I. Chapter 24: Warrants & Convertibles
A. Warrants

1. Securities that give holders right, but not obligation, to buy shares of common stock directly from a company at a fixed price for a given period of time

a) Specifies # of shares can buy

b) Specifies price

c) Specifies expiration date

(1) Some warrants are perpetual, but not most

d) Also called “equity kickers” when issued in common w/bonds

2. Warrants vs. call options

a) Each time a warrant is exercised, the firm issues new stock

(1) So there’s dilution

b) Otherwise, about the same from the holder’s point of view

(1) Except warrants are usually valid for longer periods

c) Different from issuing firm’s point of view

(1) Dilution

(2) Affects all stockholders

3. How the firm can hurt warrant holders

a) If the firm reduces stockholders’ equity before a warrant is exercised, then the value of the warrant can drop

4. Warrant pricing

a) Gain from exercising call option 
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(a) # = # shares outstanding

b) Gain from exercising warrant
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(a) #w = # shares warranted

(b) 
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= ratio of shares without warrants to all shares after warrants exercised

i. Always < 1

ii. So gain on exercising individual warrant < gain on exercising call option

B. Convertible Bonds

1. Holder has right to exchange for stock until maturity

a) Similar to bond w/warrants

b) But warrants can’t be separated from this bond

2. Convertible preferred stock

a) = convertible bond + infinite maturity date

3. Conversion ratio

a) = # of shares received for each bond

4. Conversion price

a) 
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5. Conversion premium

a) = (conversion price) – (price of stock)

b) Usually high at issue

6. Protection

a) Protected against stock splits

(1) Holder gets more shares

b) Protected against dividends

7. Value

a) Straight bond value

(1) What the bonds would sell for if they weren’t convertible

b) Conversion value
(1) What the bonds would be worth if immediately converted into stock

(2) = #w (Price of stock)

(3) Arbitrage prevents price of convertible stock < conversion value

c) Option value

(1) Holders can wait until the most advantageous time to convert

(2) This option to wait has value

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

C. Why issue warrants and convertibles?

1. Convertible debt vs. straight debt

a) Pay a lower interest rate on convertible debt

b) If stock does well, then convertible debt is worse than straight debt

(1) Gave people now-expensive stock at cheap prices

c) If stock does poorly, then convertible debt is better than straight debt

(1) Got the advantage of the lower interest rate

(2) Debt won’t be converted

2. Convertible debt vs. common stock

a) If stock does well, then convertible debt is better than issuing stock

(1) Stock was cheap then, but company effectively issued equity at high price

b) If stock does poorly, convertible debt is worse than issuing stock

(1) Firm could have gotten more money by issuing stock at its then-higher price
3. Reasons to issue

a) Different firms issue convertible bonds than alternatives

(1) Usually have lower bond ratings

(2) Usually smaller firms

(3) Convertibles are usually unsecured

b) Matching cash flows

(1) Initial costs of convertibles are lower than of straight bonds

(2) So if your cash flow will be better in the future than now, why not issue bonds that match this cash flow?

c) Risk synergy

(1) Sometimes it’s hard to assess the risk of an issuing company

(2) If the company turns out to be  low risk, the bond part will be of high value

(3) If the company turns out to be  high risk, the equity part will be of high value

(4) So convertibles are a hedge against poor risk-asssessment

d) Agency costs

(1) Since it can turn out either to be a stock or a bond, stockholders can’t as easily decide to screw convertible holders

e) Backdoor equity

(1) Some firms can’t issue debt because of high cost
(2) But they don’t want to issue equity and give up control

(3) Convertibles will be either

(a) Cheap debt, because the company ends up well

(b) Meaningless equity, because the company’s going to hell

4. Conversion Policy

a) Firms often have call option on convertible bond

b) Force conversion

(1) Conversion value > call price

(2) So holder can either end up w/stock or lose $$$ on the conversion

c) Pie is fixed size

(1) Calling bonds can’t change value of company

(2) Can only redistribute either $$$ or equity

(3) So, to do the best for the stockholders, do what’s worst for the bondholders

(a) Call the bond when value = call price
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