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The study examines the impact of convertible
security calls on securityholder’s
wealth. On
average common
stock values fall by approximately
two percent at the announcements
of
convertible
debt calls, but common stockholders’
wealth is unaffected by convertible
preferred
stock calls. These findings are consistent with a corporate tax effect. A small average decrease in
firm value is also found at the announcements
of convertrble
debt calls. The study raises, but
leaves unanswered,
the interesting
question
of what motivates
managers
to make capital
structure decrsions that reduce stockholder
wealth and firm value.

1. Introduction
This paper examines the effects of convertible
security calls on the calling
firm’s security prices and provides
evidence on several related issues in
corporate
finance. First, a call and conversion
of debt into common stock
claims decreases the calling firm’s financial leverage without directly affecting
the firm’s asset structure.
Similar to Masulis’ (1980) study of intrafirm
exchange offers of securities, this study provides evidence on the security
price effects of a decrease in leverage. Second, the evidence also indicates
whether the elimination
of conversion
privilege claims results in wealth
transfers from debtholders
to common
stockholders.
Evidence
of wealth
transfers would support the notion that conversion
privileges are issued to
reduce the agency costs of debt.’ Third, evidence on the security price effects
of retiring outstanding
convertible
claims is relevant for determining
why
firms call convertible
securities. And fourth, the study provides evidence on
the stock price effects of an increase in the number
of common
shares
outstanding
and on the elasticity of demand for the shares of firms calling
convertible securities.
*I would like to thank Peter Dodd, Michael Hopewell, Richard Leftwich, John McConnell,
George Racette, Richard Rogalski,
G. William Schwert, Chfford Smith, Ross Watts, Eugene
Fama, the referee, and especrally Larry Dann, Mrchael Jensen, and Rrchard Ruback for their
helpful comments.
The paper is based on my Ph.D dtssertation
written at the Umversny
of
Rochester.
‘See Jensen and Meckling (1976) for a discussion
of the agency costs of debt. Mikkelson
(1980) and Smith and Warner
(1979) discuss the agency cost rationale
for the issuance of
convertible debt.
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For more than a century the issuance of convertible debt claims has been
a prevalent means of raising corporate capital in the U.S.’ Despite the long
history of convertible debt financing, there are no empirically supported
theories in finance that explain some fundamental aspects of convertible debt
financing. For example, it is not understood why firms choose to issue
convertible debt claims rather than straight debt or common stock claims.
Unless the issuance of convertible debt is ‘explained’ by the Modigliani-Miller
(1958) irrelevance proposition (i.e., the choice of capital structure does not
affect a firm’s value), the benefits of financing with convertible debt remain
unidentified. Also, it is not understood what motivates the decision to call
outstanding convertible debt claims, a very common means of retiring
convertible debt that typically results in a conversion or exchange of debt
claims for common stock claims.3
The most interesting finding of the study is a statistically significant
negative average common stock return at the announcements of convertible
debt calls. However, no impact on stockholder wealth is found for calls of
convertible preferred stock. These two sets of results suggest that the
negative common stock returns associated with convertible debt calls
represent a corporate tax effect. The results do not identify an effect due to
an increase in the number of common stock claims outstanding. A positive,
but statistically insignificant, wealth impact on straight debtholders is
identified at the announcement of convertible debt calls; but no strong
evidence of wealth transfers between straight debtholders and common
stockholders is identified. A small decrease in firm value is documented,
which suggests that the call policies are not consistent with firm value
maximization.
The paper is organized as follows: Section 2 outlines several potential
implications of convertible debt calls for securityholders’ wealth. The data
used for the time series study of security returns are described in section 3.
Section 4 presents the time series of average daily common stock returns
around the announcement dates of convertible debt and convertible preferred
stock calls. Weekly straight debt returns, called convertible debt returns, and
estimates of weekly firm value changes around the announcements
of

‘The proportion
of the aggregate
gross proceeds
of primary
debt offerings that include
conversion privileges has been as high as 40 % and 27 % in the years 1929 and 1955, respectively.
[See Atkinson (1967) and the SEC Statistical Bulletin.] Of the more than 2,800 debt issues listed
on the New York Bond Exchange in 1979 approximately
10% of the issues included convertible
provisions. Firms with capital structures that include convertible debt claims represent a broad
spectrum of firm size and industry classification;
and for many firms convertible
debt claims
represent a significant portion of the total claims on the firm’s assets.
%gersoll
(1977) and Johnson
(1970) empirically
investigate
firms’ convertible
debt call
policies, but are unsuccessful
in explaining
call practices. Wier (1978) and Smith and Warner
(1979) suggest that call provisions reduce the costs associated with retiring an outstanding
debt
issue and altering restrictive debt covenants.
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convertible debt calls are presented in section 5. The final section summarizes
the findings.
2. Potential implications

of a call and conversion of
convertible debt for securityholders’ wealth

At the time of a call announcement, typically the conversion value of the
called debt claims exceeds the call price. In these circumstances a call of
convertible debt ‘forces’ conversion and results in an exchange of debt claims
for common stock claims. The principal effects of a call and conversion of
debt are a reduction in the amount of outstanding conversion privileges, a
decrease in the firm’s financial leverage, and an increase in the number of
common shares outstanding. The call and conversion of convertible debt
does not change the firm’s asset structure.4
Table 1 lists the principal capital structure changes associated with a call
and conversion of convertible debt. For each type of capital structure
change, the source and the direction of potential wealth effects for three
classes of securityholders are presented. These wealth effects are discussed
below.
2.1.

Effects of a decrease in financial leverage

The ratio of debt to common stock claims in a firm’s capital structure
decreases with the conversion of debt. A decrease in financial leverage can
induce security value changes that reflect changes in personal and corporate
tax liabilities, changes in the relative priority of debt claims that remain
outstanding after a call of convertible debt, a decrease in the potential wealth
transfers from debtholders to common stockholders, and a reduction in
expected bankruptcy costs.
2.1.1.

Tax effects

A decrease in the amount of debt outstanding lowers the amount of
interest expense that is deductible from the firm’s taxable income. This
reduction in the firm’s cash flows (foregone tax shields) has a negative impact
on the values of all claims on the firm, if the market does not expect the
calling firm to re-issue debt and offset the reduction in interest expense tax
shields.

“For domestic convertible
debt issues, a call is not a taxable event. Also, only in a small
number of cases does the exercise of conversion privileges require a cash payment along with the
exchange of equity for debt claims. The sample of calls formed for this study does not include
any bonds with an exercise provision that requires a cash payment.
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Table
Summary

of capttal

1

structure changes and potential security value effects associated
call of convertible debt that forces conversion.
Price impact

Type of capital structure
change due to conversion

on security

with a

class

Common
stock

Straight
debt

Called
debt

Total
firm

Negative
or zero

Negative
or zero

-’

Negative
or zero

Negative

Positive

--a

Zero

Positive
or negative

Positive

_a

Positive

(4) Decrease in expected
bankruptcy
costs

Posttive

Positive

Positive

(5) Decrease in amount of conversion
privileges outstanding:

Positive
or negative

Negative

Negative

(6) Increase in number
outstanding:

Negative
or zero

Zero

_a

Negative
or zero

Positive

Zero

Negative

Zero

Decrease
(1) Change

in fmanctal

leverage:

in tax liabilities

(2) Change m relative priority
of outstanding
(3) Change
transfer

claims

in incentives
wealth

to

shares

(7) Change m exptration date of
conversion privileges:
“The value of the called convertible
stock price.

debt will be affected by the change

in the calling

firm’s

Miller
(1977) shows
that when differential
personal
tax rates
are
incorporated
into a model where markets are perfect, corporate income taxes
exist, firms’ marginal
tax rates are equal, and interest payments
are tax
deductible, the choice of leverage ratio does not necessarily affect the firm’s
value. Miller argues that firms have an incentive
to supply those claims
valued at a premium due to their tax implications;
therefore, opportunities
to
increase firm value by changing capital structure cannot exist in equilibrium.
That is, for any single firm the choice of capital structure does not affect its
value and there is a zero net tax effect on securityholders’
wealth due to a
conversion
of debt. Thus, depending
on whether in equilibrium
personal tax
effects offset the corporate
tax effects of a conversion
of debt into common
stock, the values of the common
stock and straight debt claims either
decrease or remain unchanged
as indicated by row 1 of table 1.
2.1.2.

Effects of changes

A conversion
asset coverage

in the relative priority

of outstanding

claims

of debt into common stock can affect the relative
of any debt claims that remain
outstanding.

standing or
Typically,
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convertible bond issues are subordinated debt claims; therefore, a conversion
of convertible debt exchanges lower priority common stock claims for claims
on the firm’s assets that compete with subordinated debt claims. The call and
conversion of subordinated debt increases the value of debt claims with an
equal or lower priority claim. Furthermore, if the courts do not strictly apply
a principle of absolute priority in the adjudication of bankruptcy cases,
subordinated debt claims potentially compete with senior debt claims. Thus,
the conversion of subordinated
debt claims possibly benefits senior
debtholders.’ If the change in relative priority increases the value of the debt
claims that remain outstanding, the value of the common stock claims falls
ceteris paribus, as indicated by row 2 of table 1.
2.1.3. Effcts of changes in incentives to transfer wealth from debtholders
A conversion of debt into common stock also affects the stockholders’
incentive to transfer wealth from bondholders. The lower the firm’s debtequity ratio, the smaller the wealth transfer to a firm’s stockholders due to
an action that reduces debtholders’ wealth and increases stockholders’
wealth. For example, the benefits to stockholders of increasing the firm’s
variance risk are less, the smaller the ratio of debt to common stock claims6
However, the net effect of the change in incentives on the value of common
stock depends upon the magnitudes of two opposing effects. On one hand, a
decrease in leverage reduces the potential wealth transfers from bondholders
to stockholders. On the other hand, a reduction in potential wealth transfers
from bondholders
to stockholders
reduces stockholders incentives to
undertake investments that reduce firm value. Consequently, the agency costs
of any subsequent financing, costs which are borne by stockholders, are
lower. Both effects increase bondholders’ wealth. Row 3 of Table 1 indicates
that these effects of a decrease in leverage are positive for the value of
straight debt claims and ambiguous for the value of common stock claims.
2.1.4

Bankruptcy cost effects

A decrease in leverage can affect firm value because a decrease in leverage
reduces the expected costs associated with bankruptcy or the avoidance of
impending bankruptcy. Bankruptcy costs consist of the resources and
managerial time devoted to and opportunity costs resulting from negotiating
with outstanding debtholders, recapitalizing the firm, or going through the
bankruptcy and reorganization process. Expected bankruptcy costs increase
sSee Warner (1977a) for a discussion of departures from the principle of absolute priority.
‘An increase in dividend payouts, the issuance of additional debt, and ‘underinvesting’ are
other ways stockholders can effect wealth transfers from bondholders. See Smith and Warner
(1979) for a discussion of these incentives of stockholders.
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with the leverage ratio of the firm, assuming that the probability
of default
increases with the amount
of debt outstanding.
Also, the leverage ratio
determines the magnitude of bankruptcy
costs, if bankruptcy
costs depend on
the amount of debt outstanding.
Row 4 of table 1 indicates that a reduction
in expected
bankruptcy
costs increases
the value of the calling firm’s
securities. However, Warner’s (1977b) evidence implies that these effects are
small.

2.2.

EfSects of a decrease in the amount of conversion privileges outstanding

According to the analysis presented in Mikkelson
(1980), if the firm has
investment
opportunities
that enable the stockholders
to trade off a firm’s
variance risk apd value, a reduction
in the amount of conversion
privileges
(or warrants)
in a levered firm’s capital
structure
can exacerbate
the
stockholders’
incentives to trade off an increase in the firm’s variance risk
and a decrease in the firm’s value in a way that transfers wealth from
debtholders
to common stockholders.
That is, when conversion
privileges, an
option-like
claim that increases in value when firm variance risk increases,
are removed from the capital structure, the value of common stock becomes
more responsive to changes in variance risk. A greater incentive to trade off
a firm’s variance risk and value also implies a reduction
in the firm’s total
value. The fifth row of table 1 indicates that if this incentive problem and
associated
wealth
transfers
are important,
a call and conversion
of
convertible
debt signals
impending
changes
in investment
policy that
decrease the value of straight
debt claims. The net effect on common
stockholders’
wealth is ambiguous.
The net effect depends on the relative
magnitudes
of the reduction
in firm value and the wealth transfers from
debtholders
to common stockholders.
2.3.

Efects of an increase in the number of shares outstanding

A conversion
of convertible
debt and an increase in the number of shares
outstanding
can decrease share price, if the demand for the shares is not
infinitely elastic. The size of a ‘supply effect’ on share prices depends on the
elasticity of demand and the magnitude
of the increase in the number of
shares outstanding.
But it is unlikely
that these effects exist, given that
Scholes (1972) investigation
of secondary
distributions
and Marsh’s (1979)
investigation
of rights offerings of common stock fail to find evidence of a
‘supply effect’ on share prices. Row 6 of table 1 presents the possible effects
of an increase in the number of shares outstanding.
2.4.

Effects of altering a ‘call option on thefirm’

The remaining

source of wealth effects associated

with a call of convertible
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debt is the change in the expiration
date of the conversion
privileges. A call
announcement
reduces the expected
time remaining
to expiration
from
several years to a period between
30 and 60 days. The value of the
conversion
privilege,
which is analogous
to a call option on the firm,
decreases
in value when the expected
time remaining
to expiration
is
shortened. Whenever the price of a convertible
bond exceeds its conversion
value and call price, the call and change in expiration
date transfer wealth
from convertible
bondholders
to common stockholders,
as indicated in row 7
of table 1.

2.5.

Interpretation of observed wealth effects

Since the determinants
of security value changes outlined in table 1 are not
mutually
exclusive, the observed security value changes can represent the
sum of positive and negative effects. For example, a negative security value
change for a particular security class does not imply that the determinants
of
positive value changes for that security class are unimportant.
Positive effects
may be offset by negative effects. Therefore, whether it is possible to identify
or rule out specific effects depends on the particular
security price effects
observed across security classes.
The results are also relevant to the issue of manager-stockholder
conflicts
of interest. If managers act to maximize common stockholders’
wealth, the
net effect of the determinants
of security value changes on the value of
common stock should be positive. A negative effect on the value of common
stock suggests managers,
but not stockholders,
benefit from a call of
convertible
debt. An increase or decrease in the value of straight debt is
consistent with managers acting in the interests of common stockholders.

3.

Data for the time series study of security returns

3.1.

The sample of common stocks

A sample of convertible
debt calls is obtained
from Moody’s Industrial,
Transportation, and Public Utility Manuals. Over the period 1963 through
1978 more than 400 calls of convertible
debt are reported. Three selection
criteria are applied to these observations
to form a subsample
of usable
common stock issues. These criteria are:
(1) the convertible
debt call has an identifiable
announcement
date that is
not coincidental
with some other firm-specific announcement,
(2) the firm’s daily common
stock returns are included in the CRSP data
file,’ and
‘Center

for Research

in Security

Prwes, Umversity

of Chicago.
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(3) the conversion value exceeds the call price of the convertible debt on the
announcement date of the call.
The third sample selection criterion means that conversion is ‘forced’ by the
call and no asset structure change results directly from the call.
The Wall Street Journal Index and cited articles appearing in the Wall
Street Journal are examined to determine the public announcement date for
each call. The date the announcement article appeared in the Wall Street
Journal is designated as the announcement date (day 0). Typically, call
provisions require that the convertible bondholders be notified of a call
between 30 and 60 days prior to the call date. For the calls associated with
the sample of common stock issues, all announcement dates precede the
redemption date by at least 30 days.
A sample of 113 events results from applying the three selection criteria to
the initial sample of more than 400 convertible debt calls.* Table 2 presents
the distribution of announcement dates over the period 1963 through 1978.
Each calendar year is represented by at least one event; however, usable
events are concentrated in the years 1967 through 1968 and 1971 through
1972. The 113 calls in the sample were made by 99 different firms
representing a diversity of industry categories. No single firm in the sample
of common stock issues is represented by more than two convertible debt
calls.
A sample of convertible preferred stock calls is also constructed by
applying the selection criteria used to form the sample of convertible debt
Table 2
Distribution
of announcement
dates of convertible
debt calls for the sample of common
stock issues
(113 events).

‘Among the more
another firm specific
the convertible bond
date is identifiable in

Year

Number of
announcements

Year

Number of
announcements

1963
1964
1965
1966
1961
1968
1969
1970

5
2
1
4
13
17
9
4

1971
1912
1973
1974
1975
1976
1977
1978

12
13
5
2
6
3
5
6

than 287 unusable events, 25 call announcements were coincidental with
announcement and 16 calls were announced when the call price exceeded
price. The majority of events were unusuable because no announcement
the Wall Street Journal or the calling firm is not included in the CRSP Me.
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call events. The sample consists of 57 convertible
preferred calls made by 55
different firms over the period 1963 through 1978. The announcement
date
(day 0) is determined
to be the earliest
date that news of a call
announcement
appeared in the Wall Street Journal.
3.2.

The sample of straight debt issues

A sample of firms with a publicly traded straight debt issue outstanding
at
the time of a convertible debt call announcement
is formed. Capital structure
data of firms calling convertible
debt are examined in Moody’s Industrial,
Transportation, and Public Utility Manuals to identify
publicly
traded
straight debt issues. To be included in the sample, the straight debt issues
must trade frequently
enough
to compute
a weekly return around
the
announcement
date of the call. The other sample criteria are that the calls
have an identifiable
week of announcement
and the announcement
must be
made when the conversion value exceeds the call price of the called debt.
Over the period 1961 through 1978 only 27 publicly traded straight debt
issues associated
with 19 calls of convertible
debt satisfy the sampling
criteria. The sample of 19 events represents the outcome of an investigation
of the capital structures
of more than 400 firms. Events are unusable
in
most cases because the calling firm did not have publicly traded straight debt
outstanding
at the time of the call. With the exceptions of the calendar years
1969 and 1970, each year beginning
with 1965 and ending with 1978 is
represented by at least one event from the sample of 19.9
A series of 26 weekly prices surrounding
the week of announcement
is
collected from trade price quotations
reported in Barrens for each of the 27
straight debt securities and 19 called convertible debt securities. Each weekly
price represents
the last trade price for the week. If no trade takes place
during a week, no price is recorded and no return is computed
for two
successive weeks. From the price data a series of 25 weekly returns centered
around the week of announcement
is formed.”
All returns include accruals
of interest income, but no adjustment
is made for the systematic risk of the
debt securities. The terminal price used to compute the announcement
week
return
is always from a trade that occurs at least one day after the

‘Between the samples of 113 events for the common stock Issues and 19 events for the debt
issues, 14 events are included in both samples. Of the 5 events included in the straight debt
sample but not included in the common stock sample, 3 events are exchlded from the common
stock sample because
an earnings
or dividend
announcement
occurred
nearby
the call
announcement
date and 2 events are excluded because only the week of announcement
rather
than the day of announcement,
is identifiable. The average straight debt returns are computed
mclusive and exclusive of the 3 events with other announcements
nearby the convertible
debt
call announcement.
None of the inferences drawn from the results are affected.
“‘For the 25 week period surroundmg
the announcement
week, the average number of
mlssmg weekly returns 1s 3.4. Returns are computed for all 19 firms in week 0.
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announcement date. For firms with more than one straight debt issue
outstanding, an equally weighted portfolio of straight debt issues is formed to
generate a single weekly straight debt return series per firm.
4.
4.1

Time series of average common stock returns
Common stock returns around the announcements of
convertible debt calls

For the sample of 113 calls of convertible debt, daily common stock
returns are examined around the announcement dates of the calls. For each
event a time series of 121 daily common stock returns centered around the
date of announcement is taken from the CRSP daily return file. The daily
common stock returns are grouped across events according to ‘event time’,
i.e., relative to the call announcement date. An average common stock return
is computed from the sample of 113 events for each day in a 121 trading day
period that begins 60 trading days before the call announcement date.
Because a specific announcement date is identified for each event, the
analysis of average returns focuses on the trading day before (day - 1) and
the day the call announcement is published in the Wall Street Journal (day
0). From published sources it cannot be determined whether day - 1 or day
0 represents the date that news of the call is initially available to the market
while trading is open. If the period of study is extended prior to day - 1, the
average returns reflect a selection bias inherent in the event being examined.
That is, firms typically call a convertible debt issue following a period of
increases in their common stock price. Pre-announcement positive returns
reflect some combination of positive market returns and positive abnormal
returns specific to the firm that are not necessarily associated with the
expectation of an impending call.”
The model of equilibrium returns used in this study is that expected
common stock returns are constant. The measurement of the impact of call
announcements on common stock returns is thus based on daily common
stock returns unadjusted for risk or market movements. Any shifts in
systematic risk are unlikely to be large enough to have a significant impact
on a two day unadjusted announcement period return.
The daily average common stock returns of firms calling convertible debt
are presented in table 3 and fig. 1. Column 1 indicates the ‘event day’ relative
“Focusing
the analysis on a two day announcement
period requires the assumption
that
securtty
prices quickly
and accurately
reflect information
that- is conveyed
by a call
announcement.
Dann (1980) and Masulis (1980) also study securityholder
wealth effects of
announcements
of capital structure
changes and find that the abnormal
security returns are
confined to a two day announcement
period. Their findings are consistent with capital market
efficiency.
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Fig. 1. Plot of average daily common stock returns for a 121 day period around the
announcements
of convertible
debt calls (113 events). The horizontal
lines at 0.50% and
-0.50%
are drawn to aid visual interpretation
of the results rather than represent a confidence
Interval around zero.
to

day 0 and column
2 contains
the average unadjusted
common
stock
returns. The most important
result is the two day announcement
period
average common stock returns (days - 1 and 0) of -2.13 %, which is the
largest two day return in absolute value over the 121 trading day period.
While the average day - 1 return of -0.91%
and day 0 return of - 1.22 %
are not strikingly large numbers, they are large relative to the surrounding
average daily returns. The small average market portfolio returns listed in
column 4 indicate that the average announcement
period returns cannot be
explained by general stock market movements.”
Column 5 does not uncover
any dramatic
change in the cross-sectional
standard
deviation
of the 113
unadjusted
common stock returns around event days - 1 and 0.
The statistical
significance
of the day - 1 and day 0 average common
stock returns is formally tested using a standard
f-test. The test, given by
expression
(l), examines
the difference between the announcement
period
average daily returns (AR_, and AR,) and the mean of N average daily
returns from outside the announcement
period, i.e., a mean control period
average daily return (m,).
The 50 average daily returns from event days
+ 11 through
+ 60 (column 2 of table 3) are averaged to compute AR,. The
average daily returns from days + 11 to + 60 are also used to compute the
estimate of the standard
deviation
(s^) of the average daily common
stock

‘*The ‘average daily market return’ is an average of the returns to an equally weighted
portfolio
of all NYSE stocks on the calendar
days that correspond
to the returns used to
compute the average dally raw return (column 2) of the sample of 113 common stocks.
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Table 3
Unadjusted
common
stock returns
over a 121 day period around
the
announcement
of convertible debt calls that force conversion (113 events).

(1)

(2)

Event
day’

Average
daily
return (“‘#

-60
-50
-40

0.53
0.58
-0.12

0.53
3.68
6.68

0.08
0.06
0.08

2.31
2.64
2.10

-30
-29
-28
-27
-26
-25
-24
-23
-22
-21
-20
- 19
-18
- 17
-16
-15
-14
-13
-12
-11
-10
-9
-8
-7
-6
-5
-4
-3
-2

0.05
0.27
0.10
0.42
0.42
0.26
- 0.03
0.44
0.12
-0.06
0.51
0.85
0.60
0.46
0.19
0.32
0.19
0.67
0.40
0.33
0.42
0.33
0.24
-0.06
-0.12
0.23
0.29
0.00
-0.10

9.98
10.25
10.35
10.77
11.19
11.45
11.42
11.86
11.98
11.92
12.43
13.28
13.88
14.34
14.53
14.85
15.04
15.71
16.11
16.44
16.86
17.19
17.43
17.37
17.25
17.48
17.77
17.77
17.67

0.05
0.16
0.00
0.05
0.12
0.06
0.05
0.05
0.10
0.08
0.05
0.15
0.12
- 0.02
0.19
0.20
0.13
0.10
0.09
0.13
0.14
0.18
0.13
0.07
0.06
0.01
-0.04
-0.01
0.01

2.16
2.48
2.16
2.87
2.55
2.63
1.93
2.37
2.60
2.68
3.16
3.95
2.62
2.48
2.28
2.13
2.42
2.35
2.14
2.25
2.69
2.45
2.17
2.29
2.15
2.56
2.36
2.25
2.38

-1
0

-0.91
- 1.22

16.76
15.54

-0.04
-0.02

3.19
2.66

1
2
3
4
5
6
7
8
9
10
11
12
13

-0.23
-0.19
0.02
-0.18
0.00
0.12
0.15
0.13
-0.23
-0.32
0.16
0.14
0.12

15.31
15.12
15.14
14.96
14.96
15.08
15.23
15.36
15.13
14.81
14.97
15.1 I
15.23

-0.04
-0.02
0.04
0.04
0.10
0.03
-0.02
-0.08
- 0.06
-0.03
-0.05
-0.04
- 0.03

2.46
2.55
2.34
2.19
2.35
2.34
2.64
2.40
2.30
2.72
1.82
2.37
2.05

(3)
Cumulative
average daily
return ( I’:,)

(4)
Average
daily market
return (%)

(5)
Cross-sectional
standard deviation
of returns ( yJd
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Table 3 (continued)

(1)
Event
da9

(2)
Average
daily
return ( %)b

(4)
Average
daily market
return (%)

(3)
Cumulative
average daily
return (%)

(5)
Cross-sectional
standard deviation
of returns ( %)d

14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30

0.08
0.14
0.28
0.00
0.33
0.52
0.26
0.30
-0.18
-0.48
-0.40
0.49
-0.03
-0.34
0.06
0.10
0.06

15.31
15.45
15.73
15.73
16.06
16.58
16.84
17.14
16.96
16.48
16.08
16.57
16.54
16.20
16.26
16.36
16.42

0.02
0.00
0.02
- 0.04
-0.01
0.17
0.09
0.01
-0.07
- 0.03
-0.04
0.00
0.00
0.01
0.04
-0.06
0.04

2.09
2.40
2.71
2.58
2.21
2.75
1.99
2.17
2.07
2.44
1.94
2.34
2.15
2.46
2.47
2.84
2.71

40
50
60

0.14
0.26
0.06

17.00
17.18
17.53

0.03
0.10
0.12

2.50
2.83
2.20

“Trading
day relative to the date (day 0) of the initial published
announcement
of a call in the KM Street Journal.
bEqually weighted average of the common stock returns unadjusted
for
risk or market movements.
‘Average of the returns of an equally weighted portfolio of all NYSE
stocks on the calendar days that correspond
to the returns used to compute
the average daily returns in column 2.
dCross-sectional
standard
deviation
of the returns used to compute the
average dally returns in column 2.

returns,’ ’

(AR,-KR,)
fd = (&,/izpj
The test assumes that
average returns equals

d= l,O.
’

the standard
the standard

deviation
deviation

of the announcement period
of average returns from day

r3Theperiod fromday + 1 through + lOisexcluded
to avoid any announcement
effects that may be
reflected in returns nearby the announcement
date. The period from day -60 through
-2 is
excluded because of the selection bias that the call announcements
follow a period of positive
returns. The statistical Inferences are unaffected, however, by the particular
subperiod
of days
chosen to estimate the mean and standard
deviation
of average returns. The adjustment
of
multiplying the sample standard deviation (4 by ,/m)
recognizes that (1) is the t-statistic of
a predicted return.
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+ 11 through
+ 60. This appears to be a reasonable
assumption
since the
cross-sectional
standard
deviation
for days - 1 and 0 (see column 5) are
similar in magnitude
to those of the surrounding
event days. Given that the
mean control period average return (BJ
equals + 0.054 %, s^equals 0.269 %,
and N equals 50, the r-values are -3.54
for event day - 1 (Ax_,)
and
-4.68 for event day 0 (4,).
The hypotheses that the day - 1 and day 0
averagk ‘returns equal AR, can be rejected at the 1 ‘A level of significance,
even though the total two day return is only -2.1 %.I4
The distribution
of the 113 two day announcement
period
returns
presented
in table 4 indicates
that the statistically
significant
average
announcement
period return cannot be attributed
to a few large negative
returns. Among the 113 two day returns, 85 are negative. If for a given firm
the probability
of observing a negative announcement
period return equals
0.5, then the probability
of observing 85 or more negative returns out of a
sample of 113 is less than 0.001.
According
to the effects listed
in table
1, the negative
average
announcement
period common stock return supports the predominance
of a
leverage effect or a ‘supply’ effect or both. The evidence does not support
wealth transfers to common stockholders
that are attributable
to a reduction
in the amount of conversion
privileges outstanding.
Nor does the evidence
suggest a reduction
in expected
bankruptcy
costs. Wealth
transfers
to
common stockholders
and lower bankruptcy
costs imply a positive effect on
stockholders’
wealth. It is important,
however, to keep in mind that the
results represent total wealth effects that may reflect the sum of both positive
and negative effects.
The statistically
significant
common
stock announcement
period returns
are also interesting
because they imply that the calls were not perfectly
anticipated.
Given a long history of experience with convertible
debt calls,
the capital market is unable to predict systematically
firm’s call policies.
Thus, the determination
of call policies appears
not to be completely
understood.
For a smaller sample of convertible
debt calls, section 5.2
presents additional evidence that convertible debt call announcements
convey
new information
to the market.

l4The average residual returns or prediction
errors derived from estimated market models
have been computed
and reported
in Mikkelson
(1980). The day -1 and day 0 average
predictlon errors for the sample of 113 events are -0.867
and - 1.217, respectively. Using the
test procedure
described
for the average returns, the hypothesis
that these predictron
errors
equal zero can be rejected at the 1 y0 level. It is interesting to note that from day -60 through
day -2 the cumulative
average prediction
error is only +3.64x.
The cumulative
average raw
return from day -60 through day -2 is + 17.67 ‘A. Tlus comparison
suggests that most of the
preannouncement
positive average common
stock return over the 59 tradmg day period is
attributable
to market-wide
effects rather than firm specific returns.
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Table 4
of two
day
announcement
period
Distributron
common
stock returns for the sample of converttble
debt calls that force conversion (113 events).
Magnitude
of two day
announcement
perrod
return (R)
5.O%<R
4.0%<Rs
3.0%<Rs

5.0
40

3
2
1

2.0%<Rs
l.O%<Rs
O.O%<Rs

3.0
2.0
10

3
11
8

-l.O%<Rs
-2.O%<Rs
-3.O%<R<

0.0
-1.0
-2.0

9
14
11

-4,O%<Rs
-5 O%<Rs
-6.O%<RS

-3.0
-4.0
-5.0

21
15
1

-7.O%<Rj
-8.O%<Rs
-9.O%<R5

-6.0
-70
-8.0

-lO.O%<Rs
Ri
“R is
returns
earliest
debt call

4.2

Common

Number
returns

of observed

-9.0
- 10.0

the sum of the unadjusted
common
stock
for the day precedmg
and the day of the
published
announcement
of the converttble
m the Wall Street Journal.

stock returns around the announcements

convertible

preferred

of

stock calls

Calls of convertible preferred stock and convertible debt are similar in that
both events result in’ a conversion
of fixed claims on a firm’s cash flows into
common stock claims and an increase in the number of shares of common
stock outstanding.
The principal
difference between a convertible
preferred
stock call and a convertible
debt call is that the latter event is associated
with a decrease in the amount of debt claims outstanding,
and therefore with
greater changes in corporate
tax liabilities, relative priorities of outstanding
claims on the firm, and expected bankruptcy
costs.r5 Thus, a comparison
between the average announcement
period common stock returns for these

15No differences between the announcement
preferred stock calls are found.
JFE-

B

processes

for converttble

debt

and converttble
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Table 5
Unadjusted common stock returns over a 121 day period around the
announcements of convertible preferred stock calls that force conversion (57 events).
(1)
Event
day’

(2)
Average
daily
return ( %)b

(3)
Cumulative
average-daily
return (%)

(4)
Average
daily market
return ( %)

(5)
Cross-sectional
standard deviation
of returns ( %)d

-60
-50
-40

-0.27
0.87
0.45

-0.27
3.31
7.79

-0.01
0.13
-0.08

1.97
2.68
1.79

-30
-29
-28
-27
-26
-25
-24
-23
-22
-21
-20
-19
-18
-17
-16
-15
-14
-13
-12
-11
-10
-9
-8
-7
-6
- 5
-4
-3
-2

0.58
-0.38
0.41
0.37
0.70
-.012
0.29
0.68
0.47
0.28
0.08
0.08
0.22
0.64
0.38
0.85
0.47
0.21
0.21
0.76
0.61
-0.19
0.44
-0.47
-0.11
0.10
0.06
0.11
0.29

10.57
10.19
10.60
10.97
11.67
11.55
1 t.84
12.52
12.99
13.27
13.35
13.43
13.65
14.29
14.67
15.52
15.99
16.20
16.41
17.17
17.78
17.59
18.03
17.56
17.45
17.55
17.61
17.72
18.01

0.19
0.12
0.07
0.22
0.13
0.18
0.05
0.26
0.14
0.04
0.19
-0.04
0.00
0.04
0.07
0.12
0.18
0.23
0.14
0.18
0.01
0.05
0.06
-0.02
0.06
0.08
0.03
- 0.05
0.04

2.30
1.94
1.84
1.69
2.88
2.06
1.72
2.32
2.36
2.29
2.18
2.94
2.60
2.14
2.04
3.15
2.05
2.01
1.97
1.60
1.96
1.67
1.74
2.38
2.11
2.45
2.25
2.21
2.67

-

-007
-033

17.98
17.65

0.17
-0.08

3.67
2.39

0.05
003
0.00
0.64
0.06
0.40
-0.25
- 0.05
0.19
-0.01
0.30
-0.12
0.20

17.70
17.73
17.73
18.37
18.43
18.83
18.58
18.53
18.72
18.71
19.01
18.89
19.09

0.05
0.03
0.08
0.06
0.08
- 0.05
-0.05
0.12
0.13
0.10
- 0.07
-0.10
- 0.06

2.36
1.91
2.43
3.16
2.33
2.83
1.75
2.35
1.91
2.17
2.07
2.05
1.73

1
0
1
2
3
4
5
6
7
8
9
10
11
12
13
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Table 5 (continued)

(1)

(2)
(3)
Average
Cumulative
daily
average daily
return ( “,‘,T return ( ‘!c,)

Event
day”

(4)
Average
daily market
return ( 7”)

- 0.03

(5)
Cross-sectional
standard deviation
of returns ( “/,)d

14
15
16
17
18
19
20
21
22
23
24
25
26
21
28
29
30

0.24
-0.01
0.01
-0.66
0.20
-0.24
0.00
0.36
0.30
-080
0.07
-0.61
0.45
0.26
0.27
-0.39

I Y.25
19.49
19.48
19.49
18.83
19.03
18.79
18.79
19.15
19.45
18.65
18.72
18.11
18.56
18 82
19.09
18.70

0.06
-0.12
- 0.08
-0.23
-0.04
-0.02
-0.10
-0.06
-0.12
-0.20
-0.06
-0.27
0.05
0.09
0.17
0.03

1.Y6
2.42
2.04
2.37
2.45
2.80
2.09
2.65
2.20
2.31
2.91
2.43
1.97
2.56
2.17
2.97
2.09

40
50
60

- 0.03
-0.14
0 19

18.24
19.89
21 33

0.03
0 07
0.00

1.95
1.87
2.41

().I6

“Tradmg

day relative

to the date (day 0) ol’ ~hc IWII.I~ puhl~~hcd

.11111o11IlcL’lnL’I11

of a call in the WI// Street Journul.
bEqually welghted average of the common btock return:, unadjusted
for risk or
market movements
‘Average of the returns of an equally welghted portfolio of all NYSE stocks on
the calendar
days that correspond
to the returns used to compute the average
dally returns in column 2.
%Zross-sectional
standard deviation of the returns used to compute the average
daily returns in column 2.

two events

potentially

and

dw

cfl’cct:,

provide\

to changed

cwdence

111l’lnancral

on the

importance

of ;I supply

effect

leverage.

Using the same methodology
as used for the convertible
debt calls, daily
common stock returns are examined around the announcement
dates of the
sample of 57 calls of convertible
preferred stock. Table 5 presents the average
daily common stock returns for the 121 trading day period surrounding
the
date of the published call announcement
(day 0). Column 2 indicates that the
day - 1 and day 0 average common stock returns are - 0.03 I’(, and - 0.33 %,
respectively,
or an average
two day announcement
period
return
of
~ 0 36 “,,. Using the t-test given by (l), the hypotheses
that the average
~IIlIl~~lIIlccIllcIlt pet ~cd
rctllrns
equal the mean average daily return
of
t 0.05 (‘(, from da\\
+ I I to + 60 cannot be rejected at the 10 ‘S,, level of
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significance. I6 Only 35 (or 61%) of the 57 two day announcement
period
returns are negative.
A finding of no statistically
significant impact of the convertible
preferred
stock call announcements
is interesting
when compared with the statistically
significant negative average common stock return associated with the calls of
convertible debt. The two sets of call events are similar in that the hypothesis
that the mean percentage increases in the number of shares outstanding
are
the same for both samples of call events cannot be rejected at the 10% level
of significance. ” If there are no peculiar positive wealth effects associated
with convertible preferred stock calls, a supply effect on share price should be
observed
for both samples of call events. Thus, the difference between
announcement
period average returns of the two events suggests that the
statistically
significant
negative
common
stock returns
associated
with
convertible
debt calls are not the result of an increase in the number
of
shares
outstanding.
Instead,
the
difference
between
the
average
announcement
period returns appears to be explained
by the differences
between the changes in leverage resulting from debt and preferred stock calls.
A corporate
tax effect or a wealth transfer from common
stockholders
to
other classes of securityholders
is supported by these findings.

4.3,

Additional

evidence on the common stock results

To assess the reasonableness
of the corporate tax effect interpretation,
the
magnitudes
of the present
value of the decrease
in interest
expense
deductions
and the market value of the calling firm’s common
stock are
compared.
For each called debt issue the reduction
in annual
interest
expense deductions
is estimated by the product of the total annual coupon
payments of the called issue and 0.48, the marginal tax rate assumed for each
firm. The present value of the reduction
in interest expense deductions
is
estimated as an annuity that ends at the maturity date of the called debt
discounted
by the yield to maturity
of Ba long-term
bonds on the call
announcement
date.” For the sample of 113 convertible debt calls, the mean
16The r-values for the day - 1 and day 0 average returns are -0.26 and - 1.23, respectively.
For the days + 11 through
+ 60, the estimated mean of the average daily returns is + 0 05 ‘;/
and the estimated standard deviation of the average daily returns is 0.305 %.
“For each of the convertible
debt and convertible preferred stock call events the percentage
increase in the number of shares outstandmg
resulting from call and full conversion is computed.
The average percentage increase is 14.5 % for the convertible preferred stock calls and 13.1% for
the convertible debt calls.
IsThis estimate is biased upward because (1) prior to the call announcement
the number of
years the debt is expected to remain outstanding
is probably
less than the number of years
remaining
until maturity
and (2) the reduction
in the amount
of debt outstanding
is not
necessarily a permanent
capital structure
change. The yield to maturity
of Ba bonds is used
because Brigham (1966) finds m his study of convertible
bonds that most Issues were rated Ba
or B. The lowest rating for which Moody’s reports a time series of yields to maturity is Ba.
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ratio of the estimated
present value of the reduction
in interest expense
deductions
to the aggregate market value of the calling firm’s common stock
is -1.9 %. The closeness
of this ratio
and the average
two day
announcement
period return of -2.1 y0 indicates that a corporate tax effect
is a plausible
interpretation
of the common
stock announcement
period
returns associated with convertible
debt calls. But it should be noted that the
-2.1 % return
is an underestimate
of the true wealth
effect if call
announcements
are anticipated
by the capital market. Thus, it appears that
some effect(s) in addition to a corporate tax effect is required to explain the
total announcement
period average return.
Mikkelson
(1980) reports
a cross-sectional
investigation
of the 113
announcement
period common
stock returns. A cross-sectional
regression
model
is specified
that includes
independent
variables
representing
a
corporate tax effect, wealth redistribution
between common stock and debt,
and wealth redistribution
between common stock and preferred stock. For
the full sample of 113 events, the hypothesis that all of the coefficients of the
model jointly equal zero cannot be rejected. However, for the subsample
of
events with negative announcement
period returns, a statistically
significant
relationship
is found between the reduction
in the present value of interest
expense deductions
and the announcement
period returns.”
That is, the
results imply that larger decreases
in interest
expense tax shields are
associated
with larger decreases in stockholder
wealth. Again, evidence is
uncovered
that suggests the interpretation
of a corporate
tax effect is
plausible. No evidence supporting
other wealth effects is uncovered
by the
cross-sectional
study.
A corporate
tax effect interpretation
is troublesome
because the calling
firm can always reissue debt to achieve the optimal capital structure. That is,
it is unclear what incentives
managers
have to adjust the firm’s capital
structure in a way that increases the firm’s taxes and lowers securityholders’
wealth. The fact that in only 38 of 113 instances the calling firm replaced the
called debt within 24 months by an issuance of debt suggests either (1) a
corporate tax effect does not explain the negative common stock effect or (2)
in many cases managers have followed financial structure policies that reduce
stockholders’ wealth.
Another interpretation
of the negative average common stock returns is
that convertible
debt call announcements
convey bad news about the firm’s
prospects.
That is, managers
call debt and force conversion
when they
downwardly
revise their expectations
of the firm’s future cash flows. But the
motivation
for managers
to call convertible
debt and signal bad news is
“When
the sample of events IS divided between positive and negative announcement
period
returns, at the 1 yO level one can reject the hypothesis
that the two sets of coefficients of the
models are equal. This result implies a structural difference between the models that describe the
announcement
period returns of the two subsamples.
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unknown.”
Also, it is unclear why such an effect should
with convertible preferred stock calls.
5.

not be associated

Time series of straight debt returns and firm value changes

This section presents additional
evidence potentially
relevant to explaining
the negative common
stock returns.
The effects of convertible
debt call
announcements
on the values of the firm and straight debt provide evidence
on the importance
of wealth transfers between classes of securityholders.

5.1.

Straight

debt returns around the announcements

of convertible

debt calls

For the sample of 19 events described in section 3.2, the series of straight
debt returns are grouped according
to event time. The second column of
table
6 and fig. 2 present
the average
straight
debt returns.
The
announcement
week straight debt return is +0.73%, which is greater than
the average debt return of +0.21x
for the 24 weeks surrounding
week 0.
The t-value of the difference between the announcement
week return and the
mean of the surrounding
weeks’ average returns is 1.53, which is insignificant
week average return is
at the 10% level.” The small positive announcement

1.50
2
-

1.00

I

Weeks Relative

to the Call

Announcement

Fig. 2. Plot of average
weekly straight
debt return
for a 25 week period
around
the
announcements
of convertible debt calls (19 events) The horizontal
hnes at 0.50% and -0.50%
are drawn to aid visual interpretation
of the results rather than represent a conIidence Interval
around zero.

*‘Ross (1977) presents a model in wtuch managers have an mcentlve to slgnal bad news by
reducing financial leverage.
“The standard deviation of average weekly debt returns estimated from the surroundmg
24
weeks is 0.33%. If only weeks +l through
+12 are used to compute the mean and standard
deviation of weekly debt returns, the t-value for the week 0 average return 1s 1.87 and the null
hypothesis can be rejected at the 10% level. The computation
of the r-value is ldentlcal to the
method reported m section 4.1 for the common stock returns.
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Table 6
Average weekly straight
debt returns
over a 25 week
period around the announcements
of convertible debt calls
that force conversion (19 events).

(1)

(2)

Event
week”

Average straight
debt return (%)”

(3)
Cross-sectional
standard
deviation of
returns (%)

-12
-11
-10
-9
-8
-1
-6
-5
-4
-3
-2
-1

-0.18
0.66
-0.03
0.46
-0.19
0.35
-0.13
0.42
0.42
1.03
0.24
0.22

1.52
0.89
1.16
1.22
1.05
1.15
0.93
0.92
0.83
1.56
1.08
1.30

0.73

1.55

-0.03
-0.21
0.44
0.04
0.75
-0.10
0.46
- 0.27
0.29
0.29
0.03
0.12

1.49
0.81
1.20
1.03
1.00
1.15
1.04
1.07
0.97
1.03
1.00
1.13

0
+1
+2
+3
+4
+5
f6
+7
f8
+9
+10
fll
+12

“Week relative
to the week in ‘which a published
announcement
(week 0) of a call appeared
in the Wall
Street Journal.
bEqually weighted average of the 19 firms’ unadjusted
straight debt returns. Returns Include accruals of interest
Income.
‘Cross-sectlonal
standard
devlatlon
of the unadjusted
returns used to compute the average returns in column 2.

not attributable
to a few extremely large returns; 12 of the 19 announcement
week returns are greater than the mean average return of +0.21 y0 for the
surrounding
24 weeks. The cross-sectional
standard
deviation
of week 0
returns (column 3) does not indicate any dramatic increase in the dispersion
of the sample debt returns during the week of announcement.
The large week
-3
average return
and the generally
positive preannouncement
returns
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reflect either leakage of news about the call announcement
or a selection
bias, if call announcements
follow a period of positive security returns.22
The average unadjusted
weekly straight debt returns reported in column 2
of table 6 do not unambiguously
support any of the effects outlined in table 1.
One interpretation
of the results is that the announcement
week average
return reflects the sum of positive and negative wealth effects. Alternately,
the small value change possibly reflects the low risk level of the debt claims
in the sample. For example, it is unlikely
that any corporate
tax effects
strongly affect the value of low risk debt claims. On the other hand, the use
of weekly return data may not allow for sufliciently powerful tests to identify
a small wealth effect. The small positive straight debt return may reflect a
wealth transfer from common stockholders
to straight debtholders.

5.2.

Called convertible

debt returns and conversion

premiums

A possible explanation
for the absence of a dramatic announcement
week
average straight debt return is that these particular call announcements
were
sufficiently anticipated
by the capital market. There may have been little or
no news associated with this subset of call announcements.
To investigate the
anticipation
of these convertible
debt call announcements,
the weekly
unadjusted
returns of convertible
debt issues are examined around the week
their call is announced.
Table 7 presents the average weekly returns of the 19 called convertible
debt issues grouped according to event time. The first column identifies the
weeks relative to the call announcement
week (week 0), where the 16 week
period
investigated
begins
12 weeks
before
the week
of the call
announcement
and ends 3 weeks after the announcement.
All of the
convertible
bond issues were eliminated
by week +5. The second column
presents the average convertible
debt returns. The important
result is the
week 0 average return of -3.16%,
which at the 5 o/0 level is different from
zero.23 Thirteen of the 19 week 0 convertible
debt returns are negative. An
“Announcement
month
straight
debt
returns
assoctated
wrth convertible
debt
call
announcements
were also studied. The sample conststs of 61 straight debt issues and 37 calls of
convertible
debt. The return to a portfolio
of government
debt Issues having a comparable
maturity length is matched wtth and subtracted
from each of the 61 announcement
month bond
returns. The average ‘excess’ strarght debt return is +O.OS% for the sample of 37 events. The
average announcement
month ‘excess’ strarght debt return is not signiticantly different from zero
at the 10% level; and 24 of 37 announcement
month excess returns are positrve. These results
are consrstent with the average weekly strarght debt returns reported in table 7.
s3Examination
of the individual convertrble
bond returns and the Wall Street Journal Index
failed to uncover an explanatron
for the relatively large average returns for weeks -8, -4, and
+ 1. Using the same procedure
used to compute r-values for the common stock announcement
period returns (section 4.1) the t-value for the difference between the average announcement
week convertible
debt return and zero is -2.24
The standard
deviation
of average weekly
returns is estimated using the 15 weekly average returns that exclude week 0.
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Table 7
Average
weekly
called
convertible
debt returns
and
average
conversion
premiums
over a 15 week period
around the announcements
of convertible
debt calls that
force conversion (19 events).
(1)

(2)

Event
week”

Average
converttble
debt return

-12
-11
- 10
-9
-8
-1
-6
-5
-4
-3
-2
-1

-0.11
0.40
-0.61
0.65
2.05
0.58
0.19
- I 33
3.77
0.90
0.77
0.96

0
+1
-t-2
+3

(%)”

(3)
Average ratto of
conversion premium
to conversion
value ( %)
3.6
3.2
2.1
1.8
3.0
1.8
1.8
1.8
2.0
1.7
11
0.9

-3.16

-0.7

-2.25
0 16
0.83

- 1.4
-0.7
- 1.6

“Week relattve
to the week in whtch a pubhshed
announcement
(week 0) of a call appeared
in the Wall
Street Journal.
‘Equaily weighted average of the 19 firms’ unadjusted
called converttble debt returns. Returns include accruals of
Interest income.
‘Converston
premium IS the prtce of a converttble
bond
minus Its conversion
value. Conversion
value is the
product of the number shares received upon conversion of
a bond and the price of a share of common stock. The
ratios in column 3 are an equally weighted average across
the 19. events.

outcome of 13 or more negative
returns
has a probability
of 0.084 when
positive and negative returns have an equal probability
of occurrence.
The
positive average convertible
debt returns preceding
week 0 are consistent
with the fact that these calls were announced
when the conversion
value
exceeded the call price, which typically follows an increase in convertible
bond price. The negative
announcement
week average convertible
bond
return suggests that the announcement
were not perfectly anticipated.
This
had the effect of shortening
the market’s assessment of the expiration date of
conversion
privileges
and reducing
convertible
bond prices toward
their
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conversion values. The negative announcements period return is consistent
with a wealth transfer from convertible bondholders to common stockholders
as indicated by row 7 of table 1.
Another perspective for examining the market’s anticipation of the call
announcements associated with the straight debt sample is to investigate the
conversion premiums of the called convertible debt issues around the week of
announcement. The conversion premium is defined as the difference between
the market price of the convertible debt and the conversion value of the debt,
a difference that reflects a portion of the value of the call option claim
imbedded in convertible debt. If the market believes that a convertible debt
call is imminent, then the conversion premium should have a value very
close to zero. If the announcement of the convertible debt call conveys new
information to the market, the conversion premium is positive prior to the
announcement and then decreases as a result of the announcement. The
effect of the call is to shorten the time remaining to expiration and reduce
the value of the conversion privileges.
The third column of table 7 presents the time series of the average ratio of
the conversion premiums divided by the conversion values of the called
convertible debt issues for the 16 week period beginning with week - 12. A
gradual decline in the average ratio occurs from week - 12 through week
- 1. The gradual decline reflects some combination of increased anticipation
of an impending call and an effect which is implied by option pricing
mathematics when the value of the security (firm value) underlying an option
(conversion privilege) increases. 24 The largest change between successive
average ratios occurs during the week of announcement (between the end of
week - 1 and the end of week 0). This implies that the convertible debt call
announcements convey news to the market. Furthermore, this interpretation
is supported by the change in the average ratio from a positive to a negative
value during the week of announcement.”
The average called convertible debt returns and conversion premiums
imply that the implications of the capital structure changes for straight debt
claimholders were not fully impounded in security prices prior to the call
announcements. Thus, the small insignificant straight debt returns cannot be
attributed to the market’s perfect anticipation of convertible debt calls.

24As the value of the asset underlying
an option increases, the Option Pricing Model [see
Black and Scholes (1973)] imphes that the option value increases but by successively smaller
amounts. Thus, the ratio of the conversion
premium to conversion
value declines as conversion
value increases.
‘sA negative conversion
premium does not necessarily imply an arbitrage opportunity.
Once
the call has been announced,
a purchaser
of convertible debt must pay the interest accrued to
date, but receive no interest accrual upon conversion
of the debt. Thus, the price of the
convertible debt can be less than the conversion
value, since quoted bond prices do not include
the interest payment to be made by a buyer of called debt.
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value around the announcement of convertible debt calls

The separate investigations
of returns to different classes of securityholders
find negative value changes for the common
stock claims and the called
convertible
debt claims, but a positive value change for the straight debt
claims. Given these different effects, it is of interest to examine whether the
firm’s total value increases
or decreases
with the announcement
of a
convertible debt call.
For each of the 19 firms included in the study of straight debt and called
convertible
debt returns, the aggregate market values of the publicly traded
straight debt, called convertible
debt, and common stock claims are summed
to derive an estimate of firm market value. The weekly changes in the
estimates of firm market value are used to derive firm returns. A series of 16
weekly returns are computed
for each firm beginning
with the 12th week
preceding the announcement
of the convertible debt call.
Table 8 reports the sum of the 19 firm returns for each week relative to the
week of announcement.
The announcement
week (week 0) average return of
the value-weighted
portfolio of the debt and common stock claims of firms
calling convertible
debt is - 1.01%. 26 The sum of the decreases in the total
values of the common stock and called convertible
debt exceeds the positive
value change for straight debt.
However, the estimates of firm value changes possibly contain important
measurement
errors. The estimates of total firm value do not include public
debt issues that trade infrequently,
privately placed debt issues, convertible
debt issues not called, preferred
stock claims, and short-term
liabilities.
Consequently,
too much weight is placed on the common stock returns. The
week 0 firm value returns
are recomputed
including
all preferred stock,
convertible debt, and straight debt issues for which prices are available at the
beginning
and end of week 0. With these additional
claims the week 0
average firm value return is - 1.30 ‘A. If it is assumed that all of the claims
for which price quotes are not available did not change in value during week
0, then the average announcement
week firm value return is - 0.97 %. The
results of alternative
computations
of the week 0 average firm value return
are not dramatically
different
from the results
reported
in table
8.
Measurement
errors do not appear to affect the interpretation
of the firm
value results in table 8.
The average net effect of the convertible
debt calls has been to reduce

26Day -1 and day 0 common stock returns are computed for 17 of the 19 firms; a specific
date of announcement
is not Identifiable
for the two excluded firms. The average two day
announcement
period return is -2.84 ‘A for the sample of 17 firms. The closeness of this return
with the average announcement
period common stock return for the total sample of 113 events
suggests that the sample of 19 events used to compute the firm value changes are representative
of the total sample.
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Table 8
Average
weekly
returns
of a value
weighted
portfolio
of firms’ securities
over a 15 week period
around
the
announcements
of convertible
debt calls
that force conversion (19 events).

(1)

(2)

Event
week’

Average
‘firm value’
return ( %)b

-12
-11
-10
-9
-8
-7
-6
-5
-4
-3
-2
-1

-0.66
-0.10
-0.16
0.12
0.91
0.85
0.81
-0.21
2.88
1.04
1.28
1.19
0

+l
+2
+3

- 1.01
- 1.70
0.70
1.42

‘Week relative to the week in which a
published
announcement
(week 0) of a
call appeared in the Wall Street Journal.
bFor each firm the percentage
change
in the value of a value weighted portfolio
of the firm’s securities
is computed.
Column 2 contains an equally weighted
average of the 19 firms’ percentage
‘firm
value’ changes for each event week.

combined
securityholder
wealth or firm value. Thus, the objective of firm
value maximization
does not appear to motivate call decisions.
The relationship
between the directions of change in the stockholders’ and
debtholders’
wealth at the announcement
of a convertible
debt call is also
examined. Table 9 is a contingency
table of the direction of change in the
value of the common
stock versus the change in the value of the straight
debt during the announcement
week of a call. A chi square statistic of 0.689
implies that the hypothesis
of no relationship
between the changes
in
common stock and debt claims cannot be rejected at the 10% level. Also, the
simple correlation
coefficient between the week 0 common stock and straight
debt returns
of -0.298
is not statistically
significant.
For this sample,
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Table 9
Contingency
table of common stock and straight debt returns
for the week of announcement
of convertible
debt calls that
force conversion (19 events).

Sign of straight
return
Positive
Negative

Sign of common

stock return

Positive

Negative

6
4

I
2

debt

convertible
debt calls do not systematically
jointly
straight debt and common
stock claims. This result
wealth redistribution
hypothesis.

6.

affect the values
does not support

of
a

Summary of the results

This study examines the returns to different classes of securityholders
at
the announcements
of convertible
security calls. Statistically
significant, but
small, negative common
stock returns are found at the announcements
of
convertible
debt calls that force conversion
of debt into common
stock.
Common
stock returns at the announcements
of convertible
preferred stock
calls that force conversion
are not statistically
significant.
A comparison
of
the common stock returns and the characteristics
of the two sets of call events
implies that the negative common stock returns associated with convertible
debt call announcements
are attributable
to a decrease in financial leverage
rather
than to an increase
in the number
of shares outstanding.
A
comparison
of the size of the average announcement
period common stock
return and an estimate of the present value of the average decrease in interest
expense tax shields resulting
from the calls suggests that a corporate
tax
effect is a plausible explanation
for the negative wealth effect associated with
convertible
debt calls. The small positive average straight debt return during
the week of a convertible
debt call announcement
is not statistically
significant, but the size of the average straight debt return is comparable
to
the size of the average common stock announcement
period return. The sign
of the straight debt wealth effect is consistent
with a small wealth transfer
from common
stockholders
to debtholders.
A small decrease in firm value
identified during the week of a convertible
debt announcement
suggests that
call policies
are inconsistent
with firm value
maximization.
Finally,
statistically
significant negative average convertible
debt and common stock
returns that result from a convertible
debt call announcement
imply that the
capital market does not fully anticipate
the timing of calls. The negative
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convertible
debt return
is also consistent
with a wealth transfer
from
convertible bondholders
to common stockholders.
Similar
to Masulis’
(1980) study
of security
price effects at the
announcements
of intrafirm
exchange offers that change financial leverage,
this study suggests the presence of a corporate tax effect. But only tentatively
can it be concluded that a corporate tax effect explains the negative common
stock returns. An interpretation
of a corporate tax effect raises the question
of what motivates a firm’s managers to take an action that reduces common
stockholders’
wealth, and apparently
firm value as well. Furthermore,
the
negative
common
stock returns
may be explained
by an information
signalling
hypothesis.
That is, call announcements
may convey bad news
about the firm. These issues are left open. But even without a complete
explanation
of the wealth effects, it is clear that the announcements
of capital
structure changes affect securityholders’
wealth.
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