
CHAPTER 19 WEB/CD EXTENSIONS

Calling Convertible Issues

Most convertible issues have provisions that allow the issuer to call the issue prior to
maturity. In such cases, the issuing firm must make the decision when, if at all, to call
the convertible. If a convertible is called when its conversion value is less than the
stock price, convertible holders will accept the call and receive the call price. The firm
will have to pay cash to redeem the issue, and no new equity will appear on the balance
sheet. If the call is made when the conversion price exceeds the stock price, holders
will convert their securities into common stock. In this case, the firm will not have a
cash outlay, and a balance sheet transfer will be made from debt (or preferred) to
common equity.

When should a convertible be called? To begin, consider the situation where the con-
version value is less than the convertible’s call price. In our Chapter 21 convertible bond
example, assume that Silicon Valley’s stock price does not rise, and that the conversion
value at Year 10 is , much less than the $1,050 call price. Further,
assume that interest rates have stayed the same, so that a new straight-debt issue would
cost 13 percent, well above the convertible’s 10 percent coupon rate. In this situation,
the firm has no incentive to call the convertible, because the convertible coupon rate is
less than that currently required on straight debt. However, if interest rates fall, and
new straight debt costs less than the convertible coupon rate, the convertible should
be called. The rationale here is the same as for calling a nonconvertible bond.

What about the situation when the issuer’s stock price, hence conversion value, has
risen? When a convertible is converted into common stock, the difference between
the stock’s current price and the convertible’s conversion price constitutes a wealth
transfer from current stockholders to convertible holders. Because managers are mo-
tivated to act in the best interest of current stockholders, and hence to minimize the
amount of wealth transfer, theory dictates that the call should be made as soon as the
conversion value reaches the call price, assuming the deferral period has ended. (In re-
ality, because of transactions costs, the call should be made when the conversion value
is slightly above the call price.) To illustrate, if after ten years, Silicon Valley’s stock
price has risen to $60, then the conversion value is , and a call at
$1,050 would force holders to convert to get $1,200 worth of common stock, result-
ing in a wealth transfer of 

. If the call were not made, and the stock price sub-
sequently rose to $75, the wealth transfer would increase to 

.
To view this from another perspective, a firm’s value is split among its security

holders. As a firm’s fortunes rise, the values of its debt securities are fixed, but the value
of its common stock rises, and so does the value of its convertibles, which have a call
option on the stock. However, the existence of the convertible issue lowers the value
of the common stock, and the greater the value of the call option (of the convertible),
the lower the value of the common stock. By calling the convertible as soon as the
conversion value equals the call price, the firm’s managers “kill” the conversion op-
tion, and hence remove the opportunity for convertible holders to share in future
stock price increases.

$500 per bond
($75 � $50)(20) �

($60 � $50)(20) � $200 per bond
(Stock price � Conversion price)(Number of shares) �

$60(20) � $1,200

$35(20 shares) � $700
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Interestingly, several studies have shown that firms do not call convertibles when
conversion value reaches call price, but rather tend to wait until the conversion value
is well above the call price.1 One reason proposed to explain this observed behavior 
is that the firm may want to save near-term cash flow. For example, Silicon Valley’s
common dividend might be $6 per share when the convertible bonds become call-
able. Assuming a 40 percent tax rate, current after-tax interest on each bond is

, while conversion into 20 shares of common would require
$120 of annual dividend payments. Another possible explanation involves signaling—
if a firm calls its convertibles at the earliest possible time, then investors will be less in-
terested in future convertible issues it might decide to use.

$100(0.60) � $60 per year

19WE-2 CHAPTER 19 • Web/CD Extensions

1For example, see Jonathon Ingersoll, “An Examination of Corporate Call Policies on Convertible Securities,” Journal of
Finance, May 1977, 463–478.
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