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Convertible debt: what is the role of the call provision?:

The use of convertible debt as a hybrid way to finance the company represents a way to control its capital
structure contingent on its future borrowing needs. By writing off debt and issuing new equity upon
conversion, the firm can regain financial flexibility when it needs additional funding for its expansion.
Unfortunately, the optimal conversion policy for debtholders is usually to wait until the maturity of the issue to
decide whether to convert or not. This makes it impossible for the company to control the timing of
conversion, and reduces much of the attractiveness of such investment vehicles. This is the reason why,
historically, many issuers have included a call provision (i.e. the option to call the issue before maturity) in the
convertible package. As already recognized by Ingersoll in the seventies, based on a strict option valuation
approach, the optimal behaviour of the firm is to call the issue as soon as the option to convert becomes
valuable, and the optimal response of the bondholders is to voluntarily convert their claim as a consequence.
Nevertheless, there is ample evidence that the timing of the call does not obey this rule, and in particular that
convertible debt issues appear to be called much later than prescribed by the theory.

For this capstone, briefly explain the mechanics of the callable convertible debt contract before answering the
following question with respect to the relations between convertible debtholders and the company: What are
the potential motivations for issuing convertible debt? What drives the firm's call policy and to what extent is it
consistent with these motivations? How do the stock and bond markets typically react to a call, and how does
this relate to asymmetric information issues? Do you think that, in general, convertibles are called too late?
Answer these questions from a conceptual point of view based on corporate governance theory but also
consider empirical evidence. In addition to the literature listed below, make sure that you review at least 5
additional articles of your own choice. For these, please provide correct references.
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