Freerider for session #17 “The Use of Convertible Debt”   Text pgs. 607-616, Tri-Tech Computers

Convertible bonds:  convertible bond is essentially a bond with warrants (since we haven’t studied warrants in depth – a warrant is a security that gives the holder the right, but not obligation, to purchase shares of common stock directly from the company at a fixed price for a given time period.  Warrants also tend to have long maturities and unlike converts, can be “detached” from the bond).  The convertible bond gives you the right to exchange your bond for a given number of stock shares, up to maturity date.  

Relevant terminology – 

Conversion ratio – number of shares received for each bond (i.e. 23.53 shares offered for each share of Seagate convertible debenture used in sections 23.4 example)

Conversion price – ratio of the face value of the bond to the conversion ratio.  This is just the amount you will effectively pay for each share of stock gotten in the exchange

Conversion premium – in many cases, the conversion price (like an exercise price), will be above the current trading price.  (basically, out of the money at issue).  The percentage of the conversion price over current trading price is that premium.  

The value of convertible bonds can be broken into three components:

Straight bond value – how much the bonds would sell for if they couldn’t be converted into common stock.  This creates an effective price floor
Conversion value  - what the bond would be worth if converted now into common stock at today’s prices.  Calculate by: conversion ratio x current price.  A convert will never sell below this value, b/c otherwise, you’d buy the convertible bonds, convert into stock, sell stock
Option value - incremental amount that you pay for the privilege of waiting to see, before exercising

So, 

Value convert bond = greater of (straight bond value, conversion value) + option value

Reasons for Issuing Warrants and Converts?
These instruments have various features above and beyond what a normal bond or stock would offer, and would be more/less attractive in the following situations – 

Convertible vs. straight debt

· Convert pays lower interest rate (less cash demand on firm) b/c it gives holder the flexibility for taking part in stock upside if available.  Unfortunately, if converted, the firm now owes the holder equity at a discounted price.  If the stock price does well, the firm is worse off having issued converts due to the cheap equity.  Still, it could be worth it to them to take a short term gamble to secure cheaper debt financing.  Overall, you can’t say in advance which is a better option, since you don’t know how the stock will perform

Convertible debt vs. common stock

· From firm’s standpoint, if stock price rises, it is better off to have issued converts because the convert will have a higher than current exercise price and the firm will get proceeds based on this higher amount

· From firm’s standpoint, if stock price falls, it would have been better off issuing stock, b/c it would have gotten a higher price for its issued shares and under this scenario, the holders won’t convert (b/c price is low)

As a summary of these alternatives, “compared with equity, the firm is better off having issued convertible debt if the underlying stock subsequently does well.  The firm is worse off having issued convertible debt if the underlying stock subsequently does poorly.”  The TRICK is that we don’t actually know how the stock will do in advance, so we are taking a bet on either issuance.  

The conventional, although evidently flawed wisdom is that converts are preferable, because if the stock falls, the holder won’t convert and you’ve gotten away with selling cheaper financing (relative to straight debt) and if the stock rises and they do convert, your equity base increases so your equity cost of capital falls, which should help your overall financing costs.  According to the book, the problem with this is that you are comparing the convert to different instruments depending on whether it is an up or down market (if stock up, compare to common stock, if stock down, compare to straight debt).  Bottom line is that with efficient markets, converts might “look” different from other instruments, but won’t be priced any differently, so they are in fact fairly priced.  

Why are Warrants and Convertibles issued?

There are discernable company-specific differences for convert issuing firms:

· Firms using converts tend to have lower bond ratings (bad)

· Small firms with high growth rates, lots of leverage will issue them

· Converts are usually subordinated and unsecured

Motivating factors – 

· Short term cash outlays are lower with converts due to lower interest rate

Conversion Policy

Often converts come with a “callable” provision from the company’s standpoint.  When a company decides to call a bond, the holder has ~30 days to either convert the bond to common stock at the conversion ratio, or, surrender the bond and receive the call price in cash.  You’ll take whichever one happens to be worth more to you at the time.  Firms SHOULD (although they don’t always) call the bond when the conversion value reaches the call price.  Then you never get a mismatch between call and market trading price.  

Tri-Tech Computers:

Tri-Tech Computers is a designer/developer/manufacturer of computer systems and it needs to raise $200MM in April 1987 to finance an acquisition.  It wants to buy a small/medium competitor called Automated Designs Company (ADC) which serves three end-markets where T-T doesn’t currently have customers (engineering and scientific commercial data processing, computer-aided design, manufacturing).  They have about $300MM in cash on the books already, but this is being set aside to convert their operating leases (I presume into capital leases??) since these off-balance sheet assets would be incorporated into their debt rating calculation.  T-T is considering three options to raise capital: convertible debentures (this is particularly attractive since they are the “hot” commodity to issue since demand seems to exceed supply and all the bankers are pushing them), long-term debt, common stock.  

More company background:

· Tri-Tech doesn’t pay a dividend – would rather reinvest in the company

· Its stock currently sells at a 42X P/E – far above the industry and its historical range, which is more like 19X

· Tri-Tech expects it will get an “A” bond rating.  Most of competitors have higher

· Revenues in ’87 are projected up mid-20% while keeping expenses, like headcount, in check

· Competitors are not sitting by – IBM is beginning to tackle the low-end workstation, invading Tri-Tech’s territory

Details on financing options (check in the case – I didn’t want to repeat EVERY detail)

· Convert – 25 yr maturity at 4.75% coupon and 25% conversion premium (to stock price on day issue was sold).  Will be highly subordinated, will have sinking fund provision

· LT debt – 10yr bonds @ 9.25% coupon.  No sinking fund, few restrictive covenants

· Common stock – raise at market price – this could be attractive b/c currently selling at big premium multiple
Economic backdrop:

· Concerns, yet uncertainty about inflation – some people definitely expecting rate cut because economy far from full capacity; others think imminent inflation will maintain rate levels

· Record levels of convert financings being done.  Conversion premiums have been rising as a rule, yet the average coupon rate has been falling (this seems inconsistent), which skeptics point to as evidence that new-issue convert market is overpriced, should be avoided.  

These are the alternatives that Tri-Tech’s assistant treasurer will weigh when he meets with the rest of the executive committee.  
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