n d s .

T h e  l i t e r a t u r e  c o n c e rn in g  c o n v e r t ib l e  b on ds  o f f e r s  s o m e  

s u g g e s t io n s  a b o u t  why th e y  m ig h t  be  good s t r a t e g y  a t  c e r t a i n  t i m e s  

a n d  u n d e r  c e r t a i n  c i r c u m s t a n c e s .  It w i l l  be u s e f u l ,  a t  t h i s  p o in t ,  to  

c o n s i d e r  th e  r e a s o n s  why f i r m s  i s s u e  c o n v e r t ib l e s .

S in c e  H a le y  a n d  S c h a l l  id e n t i f ie d  f in a n c in g  s t r a t e g y ,  i t  i s  

a p p r o p r i a t e  to  c o n s i d e r  f i r s t  th e  r e a s o n s  th e y  s u g g e s t  f o r  u s in g  c o n 

v e r t i b l e  b o n d s .  T h e y  s u g g e s t  f i r s t ,  t h a t  i s s u e  c o s t s  a r e  lo w e r  f o r  

c o n v e r t ib l e  bondB th a n  th e y  a r e  fo r  c o m m o n  s to c k .  H e n c e ,  i f  t h e  

f i r m  w e r e  i n t e r e s t e d  in  i s s u in g  s to c k ,  i t  m ig h t  i s s u e  c o n v e r t ib l e  

b o n d s  to  sa v e  on i s s u e  c o s t s ,  e x p e c t in g  th e  s e c u r i t i e s  to  c o n v e r t  

s h o r t l y .  ^  T h is  s e e m s  p o s s ib l e ,  bu t  t h e i r  s e c o n d  r e a s o n  s o u n d s

^ H a l e y  a n d  S c h a l l ,  pp . 2 1 5 -2 1 6 .

20 I b id . ,  p .  2 53.



l ik e  i t  m ig h t  h a v e  a  m u c h  g r e a t e r  im p a c t  on a  f i r m ' s  d e c i s i o n  to  

i s s u e  c o n v e r t i b l e s .  T h is  i s  the  c o n c e p t  of th e  d e la y e d  e q u i ty  i s s u e  

a n d  i s  m e n t io n e d  by s e v e r a l  w r i t e r s .  T h ey  f i r s t  a s s u m e  h e t e r o 

g e n e o u s  e x p e c ta t io n s  a n d  s u g g e s t  th a t ,  " now  t h e r e  m a y  be  v e r y  go od  

r e a s o n  f o r  m a n a g e m e n t  t o  u s e  c o n v e r t i b l e s ,  " T h e  s i t u a t i o n  is  th a t  

m a n a g e m e n t  h a s  i n v e s tm e n t  o p p o r tu n i t i e s  t h a t  th e y  b e l i e v e  to  be  

h ig h ly  p r o f i t a b le .  E i t h e r  th e  m a r k e t  i s  n o t  a w a r e  of t h e s e  o p p o r t u 

n i t i e s  o r  i t  i s  a w a r e ,  but i t  i s  m o r e  p e s s i m i s t i c  c o n c e r n in g  th e  

p r o f i t a b i l i ty  of th e  p r o j e c t s .  T h e  p r i c e  of th e  f i r m ' s  s to c k  w i l l  r e f l e c t  

th e  o p in io n  of th e  m a r k e t  a n d  n o t  of m a n a g e m e n t .  T h e  f i r m  i s  

a s s u m e d  to  h a v e  r e a c h e d  i t s  c a p a c i ty  fo r  l o n g - t e r m  u n c o n v e r t ib le  

d eb t  a n d  th e  f low  of i n t e r n a l  fu nds  i s  n o t  s u f f i c i e n t  to  s u p p o r t  th e  

p r o p o s e d  p r o j e c t s .  In t h i s  c a s e  m a n a g e m e n t  w o u ld  p r e f e r  to  i s s u e  

new  s h a r e s  of c o m m o n  s to c k ,  bu t  th e  p r i c e  of the  n e w  s h a r e s  w il l  

r e f l e c t  th e  m a r k e t ' s  m o r e  p e s s i m i s t i c  v ie w  o f  th e  p r o j e c t s .  T h e  

p r e s e n t  s h a r e  h o l d e r s  w i l l  no t r e c e i v e  th e  fu l l  b e n e f i t s  of th e  i n v e s t 

m e n t  o p p o r tu n i t i e s .  H a le y  a n d  S c h a l l  s u g g e s t  th a t  now  m a n a g e m e n t  

sh o u ld  m a k e  a d e la y e d  e q u ity  i s s u e .  T h a t  i s ,  i s s u e  c o n v e r t ib l e  

b onds  w ith  a c o n v e r s i o n  p r i c e  a p p r o x i m a t i n g  th e  v a lu e  of th e  s to c k  

if  the  m a r k e t  a g r e e d  w ith  m a n a g e m e n t  on  t h e  v a lu e  of th e  i n v e s t m e n t s .  

If  th e  i n v e s tm e n t  o p p o r tu n i t i e s  t u r n  o u t a s  w e l l  a s  m a n a g e m e n t  

p r e d i c t e d  th e  m a r k e t  p r i c e  of t h e  s to c k  w i l l  go up a n d  th e  b o n d s  c a n  

be c o n v e r t e d .  T h u s ,  m a n a g e m e n t  w a s  a b le  to  i s s u e  d e la y e d  e q u ity
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a n d  th e  p r e s e n t  s h a r e h o l d e r s  r e c e i v e d  th e  b e n e f i t  of th e  p r o f i t a b le

21
i n v e s tm e n t  o p p o r tu n i t i e s .

In a d d i t io n  to  h is  t h e o r y  of v a lu a t io n  m e n t io n e d  e a r l i e r  in  th i s  

c h a p t e r ,  B r ig h a m  s u g g e s te d  tw o r e a s o n s  w hy f i r m s  w ou ld  i s s u e  c o n 

v e r t i b l e  s e c u r i t i e s .  F i r s t ,  he  s t a t e s  th a t  ’’th e  f i r m  d e s i r e s  e q u ity  

c a p i ta l  a n d  b e l ie v e s  t h a t  c o n v e r t ib l e s  a r e  a n  e x p e d ie n t  w ay  of s e l l in g  

c o m m o n  s to c k ,  " o r  s e c o n d ly  " th e  f i r m  d e s i r e s  m o r e  d e b t  an d

b e l i e v e s  th a t  a d d in g  th e  c o n v e r t ib le  f e a t u r e  w i l l  r e s u l t  in  s u b s ta n -

22
t i a l ly  lo w e r  i n t e r e s t  c o s t s .  " In a n  e f f o r t  to  d e t e r m i n e  w h ic h  of 

th e  a b o v e  tw o  r e a s o n s  w a s  p r e d o m in a n t  in  h i s  s a m p le  f i r m ' s  

d e c i s io n s  to  i s s u e  c o n v e r t i b l e s ,  B r ig h a m  s e n t  q u e s t i o n n a i r e s  to  

e a c h  of th e  42 f i r m s  in  h i s  s a m p le .  F i f ty - tw o  p e r c e n t  of th e  f i r m s  

in  the  s a m p le  r e s p o n d e d .  Of t h e s e ,  7 3 p e r c e n t  in d ic a te d  t h a t  th e y  

w e r e  i n t e r e s t e d  in o b ta in in g  e q u ity ,  a n d  th e  r e m a in in g  27 p e r c e n t  

s t a t e d  th a t  th ey  w e r e  s im p ly  i n t e r e s t e d  in  " s w e e t in g "  a  d e b t  i s s u e .

It i s  i n t e r e s t i n g  to  no te  th a t  B r i g h a m 's  r e s p o n d e n t s  e a c h  in d ic a te d  

th a t  th e y  h ad  f in a n c in g  a l t e r n a t i v e s  a t  r e a s o n a b l e  c o s t s .  T h a t  i s ,  

th ey  s t a t e d  th a t  th e y  co u ld  h a v e  i s s u e d  c o m m o n  s to c k  a t  p r i c e s  

ra n g in g  f r o m  2 to  5 p e r c e n t  be low  th e  m a r k e t  p r i c e  a n d  th e  s t r a i g h t  

d e b t  a l t e r n a t i v e  w o u ld  h a v e  i n c r e a s e d  i n t e r e s t  c o s t s  o n ly  1 /2  to

^*Ibid . , pp . 2 5 3 -2 5 4 .

22
B r ig h a m ,  p, 50,
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1 p e r c e n t .  T h e  p o in t  is  th a t  the  f i r m s  in d ic a te d  th a t  th ey  w e r e  in  no  

w ay f o r c e d  to  u s e  c o n v e r t ib l e s .  If t h e s e  f i r m s  w e r e  in no w ay  f o r c e d  

to  u se  c o n v e r t i b l e s ,  one c a n  c o n c lu d e  e i t h e r  th a t  th e  f i r m s  w e r e  in  a 

p o s i t io n  to  t a k e  a d v a n ta g e  of th e  b e s t  f in a n c in g  s t r a t e g y  p a c k a g e  

a v a i l a b l e ,  o r  t h a t  f i r m s  th a t  r e s p o n d  to  q u e s t io n n a i r e s  do  no t l ik e  to  

a d m i t  th a t  th e y  w e r e  f o r c e d  in to  s o m e  s in g le  a l t e r n a t i v e .

In a  1971 d i s s e r t a t i o n  a t  th e  U n iv e r s i ty  of Iow a , J o s e p h  A. 

L a v e ly  s tu d ie d  th e  c o m p a r a t iv e  u s a g e  of c o n v e r t ib l e  b o n d s  a n d  b o n d -  

w a r r a n t  p a c k a g e s .  S p e c i f ic a l ly ,  he  so u g h t  to  id e n t i fy  p o te n t ia l  

d i f f e r e n c e s  in c e r t a i n  f in a n c ia l  r a t i o s  a n d  c h a r a c t e r i s t i c s  of f i r m s  

th a t  e m p lo y  e a c h  of th e  a l t e r n a t i v e s  a s  f in a n c in g  s t r a t e g y .  L a v e ly  

w a s  i n t e r e s t e d  in th e  n a tu r e  a n d  c h a r a c t e r i s t i c s  of e a c h  s e c u r i t y  

a n d  o f f e r e d  r e a s o n s  why a  f i r m  m ig h t  u s e  c o n v e r t ib l e  b ond s  a s  

f in a n c in g  s t r a t e g y .  A g a in ,  one  o f  th e  f i r s t  r e a s o n s  m e n t io n e d  i s  th e  

c o n c e p t  of " d e la y e d  e q u ity .  " L ik e  B r ig h a m  in  h is  e a r l i e r  w o rk ,  

L a v e ly  s e n t  q u e s t io n n a i r e s  to  s e l e c t e d  f i r m s .  E le v e n  r e s p o n d e n t s  

in d ic a te d  th a t  t h e i r  g o a l  w a s  to  i n c r e a s e  e q u ity ,  but on  a  d e la y e d  

b a s i s .  A p p a r e n t ly  th ey  s e e m e d  to  f e e l  th a t  a  d i r e c t  e q u ity  i s s u e  

w o u ld  h av e  an  a d v e r s e  e f fe c t  on e a r n in g s  p e r  s h a r e ,  bu t  by i s s u in g  

s to c k  on a d e la y e d  b a s i s ,  i. e .  , th r o u g h  a c o n v e r t ib l e  bond , th e  

in v e s tm e n t  p r o j e c t s  f in a n c e d  th ro u g h  th e  i s s u e  w ou ld  g e n e r a t e  fu n d s  

a n d  by th e  t i m e  c o n v e r s io n  o c c u r r e d  th e  e a r n in g s  w o u ld  h a v e
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i n c r e a s e d  enou gh  to  o f f s e t  th e  f a c t  th a t  t h e r e  w o u ld  now  be m o r e  

s h a r e s  to  d i lu te  th o s e  e a r n in g s .  ^

T h e  u s e  o f  a c o n v e r s io n  p r i v i l e g e  a s  a  " s w e e t n e r "  to  o b ta in  

lo w e r  i n t e r e s t  r a t e s  on deb t i s  w e l l  know n in  th e  w o r ld  of f in a n c e .  

P u r c h a s e r s  f e e l  th a t  th e  c o n v e r s io n  p r i v i l e g e  i s  w o r th  a t  l e a s t  a s  

m u c h  a s  th e  d i f f e r e n c e  in i n t e r e s t  on a  s t r a i g h t  bond a n d  i n t e r e s t  on 

a  c o n v e r t ib l e .  R e c a l l  t h a t  27 p e r c e n t  o f  B r i g h a m 's  r e s p o n d e n t s  

s t a t e d  th a t  th e y  w e r e  p r i m a r i l y  i n t e r e s t e d  in  o b ta in in g  d e b t  a n d  w e r e  

s im p ly  u s in g  the  c o n v e r t ib le  f e a t u r e  a s  a  " s w e e t n e r .  " L a v e ly  a l s o  

a s k e d  h i s  r e s p o n d e n t s  to  e x p r e s s  t h e i r  m o t iv e  f o r  i s s u in g  c o n v e r t 

i b le s .  He r e c e i v e d  65  " u s e f u l"  r e p l i e s  f r o m  f i r m s  t h a t  i s s u e d  

c o n v e r t ib l e  d e b t .  E x e c u t iv e s  of 22 of th e  f i r m s  o r  34 p e r c e n t ,  

e x p r e s s e d  th e  " s w e e t n e r  f o r  d e b t"  s t r a t e g y  a s  t h e i r  r e a s o n  f o r  

i s s u in g  c o n v e r t i b l e s , ^ 4

In a  1955 s tu d y  P i l c h e r  a s k e d  th e  p r e s i d e n t s  of 100 f i r m s ,  

w h ich  of th e  fo l lo w in g  p la y e d  th e  m o r e  i m p o r t a n t  r o l e  in  t h e i r  

d e c i s io n  to  i s s u e  c o n v e r t ib l e s :  " th e  d e s i r e  to  s w e e te n  th e  s e n io r  

l e v e r a g e  i s s u e ,  t h e r e f o r e  m a k in g  i t  m o r e  a t t r a c t i v e  to  b u y e r s ,  o r

23
J o s e p h  A. L av e ly ,  " C o m p a r a t i v e  U sag e  of B o n d - W a r r a n t  

a n d  C o n v e r t ib le  Bond I s s u e s "  (P h .  D. d i s s e r t a t i o n .  U n iv e r s i ty  of 
Iow a, 1971), p . 150.

24Ib id . , p. 146.



th e  d e s i r e  to  r a i s e  c o m m o n  e q u ity  on a d e la y e d  b a s i s " ?  S e v e n ty  - 

f iv e  f i r m s  r e p l i e d  to  P i l c h e r .  F o r t y - s e v e n  of th e  r e s p o n d e n t s ,  o r  

63 p e r c e n t ,  s t a te d  th a t  t h e i r  p r i m a r y  p u r p o s e  w a s  to  i s s u e  e q u ity  on  

a  d e la y e d  b a s i s  w h i le  17 f i r m s ,  o r  23 p e r c e n t ,  in d ic a te d  th e  r e a s o n  

w a s  to  Bw eeten th e  s e c u r i t y  to  o b ta in  a  l o w e r  i n t e r e s t  c h a r g e .

T h e  e m p i r i c a l  s t u d i e s  by B r ig h a m ,  L a v e ly  a n d  P i l c h e r  s e e m  

to  c o r r o b o r a t e  e a c h  o th e r .  T h a t  i s ,  th a t  th e  p r i m a r y  r e a s o n  fo r  

i s s u in g  c o v e r t ib le i )  i s  to  i n c r e a s e  e q u ity ,  a n d  s p e c i f i c a l ly  to  i s s u e  

t h i s  new  e q u ity  on a  d e la y e d  b a s i s .  T h e s e  s tu d ie s  a l s o  b a c k  u p  th e  

t h e o r e t i c a l  c o n te n t io n  by H a ley  a n d  S c h a ll  t h a t  th e  f i r m  m ig h t  h a v e  

s o m e  i n v e s tm e n t  o p p o r tu n i t i e s  t h a t  th e  m a r k e t  i s  not a w a r e  of o r  i f  

t h e  m a r k e t  is  a w a r e ,  i t  i s  s im p ly  m o r e  p e s s i m i s t i c  c o n c e r n in g  th e  

p r o f i t a b i l i ty  of t h o s e  p r o j e c t s .  T h e  s e c o n d  m a j o r  r e a s o n ,  fo r  

i s s u in g  c o n v e r t ib l e s ,  u n c o v e r e d  in  th e  e m p i r i c a l  s t u d i e s  w a s  th a t  th e  

c o n v e r t ib l e  f e a tu r e  w a s  u s e d  to  " s w e e te n "  a  d e b t  i s s u e  so  a s  to  

o b ta in  a  lo w e r  i n t e r e s t  r a t e .  T w e n t y - t h r e e  p e r c e n t  of P i l c h e r ' s  

r e s p o n d e n t s  in  19 55, tw e n ty - s e v e n  p e r c e n t  of B r i g h a m 's  r e s p o n d e n t s  

in  1963, a n d  t h i r t y - f o u r  p e r c e n t  of L a v e ly 's  r e s p o n d e n t s  in  1970, 

g a v e  t h i s  s e c o n d  r e a s o n  a s  t h e i r  m a j o r  c o n s i d e r a t i o n  in i s s u in g  

c o n v e r t ib l e s .  T h e  e m p i r i c a l  s tu d ie s  c i t e d  a b o v e  a r e  r e m a r k a b l y

25 C. J a m e s  P i l c h e r ,  R a is in g  C a p i ta l  w i th  C o n v e r t ib le  
S e c u r i t i e s  (Ann A r b o r :  B u re a u  o f  B u s in e s s  R e s e a r c h ,  U n iv e r s i ty  of 
M ic h ig a n ,  1955), p . 60.
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c o n s i s t e n t ,  a n d  s e e m  to  a n s w e r  th e  q u e s t io n  f i r s t  r a i s e d  by H a le y  

an d  S c h a l l 's  d e f in i t io n  of f in an c in g  s t r a t e g y :  W hat s t r a t e g i c  a d v a n ta g e s  

c a n  be g a in e d  by th e  u s e  o f  c o n v e r t i b l e s ?  T h e  f i r s t  t h e o r e t i c a l  r e a s o n  

s u g g e s te d  by H a le y  and  S c h a ll :  T he  f i r m  m ig h t  i s s u e  c o n v e r t ib l e s  to  

s a v e  on i s s u e  c o s t s  w a s  m e n t io n e d  in  none  o f  th e  e m p i r i c a l  s t u d i e s .

In f a c t ,  B r ig h a m  le f t  o p en  in  h is  q u e s t io n n a i r e  a r e s p o n s e  e n t i t l e d  

" o th e r ,  " T h a t  i s ,  he  w a s  g iv ing  f in a n c ia l  e x e c u t iv e s  a n  o p p o r tu n i ty  

to  e x p r e s s  r e a s o n s  o th e r  th a n  t h o s e  s u g g e s te d  f o r  i s s u i n g  c o n v e r t i b l e s .  

N ot one  of h is  r e s p o n d e n t s  s u g g e s te d  a n o th e r  r e a s o n .

If a n y  c o n c lu s io n s  a r e  e v id e n t  f r o m  th e  s tu d ie s  i t  i s  t h a t  th e  

m a j o r  a d v a n ta g e  to  be g a in e d  f r o m  th e  u s e  of c o n v e r t i b l e s  in  f in a n c in g  

s t r a t e g y  is  th e  o p p o r tu n i ty  to  s e l l  e q u i ty  f o r  m o r e  th a n  i t s  c u r r e n t  

m a r k e t  v a lu e .  T h e  s e c o n d  m a j o r  a d v a n ta g e ,  a n d  of s e c o n d a r y  

i m p o r t a n c e ,  i s  th e  o p p o r tu n i ty  to  s e l l  d eb t  s e c u r i t i e s  a t  a  lo w e r  

i n t e r e s t  r a t e  th a n  w ou ld  o th e r w i s e  be  p o s s ib l e .  T he  a b o v e  c o n c lu s io n s  

s e e m  to  be o v e r s i m p l i f i e d .  It i s  lo g ic a l  to  a s s u m e  th a t  th e  a d v a n ta g e s  

to  be g a in e d  by a  f i r m  a t  one p o in t  in t i m e  m a y  be n o n e x is te n t  a t  

a n o th e r  po in t in  t im e .  It i s  c o n c e iv a b le  t h a t  th e  m o o d  of i n v e s t o r s  

c o u ld  c h an g e  o v e r  t i m e .  In H a ley  a n d  S c h a l l ' s  t h e o r e t i c a l  e x a m p le ,  

th e  m a r k e t  w as  m o r e  p e s s i m i s t i c  c o n c e rn in g  th e  p r o f i t a b i l i ty  of th e  

f i r m ' s  p r o j e c t  th a n  w a s  m a n a g e m e n t .  If o v e r  a  p e r i o d  o f t im e  th e  

m o o d  of i n v e s t o r s  c h a n g e s  a n d  m o v e s  m o r e  in  c o n f o r m i ty  w ith  th a t  

o f  m a n a g e m e n t ,  t h e n  th e  m a r k e t  p r i c e  of th e  s h a r e s  w i l l  r e f l e c t  th i s
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ch a n g e  a n d  th e  a d v a n ta g e s  to  be g a in e d  f r o m  th e  s t r a t e g y  of " d e la y e d  

e q u ity "  w i l l  be  d im in i s h e d .  S im i la r i l y ,  i f  c o n d i t io n s  in  c a p i ta l  

m a r k e t s  w e r e  to  c h a n g e  d r a s t i c a l l y ,  th e  id e a  of " s w e e te n in g "  a  d e b t  

i s s u e  m a y  ta k e  on m o r e  o r  l e s s  s ig n i f ic a n c e ,  d e p e n d in g  on th e  

d i r e c t i o n  of th e  c h a n g e .  F o r  e x a m p le ,  s u p p o s e  fo r  a  m o m e n t  t h a t  

long  t e r m  i n t e r e s t  r a t e s  on i n d u s t r i a l  bonds of a l l  g r a d e s  a r e  v e r y  

h igh , a n d  th a t  c a p i t a l  f o r  e x p a n s io n  is  e x p e n s iv e  f r o m  an y  s o u r c e .

In th i s  c a s e  m o r e  f i r m s  m a y  t r y  th e  s t r a t e g y  of " s w e e te n in g  d e b t"  in  

a n  e f f o r t  to  a v o id  t h e  h ig h  i n t e r e s t  r a t e s  on s t r a i g h t  b o n d s .  T h e  

p o in t  i s  t h a t  w h a t m a y  be good  s t r a t e g y  in  on e  t i m e  p e r io d  m a y  no t 

b e  good s t r a t e g y  in  a n o th e r  t i m e  p e r io d .  In o r d e r  to  d i s c u s s  th e  

c h a r a c t e r i s t i c s  o f f i r m s  th a t  m ig h t  t a k e  a d v a n ta g e  o f th e  s t r a t e g y  

a v a i l a b l e  by  i s s u in g  c o n v e r t i b l e s ,  a  t i m e  p e r io d  m u s t  be  i s o l a t e d .  

T h a t  i s ,  th e  c o n d i t io n s  in  th e  c a p i t a l  m a r k e t s  sh o u ld  be id e n t i f i e d  

a n d  the  s t r a t e g i c  a d v a n ta g e s  of c o n v e r t ib l e s  d i s c u s s e d  in  th a t  c o n 

t e x t .  T h e  i s o l a t i o n  of a p e r i o d  to  s tu d y  i s  th e  s u b je c t  o f  th e  n e x t  

c h a p te r .

A d i s c u s s i o n  of w hy c o n v e r t ib l e s  e x i s t  a n d  w h a t  s t r a t e g i c  

a d v a n ta g e s  c a n  be g a in e d  by u s in g  c o n v e r t ib l e s  w o u ld  h a r d l y  be  

c o m p le te  w ith o u t  m e n t io n in g  so m e  id e a s  on w h ic h  t h e r e  h av e  b e e n  

n o  e m p i r i c a l  s t u d i e s .  B r ig h a m  m e n t io n s  tw o  i n s t i t u t io n a l  f a c t o r s  

t h a t  w ou ld  s e e m  to  m a k e  c o n v e r t ib l e s  a t t r a c t i v e  to  i n v e s t o r s .  F i r s t ,  

he s t a t e s  t h a t  t h e r e  e x i s t s  a  g r o u p  of i n v e s t o r s  w ho d e s i r e  m o r e



l e v e r a g e  th a n  th e  m a r g i n  r e q u i r e m e n t s  w il l  a l lo w , ^  A t th e  t i m e  

B r ig h a m  w r o te  h i s  a r t i c l e ,  c o n v e r t ib le  b o n d s  c o u ld  be  p u r c h a s e d  

on a  10 p e r c e n t  m a r g i n  w h ile  c o m m o n  s to c k s  r e q u i r e d  a  70 p e r c e n t  

m a r g i n .  It w a s  t h e r e f o r e ,  p o s s ib l e  f o r  h igh  l e v e r a g e  i n v e s t o r s  to  

buy " d e la y e d  c o m m o n  s to c k "  on a 10 p e r c e n t  m a r g i n .  At th e  t i m e  of 

t h i s  w r i t in g ,  th e  m a r g i n  r e q u i r e m e n t s  a r e  e x a c t ly  th e  s a m e  f o r  b o th  

s e c u r i t i e s :  50 p e r c e n t  fo r  c o m m o n  s to c k  a n d  50 p e r c e n t  f o r  c o n v e r t 

i b le s .  If t h e r e  e v e r  w a s  a n  a d v a n ta g e  in  i s s u in g  c o m m o n  s to c k  to  

a p p e a l  to  h igh  l e v e r a g e  i n v e s t o r s ,  t h a t  a d v a n ta g e  w o u ld  no l o n g e r  

e x i s t ,  T h is  is  d i s c u s s e d  f u r t h e r  in  th e  n e x t  c h a p t e r .  B r ig h a m  a l s o  

s u g g e s te d  a s  a r e s u l t  of i n t e r v ie w s  a n d  q u e s t io n n a i r e  r e s p o n s e s  t h a t  

a  n u m b e r  of in s t i tu t io n a l  i n v e s t o r s  w e r e  r e s t r i c t e d  in  t h e i r  a b i l i t y  to  

h o ld  c o m m o n  s to c k s .  M a n a g e m e n t  of s o m e  of t h e s e  i n s t i t u t io n s  

a p p a r e n t l y  f e l t  t h a t  i t  w ou ld  be  d e s i r a b l e  to  h o ld  m o r e  c o m m o n  s to c k

th a n  w a s  p e r m i t t e d  by r e g u la t i o n s .  C o n v e r t ib le  s e c u r i t i e s  w e r e

27
p e r c e i v e d  a s  a m e th o d  of i n d i r e c t ly  h o ld in g  c o m m o n  s to c k .  T h e r e  

w a s  a g r e a t  d e a l  of s p e c u la t io n  on w h e th e r  o r  not th e  g ro w th  of 

i n s t i t u t io n s  h a d ,  a t  t h a t  t i m e ,  c a u s e d  a  s h i f t  to  th e  r i g h t ,  in  th e  

s u p p ly  c u r v e  of fu n d s  fo r  c o n v e r t i b l e s .  B r ig h a m  q u o te s  W. S. S k e l ly  

a s  su g g e s t in g  t h i s  a n d  th e n  a s k s ,  " In d e e d ,  i s  i t  n o t  p o s s ib l e  t h a t  

c o r p o r a t i o n s  c o u ld  be o v e r s o l d  on th e  u s e  of c o n v e r t i b l e s ,  th u s

2^ B r ig h a m ,  p .  53.
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c a u s in g  th e m  to d e m a n d  a n  e x c e s s iv e  a m o u n t  of funds  th ro u g h  su ch

i s s u e s  and  m ak in g  th e  c o se  of c o n v e r t ib le  c a p i ta l  r e l a t iv e ly  m o r e

28e x p e n s iv e  th an  o th e r  t y p e s ? "  J u s t  a s  th e  e l im in a t io n  of d i f f e r e n c e s  

in  m a r g in  r e q u i r e m e n t s  n e u t r a l i z e d  th e  d e m a n d  fo r  c o n v e r t ib le s  by 

h ig h  l e v e r a g e  i n v e s to r s ,  b e t t e r  m a n a g e m e n t  and  r e la x a t io n  of so m e  

r e s t r i c t i o n s  h av e  te n d e d  to  l e s s e n  th e  d e m a n d  fo r  c o n v e r t ib le s  by 

in s t i tu t io n s .  S o ldofsky  s t a t e s ,  "T h e  co n tinu ing  l ib e r a l i z a t io n  of l e g a l  

in v e s tm e n t s  f o r  l ife  in s u r a n c e  c o m p a n ie s  and  fo r  s t a te  a n d  lo c a l

29p e n s io n  funds h a s  p ro b a b ly  d im in is h e d  th e  f o r c e  of th i s  a r g u m e n t .  " 

C e r ta in ly ,  in s t i tu t io n s  d id  p la y  a  g r e a t  r o le  d u r in g  th e  t im e  p e r io d  

c h o s e n  fo r  s tudy . One idea  th a t  can n o t  be d is c o u n te d  w as m e n t io n e d  by 

L av e ly .  He s u g g e s te d  th a t  m a n y  f in a n c ia l  a n a ly s t s  c o n s id e r  c o n 

v e r t i b l e s  a s  e q u ity  and  n o t  a s  d eb t,  w h ic h  of c o u r s e ,  th e y  le g a l ly  a r e .

A s long a s  i n v e s to r s  a n d  a n a ly s t s  p e r c e iv e  c o n v e r t ib le s  a s  equ ity ,

30
th e  deb t c a p a c i ty  of the  f i r m  is  not r e d u c e d .  In a  t im e  p e r io d ,  su c h  

a s  th e  one d i s c u s s e d  in  C h a p te r  III i t  i s  c o n c e iv a b le  th a t  f i r m s  w ould  

i s s u e  c o n v e r t ib le s  in  o r d e r  to  i n c r e a s e  t h e i r  p e r c e iv e d  d e b t  c a p a c i ty .

2 8 . . , ,Ib id .

29 R o b e r t  M. So ldofsky , " Y ie ld - R is k  P e r f o r m a n c e  o f C o n v e r t 
ib le  S e c u r i t i e s , "  F in a n c ia l  A n a ly s ts  J o u rn a l  ( M a r c h - A p r i l  1971), 
pp. 6 2 -6 3 .

^ L a v e l y ,  p. 156.


