Firms Generally Do Not Call Their
Convertibles Unless Their Conversion
Value Is Greater Than Their Call

Firms Generally Do Not Call Their Convertibles Unless Their Conversion Value
Is Greater Than Their Call is a fundamental principle in the management of
convertible bonds. This concept guides how companies approach their debt
instruments that possess both debt and equity features. Understanding this
principle is crucial for investors, financial analysts, and corporate finance
professionals alike, as it influences investment strategies, corporate
decision-making, and the overall valuation of convertible securities. In this
article, we will explore the rationale behind this practice, the mechanics of
convertible bonds, and the factors that influence whether a firm will call
their convertibles.

Understanding Convertible Bonds and Their
Features

What Are Convertible Bonds?

Convertible bonds are hybrid securities that combine features of debt and
equity. They are issued by corporations to raise capital while offering
investors the potential for equity upside. Essentially, a convertible bond is
a fixed-income security that can be converted into a predetermined number of
shares of the issuing company’s stock at the discretion of the bondholder or
the issuer.

Key Features of Convertible Bonds
Convertible bonds typically have:

e Fixed interest payments (coupons)
e A maturity date
e A conversion feature allowing bondholders to convert bonds into equity

e Call provisions permitting the issuer to redeem the bonds before
maturity

The conversion feature provides upside potential if the company's stock price



appreciates significantly, while the bond's fixed income characteristics
provide downside protection.

The Mechanics of Calling Convertible Bonds

What Does It Mean to Call a Convertible Bond?

When a firm "calls" a convertible bond, it means the company is redeeming the
bond before its scheduled maturity date. This is usually done at a specified

call price, often at or above the face value of the bond, and is governed by

the call provisions outlined in the bond indenture.

Why Do Firms Call Convertible Bonds?

Firms typically call convertibles to:
e Reduce interest expense by refinancing at lower rates

e Repurchase debt when the company's stock price is high, thus avoiding
conversion

e Manage capital structure and improve financial metrics

However, firms will only exercise the call option when it is financially
advantageous, which depends heavily on the bond’s conversion value relative
to the call price.

Why Firms Do Not Call Convertibles Unless Their
Conversion Value Exceeds the Call Price

Understanding Conversion Value and Call Price

Conversion value is calculated as:

e Conversion Value = Current Stock Price x Number of Shares Upon
Conversion

The call price is the amount the issuer must pay to redeem the bond early,
often set at or above the bond's face value.

Firms generally avoid calling their convertibles unless the conversion value



exceeds the call price because doing so would not be economically beneficial.
If the conversion value is lower than the call price, calling the bond would
lead to a loss or minimal gain for the issuer.

Economic Rationale Behind the Practice

The primary motivation for a firm to call a convertible bond is to prevent
bondholders from converting their bonds into equity when it is advantageous
for them to do so. Conversely, firms prefer to call bonds only when it is
economically sensible—that is, when the cost to the issuer is less than or
equal to the value they gain by preventing conversion.

This principle can be summarized as:

e If Conversion Value > Call Price: It is advantageous for the firm to
call the bond, as it can repurchase debt at a cost less than the equity
value that would be realized upon conversion.

e If Conversion Value < Call Price: The firm abstains, as calling the bond
would be uneconomical and potentially lead to unnecessary expenses.

Implications for Investors

Understanding this principle is vital for investors. It indicates that:

e The likelihood of a bond being called increases when the stock price
rises significantly.

e Investors should monitor the underlying stock’s price movement relative
to the bond’s conversion terms and call provisions.

e Calls tend to occur when the conversion value exceeds the call price,
leading to the potential for early redemption and reinvestment risk.

Factors Influencing the Decision to Call
Convertibles

Stock Price Movements

The most significant factor influencing the call decision is the stock price:

e When stock prices rise above the conversion price, the conversion value



increases.

e Firm management evaluates whether the current conversion value makes
calling economically advantageous.

Interest Rate Environment

Low interest rates can incentivize firms to refinance debt at lower costs,
prompting calls:

e Firms may call convertibles to replace them with new debt at favorable
rates.

Market Conditions and Company Performance

Broader market factors and company-specific performance also impact call
decisions:

e Stable or improving company performance can make calling more
attractive.

e Volatile markets might delay calls due to uncertainty.

Call Premiums and Costs

Most call provisions include a premium over the face value:

e The firm weighs the cost of the call premium against the benefits of
eliminating the convertible debt.

e Calling is more likely when the premium is manageable or justified by
the conversion value.

Strategic Considerations and Corporate Finance
Impacts



Managing Dilution and Equity Financing

Calling convertibles can prevent dilution of existing shareholders:

e When the conversion value exceeds the call price, calling prevents
conversion and dilution.

e It allows the firm to retain control and maintain its capital structure.

Impact on Capital Structure and Cost of Capital

Deciding when to call affects the company's leverage and cost of capital:

e Calling bonds reduces debt levels, potentially improving financial
ratios.

e However, premature calls may increase refinancing risks or costs.

Investor Strategies in Light of Call Policies

Investors should consider:
e The likelihood and timing of calls based on stock price trends.
e The potential for reinvestment risks if bonds are called early.

e The importance of understanding the call provisions and their economic
thresholds.

Conclusion

Firms generally do not call their convertibles unless their conversion value
exceeds the call price because doing so aligns with sound financial
management principles and economic rationality. This practice ensures that
the company minimizes unnecessary expenses and avoids adverse effects on its
capital structure. For investors, understanding this principle is essential
for assessing the timing and likelihood of bond calls, which can
significantly influence investment returns. Ultimately, the interplay between
stock price movements, interest rates, market conditions, and call provisions
determines when a firm will exercise its right to call convertible bonds,
making it a critical aspect of corporate finance and investment strategy.



Frequently Asked Questions

Why do firms typically refrain from calling their
convertibles unless the conversion value exceeds the
call price?

Firms prefer to wait until the conversion value surpasses the call price
because calling the bond early would mean they miss out on potential upside
if the stock appreciates further. It also ensures they maximize their cost
savings and avoid unnecessary repurchases.

What is the main benefit for a company to call a
convertible bond only when the conversion value is
higher than the call price?

The main benefit is to minimize their cost of debt by calling the bond only
when it is financially advantageous, i.e., when they can repurchase or
convert it for less than its current market value, thus reducing interest
costs and potential dilution.

How does the conversion value being greater than the
call price influence a firm's decision to call a
convertible bond?

When the conversion value exceeds the call price, it indicates that
converting the bond into stock is more favorable for the bondholder, making
it more likely the firm will call the bond to prevent conversion and manage
dilution or capitalize on the favorable market conditions.

Are there any strategic reasons why firms might wait
until the conversion value surpasses the call price
before calling their convertibles?

Yes, firms wait to ensure they are not prematurely calling the bonds, which
would mean paying a premium or missing out on potential equity appreciation.
Waiting aligns with their goal to optimize financial and strategic outcomes.

What risks do firms face if they call a convertible
bond before the conversion value exceeds the call
price?

Calling before the conversion value is favorable can lead to higher costs,
missed opportunities from stock appreciation, and potential dissatisfaction
among investors who may prefer conversion if it’s more beneficial.



How does the market perception of a firm's decision
to call convertibles only when the conversion value
exceeds the call price affect its stock price?

This strategy can be viewed positively, signaling the firm's prudent
financial management and market-savvy approach, which may bolster investor
confidence and positively influence the stock price.

In what scenarios might a firm decide to call their
convertibles even if the conversion value is not
greater than the call price?

Such scenarios are rare but may include strategic refinancing, changes in
interest rates, or to prevent potential dilution if the firm anticipates a
decline in stock price or other financial considerations.

How does understanding the relationship between
conversion value and call price benefit investors in
convertible bonds?

Investors can better assess the likelihood of bonds being called and the
potential for conversion, enabling them to make informed decisions about
timing, risk, and potential returns based on market conditions.

Additional Resources

Firms Generally Do Not Call Their Convertibles Unless Their Conversion Value
Is Greater Than Their Call — a principle rooted in corporate finance strategy
and debt management that influences how companies approach their convertible
debt instruments. Understanding this guideline is crucial for investors,
financial analysts, and corporate managers alike, as it highlights the
interplay between a company's debt structure, market conditions, and
strategic decision-making regarding debt calls. This article delves into the
rationale behind this practice, explaining key concepts, illustrating
scenarios, and providing a comprehensive guide to understanding when and why
firms choose to call their convertibles.

Introduction to Convertible Bonds and Calls
What Are Convertible Bonds?
Convertible bonds are a type of hybrid security that combines features of

debt and equity. They are issued by companies to raise capital and can be
converted into a predetermined number of common shares at the discretion of



the bondholder, usually within a specific period. This feature provides
bondholders with an upside potential if the company's stock price
appreciates, while offering companies a lower interest rate compared to
traditional bonds due to the added conversion option.

The Call Option in Convertible Bonds

Most convertible bonds include a call feature, allowing the issuing company
to redeem or "call" the bonds before maturity, typically at a specified call
price. The call option is a strategic tool for firms, giving them the
flexibility to refinance debt, reduce interest expenses, or capitalize on
favorable market conditions. However, calling a convertible bond is not
always straightforward and involves complex considerations related to the
bond's conversion value and market dynamics.

Understanding Conversion and Call Values
Conversion Value

The conversion value of a convertible bond is the current value of the shares
into which it can be converted. It is calculated as:

Conversion Value = Conversion Ratio x Current Stock Price
where the conversion ratio is predetermined in the bond agreement.

For example, if a bond has a conversion ratio of 20 shares per bond and the
current stock price is $50, then:

Conversion Value = 20 x $50 = $1,000
This indicates the worth of the bond if converted today.
Call Price

The call price is the price at which the company can redeem the bond when
exercising the call option. It is usually set at a premium over the bond's
face value to compensate bondholders for early redemption.

The Relationship: Conversion Value vs. Call Price

The key principle is that firms generally do not call their convertibles
unless their conversion value exceeds the call price. This is because calling
the bond when the conversion value is lower than the call price would lead to
an economic disadvantage for the company, as they would be paying more to
redeem the bond than the value of the shares they could issue upon
conversion.



Why Do Firms Prefer to Call Only When Conversion Value Exceeds Call Price?
1. Economic Rationale and Cost Efficiency

- Minimizing Cost of Redemption: When the conversion value exceeds the call
price, the firm can effectively "buy back" its debt at a discount relative to
the value of the underlying shares. This reduces the company's overall cost
of debt and can be viewed as a form of financial arbitrage.

- Avoiding Losses: Calling the bond when the conversion value is below the
call price would force the company to pay more for redemption than the value
of the shares it would otherwise receive through conversion, leading to
unnecessary costs.

2. Strategic Financial Management

- Refinancing Opportunities: When the conversion value is high, firms might
call the bonds to convert debt into equity or to replace it with cheaper
financing, especially if market conditions favor such strategies.

- Managing Dilution and Capital Structure: Firms are mindful of dilution
effects; calling bonds when conversion value is favorable minimizes the
impact on existing shareholders and maintains optimal capital structure.

3. Market Conditions and Shareholder Expectations

- Market Timing: Firms monitor stock prices and market conditions closely.
They prefer to call convertibles when market prices make conversion
advantageous, aligning debt management with shareholder interests.

- Investor Relations: Calling only when conversion value exceeds call price
demonstrates prudent financial stewardship, which can positively influence
investor confidence.

Scenarios Illustrating the Principle
Scenario 1: Favorable Market Conditions

- Stock Price = $60
- Conversion Ratio
- Conversion Value
- Call Price = $1,100

20 shares per bond
20 x $60 = $1,200

Analysis: Since the conversion value ($1,200) exceeds the call price
($1,100), the firm has an economic incentive to call the bonds. Bondholders
may be encouraged to convert, and the company benefits from reducing debt at
a value lower than the shares' worth.

Scenario 2: Unfavorable Market Conditions



- Stock Price = $50
- Conversion Ratio
- Conversion Value
- Call Price = $1,100

20 shares per bond
20 x $50 = $1,000

Analysis: The conversion value ($1,000) is below the call price ($1,100).
Calling the bonds in this scenario would be economically disadvantageous
because the company would pay more to redeem than the value of the shares it
would receive upon conversion. Therefore, the firm is unlikely to call the
bonds.

Implications for Investors and Companies

For Investors

- Monitoring Conversion and Call Features: Investors should analyze the
conversion and call terms carefully, as these influence the bond's value and
potential for conversion or redemption.

- Anticipating Calls: When the conversion value surpasses the call price,
investors can expect the likelihood of the bond being called, which might

lead to early redemption and reinvestment risk.

- Strategic Decisions: Understanding this principle helps investors decide
whether to hold or convert bonds, especially in volatile markets.

For Companies

- Timing of Calls: Companies strategically time calls based on market prices
to optimize cost savings and manage capital structure.

- Debt Management: Firms prefer to call convertibles only when it makes
economic sense, aligning with their broader financial and strategic goals.

- Market Sentiment: Companies also consider market sentiment, investor
relations, and future financing plans when deciding on calls.

Practical Considerations and Limitations

1. Call Premiums and Penalties

- Most callable convertibles include a premium, making immediate calling less
attractive unless the conversion value exceeds the call price by a

significant margin.

2. Conversion Periods and Restrictions



- Some bonds restrict calls during certain periods or require a notice
period, influencing the timing strategy.

3. Market Volatility

- Fluctuations in stock prices can quickly change the conversion value,
making timing calls more complex and requiring active monitoring.

4., Investor Protections

- Certain covenants may restrict or influence the company's ability to call
bonds, especially if it would disadvantage bondholders.

Conclusion: The Strategic Logic Behind Not Calling Unless Conversion Value Is
Greater Than Call

The principle that "Firms Generally Do Not Call Their Convertibles Unless
Their Conversion Value Is Greater Than Their Call" reflects a prudent
approach to debt management rooted in economic rationale and strategic
foresight. It ensures companies avoid unnecessary costs and optimize their
capital structure by only exercising their call options when it makes
financial sense—namely, when the market value of the shares into which the
bonds can be converted exceeds the company's redemption price.

For investors, this principle underscores the importance of understanding the
interplay between market conditions, bond features, and corporate strategies.
Keeping an eye on conversion and call values helps anticipate potential early
redemptions or conversions, facilitating better investment decisions.

Overall, this practice exemplifies sound financial management, balancing the
interests of companies and investors while navigating the complexities of
hybrid securities like convertible bonds. As markets evolve, the strategic
timing of calls remains a critical component of corporate finance, ensuring
that firms leverage their options to maximize value and minimize costs.

In summary: Firms generally do not call their convertibles unless their
conversion value is greater than their call, because doing so aligns with
economic efficiency, strategic financial management, and market
considerations. This principle guides both corporate decision-making and
investor expectations, emphasizing the importance of understanding
convertible bond features and market dynamics for effective financial
planning.



Conversion Value Is Greater Than Their Call

Firms Generally Do Not Call Their Convertibles Unless Their Conversion Value Is Greater Than Their
Call
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