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* This paper analyzes the valuation effects of and the 
motivation for issuing exchangeable debt - a hybrid form 
of convertible debt. This research is motivated by what 
Miller [6] describes as a "revolution" in financial innova- 
tion that has occurred over the last 20 years. Miller [6] 
regretfully concedes that the major impulses to successful 
financial innovations over the past 20 years have come 
from regulations and taxes. The question which arises, 
however, is whether these innovations are truly break- 

throughs or merely neutral mutations of previously exist- 

ing instruments. Exchangeable debt is one example of a 
financial instrument which made only minor modifications 
to a previously existing instrument- convertible debt 
and was marketed as an instrument which offered unique 
tax advantages. Though it is easy (and probably correct) to 
conclude that tax considerations led to the development of 

exchangeable debentures, the question addressed here is 
whether these tax considerations are a potential source of 
value for issuing firms. 

I have benefitted from the helpful comments of R. Castanias, G. Con- 
stantinides, E. Fama, R. Holthausen, R. Leftwich, W. Mikkelson, A. 
Shleifer, R. Vishny, Franklin Allen (the editor) and three anonymous 
referees. 

Exchangeable debt gives the purchaser the option to 

exchange the debt for stock of a second company, referred 
to throughout this paper as the "convert" firm. For exam- 

ple, in March of 1985, Petrie Stores issued $150 million of 

exchangeable callable debt, due in 2010. The exchange 
feature enabled the purchaser of the debt to exchange each 
$1000 face value of debt for just over 27 shares of Toys 
"R" Us common stock. Petrie Stores owned a minority 
interest in Toys "R" Us and deposited a sufficient number 
of Toys "R" Us common with an escrow agent to guarantee 
the exchange option. Exchangeable debt has been offered 

by firms since the early 1970s and accounted for ten 

percent of equity-linked debt offered by corporations in 
1981 while averaging almost six percent of this market 
from 1981 through 1987 (these estimates exclude six ex- 

changeable debentures offered as Eurobonds). 
The major conclusion of this research is that exchange- 

able debt constitutes a divestment strategy which has no 

unique tax advantages over other divestment strategies 
such as block sales or secondary distributions. Despite the 
fact that investment houses marketed exchangeable debt 
as a means by which corporations could capitalize on 

specific features of the tax code, none of the tax explana- 
48 



EXCHANGEABLE DEBT / BARBER 

tions considered provides a compelling motivation for 

issuing exchangeable debt. The most compelling justifica- 
tion for issuing exchangeable debt is non-tax-related and 
has previously been ignored - namely, the underwriting 
fees and valuation effects associated with exchangeable 
debentures are substantially less than those associated with 

secondary distributions where the investor is left holding 
the convert's stock. 

The first conclusion of this paper is that firms issue 

exchangeable debt conditional on having made a decision 
to divest of an intercorporate holding. Firms, on average, 
divest of a block of stock when there is negative informa- 
tion regarding the future prospects of the firm. The docu- 
mented negative price reactions at the announcement of 

secondary distributions (Mikkelson and Partch [5]), block 
sales (Holthausen, Leftwich and Mayers [3]), and equity 
issues (Asquith and Mullins [ 1 ]) are all consistent with this 
view. Exchangeable debt is an alternative method of di- 

vesting of a block of stock which likewise is used when 
the convert firm's future prospects are not good. For exam- 

ple, IBM disposed of its Intel stock through an exchange- 
able debt issue because of Intel's "gloomy prospects."l 
Similarly, Intermark disposed of a portion of its Anthem 
Electronics common through an exchangeable debt issue 
after several years of poor earnings performance by 
Anthem. These facts are consistent with the view that 

exchangeable debt is essentially a divestment strategy. 
The average abnormal price response of the convert 

firm's stock on the announcement of an exchangeable debt 

offering is -1 % over a two-day event window and reliably 
nonzero with an associated t-statistic of -2.30. This price 
response is less than that documented by Mikkelson and 
Partch [5] of - 1.96% for nonregistered secondary offerings 
and -2.87% for registered secondary offerings. I argue the 

negative price response in the convert's stock is a result of 
information brought to the market regarding the convert's 
stock by the announcement of the exchangeable debt issue 
and is smaller in magnitude than the negative abnormal 

price response observed on the announcement of the sale 
of a block of equity by an informed party because of the 

repurchase guarantee implicit in exchangeable debt. Issu- 

ing firms offer a repurchase guarantee to investors in the 

exchangeable debt issue by guaranteeing to retain the 
convert firm's stock should that stock not appreciate sub- 

sequent to the issue. This is a much different outcome 

Wall Street Journal, February 12. 1986. See Appendix A for a summary 
of quotations from the financial press which are indicative of motivations 
which firms cite when issuing exchangeable debt. 

compared to that of an investor purchasing stock in a 

secondary distribution where the investor is left holding 
the stock. 

The second question this research addresses is why 
exchangeable debt is chosen over alternative divestment 

strategies. Unfortunately, the answer here is not obvious. 
In this paper, I analyze two tax benefits posed by Jones and 
Mason [4] and frequently cited in the financial press (see 
Appendix A) as motivating exchangeable debt issues. 

First, exchangeable debt allows the issuing firm to defer 
the realization of the capital gain on the convert's stock, if 

any, until the conversion feature is exercised. Second, a 
kind of tax arbitrage is available to issuers of exchangeable 
debt. The coupon payments to the bondholders are deduct- 
ible as interest expense while the dividends received on the 
convert's stock receive a corporate dividend tax exclusion. 
Jones and Mason [4] argue that this differing tax treatment 

effectively lowers the coupon paid by the issuing firm on 

exchangeable debt issues. Neither of these tax hypotheses 
receive support from the data. Though particular issues of 

exchangeable debt were arguably motivated by tax consid- 
erations, many of the offerings clearly were not motivated 

by an attempt to capture dividend income on the convert 
stock (eight issues involved convert firms which were 

non-dividend-paying) or to defer the realization of capital 
gains (three issues involved convert stock on which the 

issuing firm would have realized a capital loss). Most 

importantly, though, there is no evidence that the tax 
considerations are a potential source of value for the issu- 

ing firms. Issuing firms, on average, experience no abnor- 
mal price response on the announcement of exchangeable 
debt issues. 

Finally, I document that the underwriting costs of ex- 

changeable offerings are less than those of secondary 
offerings making it a lower cost means of disposing of a 
block of stock. Though this appears to be a reasonable 

justification for using exchangeable debt as a divestment 
alternative, the paucity of exchangeable debt issues sug- 
gests this fact is either not well known or that there are 
other unidentified costs (for example, the negative infor- 
mation revealed by the issue) associated with the issuance 
of exchangeable debt. 

The remainder of this paper is organized as follows. 
Section I contains a summary of the data used. Section II 

analyzes the price response of the convert and issuing 
firms. Section III describes possible motivations for issu- 

ing exchangeable debt. Concluding remarks are made in 
Section IV. 
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Exhibit 1. Exchangeable Debt Offerings 

Issuing Firm 

International Paper 
Baltimore & Ohio Railroad 
Dart Industries 
Dart Industries 
Combined Insur. Co. of America 
Mesa Petroleum 
Textron 
General Cinema Corporation 
Sun Company 
Tridex 
Safeguard Scientifics 
Intermark 
Coming Glass Works 
CIGNA 
General Cinema Corporation 
Intemorth 
Fair Lanes 
Dart Industries 
Prudential Overseas 
General Cinema Corporation 
Signal Companies 
Petrie Stores 
Texas Air 
Newmont Mining Corporation 
Petrie Stores 
Panhandle Eastern 
Tenax 
United Telecommunications 
IBM 
National Distillers & Chem. Corp. 
General Host Corporation 
Bergen Brunswig 
General Dynamics 
Newmont Mining Corporation 
Kaufman & Broad Corporation 
Kinbum Technologies 
General Cinema 

Convert Firm 

C.R. Bard 
CSX Corporation 
3M 
3M 
American International Group 
General American Oil Co. of Texas 
Allied Corporation 
Columbia Pictures 
Becton Dickinson 
Computer Magnetics Corporation 
Safeguard Business Systems 
Anthem Electronics 
Owens Coming Fiberglass 
Paine Webber 
R.J. Reynolds 
Mobil 
Brunswick Corporation 
3M 
American Telephone & Telegraph 
R.J. Reynolds 
Unitrode 
Toys "R" Us 
Continental Airlines 
DuPont 
Toys "R" Us 
National Distillers & Chemical Corp. 
Timken 
SNET 
Intel Corporation 
Cetus Corporation 
The All American Gourmet Company 
Commtron Corporation 
Federal Express Corporation 
DuPont 
Kaufman & Broad Home Corp. 
SHL Systemhouse 
Cadbury Schweppes 

Issue Date 

11/01/71 
6/14/72 
7/14/72 
8/03/72 
1/04/73 
5/21/80 
6/13/80 
9/09/80 
4/10/81 
4/14/81 
6/23/81 
7/31/81 

11/30/82 
11/30/82 
3/29/83 
5/26/83 
5/26/83 

11/07/83 
11/25/83 
1/12/84 
1/12/84 

10/03/84 
2/07/85 
3/05/85 
3/21/85 
5/14/85 
8/22/85 
9/04/85 
3/04/86 
5/15/86 
6/26/86 
7/08/86 
7/29/86 

n/a6 
8/01/86 
5/14/87 
5/27/87 

Percent Stake in ConvertI 

17.4% 
parent2 

0.8% 
0.8% 

n/a 
7.4% 
4.4% 
4.3% 

32.0% 
100.0%3 

5.0%4 
52.0%4 
22.8% 
23.5% 
2.3% 
1.5% 
5.1% 
0.8% 

0.0%5 
2.3% 

22.2% 
25.0% 
84.5% 
2.8% 

24.6% 
10.0% 

parent2 
9.6% 

19.3% 
4.3% 

80.0%4 
100.0%3 

2.1% 
2.8% 

100.0%3 
31.6% 
8.3% 

Notes: 

'Issuing firm's stake in converts was taken from many sources including annual reports, Wall Street Journal articles, Moody's Industrials, and prospectuses. 
The percent stake in the convert represents the stake held by the issuing firm at the announcement of the issue. Prospectuses were used as a primary source 
when possible. 
2The convert firm is the parent of the issuing firm. 
3The convert firm was the subject of a simultaneous equity carve-out by the issuing firm. 
4The convert firm was the subject of a prior equity carve-out by the issuing firm. 
5Shares in the convert firm were purchased in secondary markets around the announcement date to cover the exchange option of the debenture. 
6This was a Eurobond and the issue date was not apparent from the announcement in the Wall Street Journal. 

I. The Sample 
I identified exchangeable debt offerings by reading 

footnotes to convertible bonds identified in Moody's Bond 
Record. The Capital Changes Reporter, Corporate Fi- 
nance Sourcebook, and Registration and Offerings Statis- 
tics (ROS) database (compiled by the Securities and Ex- 

change Commission) were used to identify the issue date 
of the debt securities. To identify the announcement dates 
of the debt offerings, I obtained the filing dates of the 

offerings. This procedure resulted in the identification of 

37 exchangeable debt offerings over the period 1970 

through 1987. Exhibit 1 lists the 37 exchangeable debt 

offerings and the percentage of the convert firm owned by 
the issuing firm, which ranges from no stake in the case of 
a subsidiary issuing debt exchangeable into the common 
stock of a parent to wholly owned in the case of a parent 
issuing debt exchangeable into the common stock of a 

subsidiary. The maturity of the debt ranges from ten to 25 

years, with the majority having 25 years to maturity when 
issued. 
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Exhibit 2. Relation of Convert to Issuer 

Relation of Convert to Issuer 

Target 
Subsidiary 
Parent 

Equity carve-out 

Acquired at announcement 

Other 

Unknown 

Description 

The convert firm was the target of a failed takeover attempt 
The convert firm was a majority owned subsidiary of the issuing firm 

The convert firm was the parent of the issuing firm 

The convert firm was the subject of an equity carve-out of the issuing firm; 
in three cases, the equity carve-out was simultaneous with the exchangeable 

debt offering; in three cases, the equity carve-out preceded the offering 
The issuing firm purchases the convert shares at the announcement of the 
exchangeable debt offering 
The convert shares were acquired through divestitures, asset swaps, and 
other less common transactions 
No documentation of origin of holding 

Unique issuer/convert pairs 32 

Note: These classifications are often a matter of judgment and as such are only intended to provide an overview of the relation of convert to issuing firms. 

Appendix B contains a detailed outline of the relation of convert to issuing firms. 

The 37 exchangeable debt offerings constitute 32 

unique issuer/convert pairs. Exhibit 2 summarizes the 

major means of acquisition for the 32 unique issuer/con- 
vert pairs. The means by which the issuing firms acquired 
the convert firms are quite varied. Appendix B contains 
detailed descriptions of the means of acquisition for each 
of the issuer/convert pairs. The most common relation 
between the issuing and convert firms is that the convert 
firm was the subject of an attempted takeover by the 

issuing firm. This indicates that, at some point, the issuing 
firm viewed the convert firm as undervalued (possibly 
conditional on a change in management). The second most 
common relation between the issuing and convert firms is 
one in which the convert firm was the subject of an equity 
carve-out2 by the issuing firm. 

I obtained stock returns for the issuing and convert firms 
from the daily stock files compiled by the Center for 
Research in Security Prices (CRSP). Of the 30 issuing 
firms (representing 37 observations), returns data are avail- 
able for 25 firms (representing 31 observations). Six issu- 

ing firm observations are not used in this analysis: three 
due to the lack of publicly traded common stock, one due 
to poor documentation of the announcement date, and two 
due to the absence of returns data around the announce- 
ment date. Of the 32 convert firms (representing 37 obser- 
vations), returns data are available for 27 firms (represent- 
ing 30 observations). Seven convert firm observations are 
not used in this analysis: one due to poor documentation 

2An equity carve-out occurs when a firm offers a portion of a wholly 
owned subsidiary's common stock for sale to the public. 

of the announcement date and six due to the absence of 
returs data around the announcement date. 

Of the 37 exchangeable debt offerings, 16 were out- 

standing as of December 31, 1988;3 21 had been called or 
otherwise retired. Six of the exchangeable debentures were 
offered as Eurobonds.4 

Descriptive statistics for various characteristics of the 
37 exchangeable debentures are provided in Exhibit 3. On 

average, the percentage of the convert's common stock 
owned by the issuing firm is 22% and represents 18% of 
the market value of the issuing firm. There is no clear 
relation between the size of the issuing firm and the size 
of the convert firm, and, while the majority of the conver- 
sion premiums5 lie in the 20 to 30% range, they range as 
high as 130% and as low as five percent. 

II. The Valuation Effects of Issuing 
Exchangeable Debt 

In this section, I consider the valuation effects of issuing 
exchangeable debt to the convert and issuing firm. In the 

3The Tenax debenture exchangeable into the common stock of Timken 
was subsequently called in July 1989. 

4Both Newmont issues, the General Cinema issue convertible into 
Cadbury Schweppes, the latest Dart issue, and the IBM and Prudential 
offerings were all Eurobonds. 

5Defined as price per share specified in the exchange option divided by 
the price of the convert stock at the announcement date. For example, the 
Petrie Stores issue provided investors with the opportunity to exchange 
each bond for 27 shares of Toys "R" Us common - a conversion price 
of $36. The price of Toys "R" Us common at announcement of the issue 
was $301/8). Thus, the conversion premium at announcement was 19.5%. 

Total 

9 

2 

6 

7 
6 
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Exhibit 3. Descriptive Statistics for Exchangeable Debt Offerings 

Standard 
Minimum Maximum Median Mean Deviation N6 

Size of offering (millions) 0.1 389.1 85.0 96.4 82.9 35 
Conversion premium (%)' 4.8 130.1 21.0 26.7 21.3 31 
Stake in convert (%)2 0.0 100.0 8.3 22.1 30.4 37 
Market value of issuer equity (millions)3 22.0 91,995.0 1,009.1 4,264.7 16,066.9 31 
Market value of convert equity (millions)3 31.6 58,040.6 1,130.1 4,619.8 10,365.6 33 
Market value of issuer's stake in convert (millions)4 7.0 636.0 92.3 169.4 182.8 31 
Market value of issuer's stake in convert 

as a percentage of market value of issuer (%)5 0.7 89.7 6.6 18.1 22.5 31 

Notes: 
'The conversion premium is defined as price per share specified in the exchange option divided by the price of the convert stock at the announcement 
date (see footnote 5). 
2The stake in the convert represents the percentage of the convert's common stock outstanding owned by the issuing firm. 
3Market value of equity is the number of common shares outstanding times the stock price at the announcement of the issue. 
4Shares of convert held by issuer times the convert's stock price at announcement of the issue. 
5Market value of issuer's stake in convert divided by the estimated market value of the issuer's assets which is estimated as the market value of equity 
plus the book value of long-term debt at the announcement of the issue. 
6The number of firms out of the sample of 37 for which this data were available. 

next section, I analyze how the valuation effects docu- 
mented here relate to the various hypotheses posed to 

explain the existence of exchangeable debt. The major 
conclusions of this section are: 

(i) The convert firms experience, on average, a -1.0% 
abnormal price response on the announcement of 
an exchangeable debt issue. 

(ii) The average abnormal price response of the issuing 
firm's common stock is not reliably different from 
zero at the announcement of the issue. 

(iii) The price response of the issuing firm at the an- 
nouncement of an exchangeable debt issue is pos- 
itively correlated with the price response of the 
convert firm's price response at announcement of 
the issue. 

A. Event Study Methodology 
The market model6 is used to estimate abnormal returns 

(ARit) and cumulative abnormal returns (CARit). The an- 
nouncement day is defined as the earlier of the SEC filing 
date or the day preceding the Wall Street Journal publica- 
tion date for each exchangeable debt issue. The parameter 
estimation period begins 51 days after the announcement 

day and ends 250 days after. The event window comprises 
the 101 days centered around the announcement day. Test 

6For the NASDAQ stocks, the value-weighted NASDAQ market return 
is used. For NYSE/AMEX stocks, the value-weighted NYSE/AMEX 
market return is used. 

statistics are estimated using the cross-sectional standard 
deviation of the abnormal return for each day. 

B. Results 
Exchangeable debt is a divestment strategy with a po- 

tentially informed investor (the issuer) disposing of a block 
of stock (the convert firm). For example, IBM was a major 
purchaser of Intel's products at the time of IBM's ex- 

changeable debt issue, three of the issuers were parent 
companies and several of the issuers were prospective 
bidders in acquisition attempts. Accordingly, the abnormal 

price response of the convert firm at the announcement of 
the exchangeable debt issue should be negative and similar 
to other documented abnormal price responses at the an- 
nouncement of the sale of a block of stock by an informed 

party. The financial press is replete with anecdotal evi- 
dence concerning the negative implications of an ex- 

changeable debt issue about the future prospects of the 
convert firm (see Appendix A). 

Data constraints result in 27 convert firms providing 30 
observations and 25 issuing firms providing 31 observa- 
tions. Exhibit 4 contains the average abnormal return for 
event day t, ARt, and the cumulative average abnormal 
return within the event window through event day r, 
CART, the associated t-statistics, and the percentage of 
abnormal returns greater than zero around the announce- 
ment day. I discuss the results for the convert firms and 
issuing firms in turn. 

Around the announcement day, the cross-sectional 
average abnormal return for the convert firms, ARt, is 
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Exhibit 4. Event Study Results Around Announcement of Exchangeable Debt Issue;1 Average Prediction Errors and 
Cumulative Average Prediction Errors2 for 30 Convert Firms and 31 Issuing Firms 

Convert Firms Issuing Firms 

ARt CART 

-0.00842 
-0.00526 
0.00447 
0.00104 

-0.00032 
0.00166 
0.00185 
0.00105 

-0.00019 
-0.00564 
0.00076 
0.00145 

-0.00102 
-0.00126 
-0.00642 
-0.00457 
-0.00072 
-0.00285 
-0.00009 
-0.00134 
-0.00006 
0.00924 
0.00285 

-0.00544 
0.00453 

-0.00002 
-0.00266 
-0.00049 
-0.00496 

-0.00842 
-0.01574 
-0.00348 
0.00135 
0.01367 
0.01533 
0.01718 
0.01823 
0.01803 
0.01239 
0.01315 
0.01460 
0.01358 
0.01232 
0.00590 
0.00133 
0.00060 

-0.00224 
-0.00234 
-0.00367 
-0.00373 
0.00551 
0.00836 
0.00292 
0.00746 
0.00879 

-0.00390 
-0.02498 
-0.02953 

t(ARt) 

-2.90 
-1.66 
1.13 
0.29 

-0.07 
0.46 
0.69 
0.27 

-0.08 
-1.46 
0.28 
0.25 

-0.32 
-0.34 
-2.03 
-1.30 
-0.26 
-0.82 
-0.03 
-0.58 
-0.02 
2.87 
0.59 

-1.91 
1.05 

-0.01 
-0.92 
-0.18 
-1.59 

26.7 
26.7 
53.3 
33.3 
56.7 
53.3 
46.7 
46.7 
36.7 
30.0 
46.7 
33.3 
40.0 
40.0 
33.3 
36.7 
56.7 
46.7 
36.7 
60.0 
46.7 
76.7 
50.0 
33.3 
40.0 
36.7 
36.7 
50.0 
33.3 

ARt CART 

-0.00215 
0.00127 

-0.00631 
-0.00347 
0.00053 

-0.00419 
0.00455 
0.00320 
0.00179 
0.00034 

-0.00532 
-0.00421 
-0.00296 
-0.00677 
-0.00113 
-0.00060 
0.00410 

-0.00468 
-0.00252 
0.00057 
0.00476 

-0.00603 
0.00967 

-0.00252 
-0.00216 
-0.00319 
-0.00080 
0.00019 

-0.01400 

-0.00215 
0.00716 
0.00446 
0.01341 
0.00292 

-0.00127 
0.00328 
0.00648 
0.00827 
0.00862 
0.00330 

-0.00091 
-0.00387 
-0.01064 
-0.01177 
-0.01237 
-0.00827 
-0.01295 
-0.01547 
-0.01490 
-0.01014 
-0.01617 
-0.00650 
-0.00902 
-0.01119 
0.00048 

-0.01316 
-0.02105 
-0.04695 

Notes: 
'Announcement dates are defined as file dates. When file dates were unavailable, the day preceding the date the issue was covered in the Wall Street 
Journal was considered the announcement date. 
2Prediction errors were estimated in event time using the market model (see Section IIA). 

ARt represents the mean prediction error across firms on event day t. 

CART represents the cumulative average prediction error from event day t = (-50, T). 

negative from event day t = -2 through day t = 6 and is 

reliably negative on day 0. Moreover, the average ab- 
normal return summed over the announcement event days 
t = (0,1) yields a negative abnormal return of -1.10% 

(t = -2.30) with 73% of the sample firms experiencing 
negative abnormal returns over the two-day window.7 

7The results cited around the announcement of an exchangeable debt 
offering proved insensitive to the choice of estimation period, choice of 
market index (equal vs. value-weighted), and choice of beta estimate 
(OLS vs. Scholes-Williams). A search of the Wall Street Journal Index 
revealed no significant corporate events which might contaminate these 
results. These results are similar to those reported in research indepen- 
dently undertaken by Ghosh, Varma, and Woolridge [2]. 

The most plausible explanation of the negative two-day 
abnormal return for the convert firms on the announcement 
of an exchangeable debt issue is that information is re- 
vealed regarding the relation between the issuing and 
convert firms. The most transparent example is the case of 
a prospective merger. Issuing exchangeable debt is essen- 

tially a divestment strategy and thus would signal that there 
is at least a decreased likelihood of the existence of a 

bidder-target relation between the issuing and convert 
firms. This reduced likelihood in essence reveals not so 
much that the convert firm is overvalued, but, that the 
convert firm is no longer considered undervalued by the 

issuing firm and is thus a less likely target candidate. This 

t(ARt) Event Day 

-50 
-40 
-30 
-20 
-10 

-9 
-8 
-7 
-6 
-5 
-4 
-3 
-2 
- 1 
0 
1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
20 
30 
40 
50 

-0.66 
0.48 

-1.39 
-1.29 
0.19 

-1.05 
1.30 
1.33 
0.43 
0.11 

-1.64 
-1.40 
-0.76 
-2.72 
-0.36 
-0.16 
1.07 

-2.00 
-0.57 
0.22 
1.28 

-2.24 
1.22 

-0.94 
-0.55 
-1.16 
-0.30 
0.05 

-4.16 

45.2 
48.4 
38.7 
45.2 
48.4 
45.2 
51.6 
54.8 
45.2 
51.6 
45.2 
38.7 
25.8 
29.0 
38.7 
51.6 
54.8 
32.3 
45.2 
48.4 
48.4 
48.4 
41.9 
41.9 
45.2 
29.0 
41.9 
54.8 
12.9 
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revelation could account for the observed negative abnor- 
mal price response in the convert's stock. 

This explanation is consistent with the fact that a sig- 
nificant portion of the convert firms were acquired by the 
issuing firms in attempted acquisitions (see Exhibit 2). 
Anecdotal evidence can also be found in the case of 
CIGNA issuing exchangeable debt on its holding in Paine 
Webber. The Wall Street Journal (November 17, 1982) 
reported: 

The [Paine Webber] stock has fallen for the past two 
days [following the announcement of the exchangeable 
debt issue] after running up sharply on rumors of a 
merger with CIGNA. 

Such coverage of an exchangeable debt issue is common 
in the financial press (see Appendix A). 

The abnormal price response of the convert firm's com- 
mon stock at the announcement of an exchangeable debt 
offering is -1.0%. Significantly, this price response is less 
than the -1.96% abnormal price response for nonregistered 
secondary offerings and -2.87% abnormal price response 
for registered secondary offerings documented by Mikkel- 
son and Partch [5]. The less pronounced negative price 
response on the announcement of an exchangeable debt 

offering is consistent with the notion that exchangeable 
debt offers an investor a repurchase guarantee limiting the 
losses of investors to the price of the implicit call option 
(see Appendix C). Unlike secondary offerings or equity 
issues, exchangeable debt offers an investor the guarantee 
of a "floor" should the stock price of the convert firm fall 

subsequent to issue. The guarantee of the floor on losses 
to investors appears to mitigate the information effects of 
the announcement relative to the information effects of 

secondary distributions. A second plausible explanation of 
the smaller price response associated with exchangeable 
debt issues relative to secondary distributions is that an 
issuer of exchangeable debt, although well-informed, may, 
on average, not be as well-informed as the issuers of 

secondary distributions.8 
Around the announcement day, the cross-sectional 

average abnormal returns for the issuing firms, ARt, are 

negative from event day t = -4 through event day t = 1, and 
the average abnormal return on event day t = -I is signifi- 
cant. However, the average abnormal return summed over 

8Mikkelson and Partch [5] document that 37% of the 146 registered 
secondary offerings which they analyze were offered by directors and 
officers of the corporation who are arguably better informed than an 
outside corporation, while 63% of the registered secondary offerings were 
made by individuals, corporations, financial service companies, or trusts. 

announcement event days t = (0, 1) are not reliably differ- 
ent from zero (-0.17%, t = -0.32) with 45% of the issuing 
firms experiencing two-day abnormal returns less than 
zero.9 

An investigation of the cross-sectional variation in the 
issuing firms abnormal returns on announcement suggests 
that much of the variation in these abnormal returns is a 
result of the revaluation of the convert firm's stock. The 
two-day abnormal returns for the issuing firms, AR/ (o 1), 
are regressed on the two-day abnormal returns for the 
convert firms, AR?,) ), weighted by the ratio of the mar- 
ket value of the convert firm's stock held by the issuer to 
the market value of the issuing firm's equity, Si /Ei. Absent 
any other valuation effects, the negative price response in 
the convert firm's stock, on average, would lead to a 

negative price response in the issuing firm's stock. The 
results of the regression estimation were (t-statistics in 
parentheses): 

AR. ((, 1)= -0.0019 + 1.88 (AR, ((,.) + ?i. 
(-0.09) (2.90) Ei 

(I) 

The R2 of the regression was 24.5%. The intercept of 
the regression is not significantly different from zero. The 

slope coefficient of the regression is significantly positive, 
indicating much of the cross-sectional variation in the 

issuing firms' price response is attributable to the revalua- 
tion of the convert firms' equity. 

III. Motivations for Issuing 
Exchangeable Debt 

In this section, I describe several hypotheses put forth 
to explain the existence of exchangeable debt. First, I 
consider two tax hypotheses, often mentioned in the finan- 
cial press, to explain the existence of exchangeable debt, 
the deferral of capital gains income and the capturing of 
dividend income. Neither of the tax hypotheses is strongly 
supported by the data presented here nor do either of the 
tax hypotheses require the issuance of exchangeable debt. 
That is, there are alternatives to issuing exchangeable debt 
which would capture the same tax advantages. Second, I 

9Schipper and Smith [71 document positive abnormal gains to parent 
firms at the announcement of equity carve-outs. The three firms (Tridex. 
Bergen Brunswig, and Kaufinan & Broad), which simultaneously issued 

exchangeable debt and performed an equity carve-out of the convert firm, 
were eliminated from the sample to circumvent the possibility ot a 

contaminating event. The average two-day abnormal returns around the 
announcement date for the remaining 28 issuing firms are also insignili- 
cantly different from zero at conventional significance levels. 
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consider the non-tax motivations for issuing exchangeable 
debt - specifically, the underwriting costs and valuation 
effects associated with an exchangeable debt issue. Ulti- 

mately, I conclude that exchangeable debt is not suffi- 

ciently attractive relative to the alternatives (secondary 
offerings, block sales, etc.) to make it a more common 
divestment strategy. Exchangeable debt is a classic exam- 

ple of a "neutral mutation" - a financial innovation likely 
born from tax considerations without real economic bene- 
fits. 

A. Tax Motivations for Issuing 
Exchangeable Debt 

The financial press cites two tax features of exchange- 
able debt as motivating its issuance. First, the issuing firm 
collects the tax-preferred dividend income on the convert 
firm's stock (if any). Second, the issuing firm does not 
realize any capital gains on the convert stock until the 
conversion feature of the exchangeable debt is exercised. 
If there is a large accrued capital gain, the deferral of it can 
result in significant tax savings to the issuing firm. De- 

scriptive evidence presented here suggests that these two 
features of exchangeable debt do not provide a significant 
motivation for issuing exchangeable debt. I describe each 
of the two hypotheses and discuss the empirical evidence 

regarding each of the hypotheses. 

1. Dividend Tax Arbitrage 
Jones and Mason [4] argue that exchangeable debt 

provides an opportunity to capitalize on the differing tax 
treatment of interest payments and dividends received. 

Corporations are allowed to deduct interest expense from 
taxable income while receiving an 85% corporate dividend 
tax exclusion as long as the convert's stock was acquired 
prior to October 1984. After this date, the tax laws changed 
and prohibited the use of the 85% corporate dividend tax 
exclusion to be used on securities held as collateral for a 

possible future transaction, such as exchangeable debt.10 
I refer to this motivation for issuing exchangeable debt as 
the "dividend stripping" hypothesis, as corporations are 
attempting to divest a block of stock while retaining the 
rights to dividend income. 

In at least two particular issues of exchangeable debt, 
there is specific evidence that the dividend yield of the 
convert's stock was a motivating factor in the issue. In the 

1 Dividends received by American corporations on foreign stock holdings 
are taxed as foreign source income on which a foreign tax credit could be 
claimed. 

case of Prudential Overseas issuing debt convertible into 
the stock of AT&T, Prudential entered the secondary mar- 
ket to purchase the AT&T shares (this is the only docu- 
mented example of a firm purchasing shares at the time of 
an exchangeable debt issue). According to the Institutional 
Investor, February 1984: 

What makes the [exchangeable debt] deal work, from 
Pru's standpoint, is that the company will collect the 
AT&T dividends for as long as it owns the stock .... 
[T]he fact that the equity feature lowered Pru's interest 
cost on the deal by some 125 basis points, made the 
deal decidedly attractive. 

In the case of General Cinema's issue convertible into 
R.J. Reynolds, General Cinema justified the issue in their 
annual reports because of the "... substantial dividends 

paid by R.J. Reynolds." 
However, the "dividend stripping" hypothesis does not 

hold up to closer scrutiny. The hypothesis does not justify 
the bundling of debt with a call option on the stock. 
Corporations could accomplish the same stripping strategy 
by issuing debt to purchase stock without bundling the debt 
and a call option on the stock. 

Furthermore, the empirical evidence does not support 
the dividend stripping hypothesis. For example, 

* The dividend yield on the convert firms is not sub- 
stantially different from that of the median 
NYSE/AMEX firm. In fact, eight of the convert 
firms were non-dividend-paying. 

* The valuation effects to issuing firms on announce- 
ment of the exchangeable debt issue is unrelated to 
estimates of the tax-preferred dividend income issu- 
ing firms would receive on the convert firm.11 

2. Deferring the Realization of Capital Gains 
The second central tax feature of exchangeable debt is 

that it enables the issuer to effectively sell the stock (recall 
exchangeable debt is essentially a divestment strategy) 
without realizing the capital gains from the sale until the 
conversion feature of the debt is exercised - the "capital 
gains deferral" hypothesis. This method of deferral might 
dominate holding the stock for later sale in that it allows 
the issuer to procure a portion of the proceeds through the 

1 Previous drafts of this paper presented evidence from cross-sectional 
regressions of the issuing firm's abnormal returns on the convert firm's 
abnormal returns, estimates of the tax benefits of the dividend tax 
exclusion and capital gains deferral. While the convert firm's abnormal 
returns remain important in explaining the issuing firm's abnormal re- 
turns, neither of the coefficient estimates on the tax variables were 
reliably different from zero at conventional significance levels. 
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sale of the call option implicit in exchangeable debt (see 
Appendix C). The financial press cited the deferral of 
accrued capital gains as a specific motivation for issuing 
exchangeable debt in the General Cinema issue (ex- 
changeable for Columbia Pictures), and the Prudential, 
Intemorth and Newmont Mining issues (see Appendix A). 

The benefit of this feature of exchangeable debt to the 

issuing firm is the difference between the value of the 

capital gains tax which would have been realized if the 
convert's stock had been sold at the issue of the exchange- 
able debt less the present value of the capital gains tax 
which will be realized on the convert's stock. When the 
conversion feature of exchangeable debt is exercised, the 

issuing firm realizes a capital gain (loss) on the difference 
between the book value of the stock (generally the acqui- 
sition cost or, in the case of a subsidiary, the initial invest- 
ment of the parent plus accrued equity) and the conversion 

price of the stock. The market value of the stock is irrele- 
vant to the issuing firm for tax purposes. Since exchange- 
able debt almost always offers a conversion feature which 
is out-of-the-money, the deferred capital gains are greater 
than the capital gains which would be realized had the 
stock been sold at the time of the exchangeable debt issue. 
The capital gains deferral hypothesis has two short- 

comings. First, the deferral of capital gains can be accom- 

plished by holding the stock for later sale. Second, the call 

option implicit in the exchangeable debt offering does not 

yield the same dollar value as it would had the stock been 
sold. 

Furthermore, the empirical evidence is also inconsis- 
tent with the capital gains tax hypothesis. For example, 

In at least three cases, exchangeable debt was issued 

by a firm with a capital loss to be realized on the 
convert firm. 

B. Non-Tax Motivations for Issuing 
Exchangeable Debt 

Issuing exchangeable debt is equivalent to selling the 
convert's stock with a repurchase guarantee. That is, if the 
price of the convert's stock does not appreciate sufficiently 
to warrant conversion, the holder of an exchangeable bond 
is left with the rights to interest and principal payments on 
the bond while the issuer is left holding the convert's stock. 
This strategy would make sense if the issuing firm is 
concerned about the potential price effects of selling the 
block on the secondary market. As documented earlier, the 

price response of the convert firm's stock at issue is nega- 
tive, but smaller in magnitude than the price response 
associated with secondary distributions, the likely alterna- 
tive method of disposal. In addition, the cost of issuing 
exchangeable debt is less than the cost of a secondary 
distribution. Mikkelson and Partch [5] document the me- 
dian underwriting costs of a registered secondary offering 
as 4.7% of the offering value in a sample of 146 registered 
offerings. These costs do not include the price effect of 
-2.87% which they document at announcement of the 

offering. The median underwriting costs of the 31 regis- 
tered exchangeable debt offerings are 1.56%, significantly 
less than those associated with a secondary offering. 2 This 
lower cost, in combination with the lower price response 
of the convert firm at issue, makes exchangeable debt less 
costly than a secondary distribution for the disposal of a 
block of stock. This is the best rationale uncovered for 

using exchangeable debt as a means of divesting of an 

intercorporate holding in lieu of the probable alternative 
-a secondary offering. The fact that only 37 exchange- 

able debt offerings have been made suggests that there are 
either unidentified costs which are important or that the 

apparent cost advantage documented here is not well 
known. 

* Four issuers had positive tax loss carry-forwards 
making any tax consideration for issuance implau- 
sible. 

* The valuation effects to issuing firms on announce- 
ment of the exchangeable debt issue are unrelated to 
estimates of the capital gains deferred (see footnote 

11). 

Thus, though the financial press has often cited tax 
motivations for the issuance of exchangeable debt, these 
motivations do not hold up well to empirical and analytical 
investigation. In the next section, I consider non-tax moti- 
vations for issuing exchangeable debt. 

12It is important to consider the difference in the size of the secondary 
distributions studied by Mikkelson and Partch [5] (mean dollar value of 
$31.6 million) and the exchangeable debt offerings studied here (mean 
dollar value of $96.4 million, Exhibit 3). For the exchangeable debt 

offerings, 53% of the variation in underwriting fees can be explained by 
offering size (measured as the log of the dollar value of the offering). 
Using a simple OLS regression model to project the expected under- 
writing fees of a $31.6 million dollar exchangeable debt offering suggests 
that underwriting fees for an offering of this size would be approximately 
2.75% of the offering price. Though higher than the reported average of 
1.56%, this is still considerably less than the median cost of a secondary 
distribution as reported by Mikkelson and Partch. 
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IV. Conclusion 
The evidence cited in this research indicates that firms 

issue exchangeable debt conditional on having decided to 

divest of an intercorporate holding. The anecdotal evi- 
dence in the financial press and the observed abnormal 

price response of -1.0% in the convert firm's stock on 
announcement of an exchangeable debt issue are both 

consistent with this interpretation. The price response of 
the convert firm is less pronounced than the negative price 
response associated with secondary distributions or block 
sales. I argue this is a result of the repurchase guarantee 

implicit in the exchangeable debt offering. The issuing 
firm guarantees it will keep the convert firm's stock should 
its value fall below the value of the straight bond compo- 
nent of the exchangeable offering. 

Exchangeable debt was probably originally conceived 
to capitalize on specific features of the tax code. However, 
these tax motivations do not appear to be potential sources 
of value for firms issuing exchangeable debt. First, there 
is no abnormal price response to the issuing firm on the 

announcement of an exchangeable debt issue. Second, 
there is no evidence that the price response of the issuing 
firms is cross-sectionally related to an estimate of the size 
of the tax benefits associated with issuing exchangeable 
debt. 

A second criticism of the tax hypotheses posed is that 

they do not uniquely motivate exchangeable debt. Accrued 

capital gains taxation can be avoided by delaying the sale 
of the stock. Tax-preferred dividend income can be cap- 
tured by issuing debt to purchase stock. Thus, the tax 

hypotheses posed do not provide a compelling rationale 
for the issuance of exchangeable debt. 

I document that the median underwriting cost of issuing 
exchangeable debt (1.56%) is significantly less than the 
median underwriting cost of a secondary offering (4.7%). 
This is the best rationale for issuing exchangeable debt - 

to divest of a large intercorporate holding in lieu of a 

registered secondary offering - but it begs the question 
of why there have been only 37 exchangeable debt offer- 

ings. Nonetheless, corporations might be prudent to con- 
sider exchangeable debt as a divestment strategy on this 
evidence alone. Aside from this consideration, I conclude 
that exchangeable debentures are a neutral mutation of 

previously existing divestment strategies and represent an 

unconvincing attempt to capitalize on specific character- 
istics of the tax code. 
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Appendix A. Financial Press Quotations 
The following are excerpts from articles regarding the 

issuance of exchangeable debt. The quotes are presented 
to illustrate the motives for issuing exchangeable debt as 
covered by the financial press. 

Regarding overvaluation of convert stock: 

... the plan to back out of the Paine Webber stake in 
no way . . . indicate[s] any dissatisfaction with Paine 
Webber's performance. [Wall Street Journal, Novem- 
ber 17, 1982] 

The [Paine Webber] stock has fallen for the past two 
days [after the announcement of the exchangeable debt 
issue] after running up sharply on rumors of a merger 
possibly with CIGNA. [Wall Street Journal, Novem- 
ber 17, 1982] 

The [exchangeable debt offering] enables CIGNA to 
effectively convert its holdings in Paine Webber into 
cash immediately. [Wall Street Journal, November 16, 
1982] 

The announcement [of the exchangeable debt offering] 
triggered a wave of speculation about the state of the 
alliance between IBM and Intel. . . IBM stressed that 
the two companies continue to have close productive 
relationships in many aspects of their respective busi- 
nesses. [Wall Street Journal, January 28, 1986] 

... as some money managers see it, the [exchangeable 
debt offering] is a red flag. An insider who knows much 
about Intel - IBM - is effectively dumping the stock 
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... They say IBM must be gloomy about the company's 
prospects to make some of its Intel stake available, even 
though many analysts predict big gains in 1986 for 
semiconductor stocks. [Wall Street Journal, February 
12, 1986] 

International Paper Co. said its previously announced 
$60 million of debentures convertible into the C.R. 
Bard, Inc., stock held by International Paper doesn't 
indicate any lack of confidence in Bard's management 
or prospects. [Wall Street Journal, October 12, 1971] 

While no equity-related investment is without risk, 
exchangeables have generally offered the right to ex- 
change for the stock of established companies. [Wall 
Street Journal, June 9, 1986] 

Regarding tax motivations for issuing exchangeable 
debt: 

In September, [General Cinema] sold... subordinated 
[exchangeable] debentures. As a result of this financing 
and assuming that the debentures are exchanged prior 
to maturity, General Cinema has sold its Columbia 
shares at a premium, received the proceeds, but post- 
poned the capital gain tax on the approximate $7.5 
million presumed long-term gain. The net cost of the 
financing, after giving effect to the Columbia divi- 
dends, is less than 4% per year. [GCN Annual Report 
1980] 

What makes the deal work from Pru's standpoint is that 
the company will collect the AT&T dividends for as 

long as it owns the stock ... If the dividend is around 
8% and the Pru is shielded from paying taxes on 85% 
of that, then it will earn about 6.8% in dividend income. 
[Institutional Investor, February 1984] 

Take the case of Intemorth, whose 101/2s of 2008 are 

exchangeable for Mobil common stock. Intemorth 

bought its Mobil shares long ago. It doesn't want to sell 
and get socked with capital gains taxes, but it does want 
to leverage the asset. With these debentures, Internorth 

gets a lower cost of funds than on straight debt and still 
collects the 85% tax-excludable dividends on its Mobil 
common. [Forbes, June 3, 1985] 

... the transaction creates certain tax advantages for 
the insurance company, as its gains on the Paine Web- 
ber stock won't be taxed until the debentures are ex- 

changed. CIGNA can also deduct its interest expense 
on the debentures. [Wall Street Journal, November 17, 
1982] 

Issuing the new [exchangeable] debentures also per- 
mits Newmont to raise cash without selling DuPont 
shares which would increase its tax liability. [Wall 
Street Journal, July 22, 1986] 

Appendix B. How Issuers Acquired Convert Firms 

Issuer 

International Paper 

Baltimore & Ohio Railroad 

Dart Industries 

Combined Insurance Co. of America 

Mesa Petroleum 

Textron 

General Cinema Corp. 

Sun Company 

Tridex 

Safeguard Scientifics 

Intermark 

Coming Glass Works 

CIGNA 

Convert 

C.R. Bard 

CSX Corp. 

3M 

American Int'l Group 

General American Oil 

Co. of Texas 

Allied Corp. 

Columbia Pictures 

Becton Dickinson 

Computer Magnetics Corp. 

Safeguard Business Systems 

Anthem Electronics 

Owens Coming Fiberglass 

Paine Webber 

Issue Date Description of Acquisition 

11/04/71 Acquired Bard stock through 1968 acquisition of Davol, Inc., 
a Bard Supplier 

6/14/72 CSX Corp. is parent of company 

7/14/72 3M shares acquired in connection with 1970 divestiture 

8/03/72 

11/07/83 

1/04/73 

5/21/80 

Acquired firm which was subsequently divested for AIG stock 

Undetermined 

6/13/80 Allied shares were acquired by Textron Subsidiary 

9/09/80 Columbia shares were acquired in Fall of 1978 and early 1979 

in takeover attempt 

4/10/81 Becton shares were acquired in January 1978, during failed 

takeover attempt 

4/14/81 Exchangeable debt offering was simultaneous with equity 
carve-out of Computer Magnetics 

6/23/81 Exchangeable debt was issued on remaining interest in 

Safeguard Business Systems after October 1979 equity carve-out 

7/31/81 Exchangeable debt was issued on remaining interest in Anthem 

Electronics after March 1980 equity carve-out 

11/30/82 Undetermined 

11/30/82 1979 merger of Blyth Eastman Dillon & Co. into Paine Webber 

left CIGNA with a 23% interest in Paine Webber 

Source2 

WSJ 10/11/71 

Ml 1980 

MI 1984 

Ml 1985 

WSJ 6/09/80 

WS. 8/27/80 

WSJ 3/25/81 

WSJ 2/09/81 

Annual Reports 
1980-1981 

Annual Reports 
1978-1982 

Annual Report 
1980 
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Appendix B. How Issuers Acquired Convert Firms - Continued 
Issuer 

General Cinema 

Intemorth 

Fair Lanes 

Prudential Overseas 

Signal Companies 

Petrie Stores 

Texas Air 

Newmont Mining Corp. 

Panhandle Eastern 

Tenax 

United Telecommunications 

IBM 

National Distillers & Chemical Corp. 
General Host 

Bergen Brunswig 

General Dynamics 
Kaufman & Broad 

General Cinema 

Kinburn Technologies 

Convert 

R.J. Reynolds 

Mobil 

Brunswick Corp. 
AT&T 

Unitrode 

Toys "R" Us 

Continental Airlines 

DuPont 

National Dist. & Chem. Corp. 
Timken 

S. New England Telephone Co. 

Intel 

Cetus 

All American Gourmet Co. 

Commtron 

Federal Express 
Kaufinan & Broad Home 

Cadbury Schweppes 

SHL Systemhouse 

ssue Date Description of Acquisition 

3/29/83 The RJR shares were acquired in October 1982, when RJR 
1/12/84 acquired Heublein, Inc., for which the company was a 

hostile bidder 

5/26/83 Shares received in 1964 asset swap with Mobil 

5/26/83 Acquired interest in takeover consideration during 1982 

1/25/83 Acquired AT&T shares in secondary markets expressly for 
issuance of exchangeable debt 

1/12/84 Acquired 34% Unitrode interest in what was not labelled 
as a takeover 

0/03/84 Acquired Toys "R" Us shares in friendly takeover attempt 
3/21/85 

2/06/85 

3/05/85 
n/a3 

5/14/85 

8/22/85 

9/04/85 

3/04/86 

Continental was incorporated as wholly owned subsidiary of 
company in 1982. Ownership was reduced to 78% on 12/31/85 

Undetermined 

Acquired shares as a result of joint venture with NDC in 1953 

Undetermined 

Acquired shares in May 1984 secondary offering by AT&T 

Accumulated 20% interest in Intel by 1984 

15/86 UJndetermined 

26/86 Exchangeable debt was issued on portion of company's 
remaining 80%c interest after September 1985 equity carve-out 

()8/86 Exchangeable debt offering was simultaneous with equity 
carve-out of Commtron 

29/86 lUndetermined 

01/86 Exchangeable debt was issued concurrently with equity carve-out 

22/87 Acquired Cadbury shares in 1987 takeover attempt 

27/87 Undetermined 

Notes:. 

IThe "company" refers to the issuing firm. 
-WS.I - Wall Street Journal; MI - Moody's Ildulstr'ial Manuals; Annual Reports - 

3Issue date was not apparent from the Wall Street Journsal article for this Eurobond. 

- Issuing firms annual reports. 

Appendix C. Pricing Exchangeable Debt 
In this appendix, I provide an arbitrage proof for pricing 

exchangeable debt. The derived pricing formulae prove 
useful in discussing the motivations for issuing exchange- 
able debt. 

Consider the case of a firm, with value today V, which 
issues exchangeable debt with face value X which is ex- 

changeable into the stock of the convert firm, with value 

today S. This debt pays no coupon and the exchange 
feature is only exercisable at maturity. The bond has no 
call provision, is the senior claim on the firm's assets, and 
comes due in one period of length t. The goal of this section 
is to determine the price of the exchangeable debt today, 
D. 

To price exchangeable debt, I assume the value of the 

issuing firm has two mutually exclusive components 

the value of the block of the convert's stock into which the 
debt is exchangeable, S, and the value of the remaining 
assets of the issuing firm, A: 

V=S+A. (CI) 

This final assumption is realistic since the issuing firm 
in general places the convert's stock in an escrow account 
at the time of the issuance of the exchangeable debt. This 
escrow prevents the value of the issuing firm from falling 
below the value of the convert's stock and thus prevents 
default on the conversion feature of the bond. Default on 
the principal payment is, however, still possible. 

Given these simplifying assumptions, there are three 
relevant states at maturity of the exchangeable debenture. 
The first relevant state is when the issuing firm is in default 

Source2 

WSJ 3/16/83 

WSJ 5/23/83 

WSJ 8/17/82 

WSJ 11/22/83 

WSJ 6/27/80 
8/06/80 

WSJ Ilde. 
1978 

Annual Report 
1985 

Ml 1986 

MI 1986 

WSJ 3/09/84 
4/03/84 

Ml 1987 

WSJ 5/09/86 

WSJ 6/16/86 

WS. Index 1987 

I 
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on the face value of the bond. In this state, the conversion 
feature is unattractive to bondholders and the value of the 

issuing firm at maturity is less than the face value of the 
bond, S* < V* < X. The issuing firm, which is in default, 
must deliver the value of the firm at maturity, V*, to the 
bondholders. The second relevant state finds the issuing 
firm with a value at maturity in excess of the face value of 
the bond, but the conversion feature remains unattractive, 
S* <X < VW. In this state, bondholders receive the face 
value of the bond. The third and final relevant state is one 
in which the conversion feature has value since this feature 
exceeds the face value of the bond, X < S* < V*. In this 

state, bondholders surrender the face value of the bond in 

exchange for the convert's stock. 
Given these three relevant states, the payoffs at maturity 

of the exchangeable debt are easily reconstructed by two 
different methods. The following three actions would du- 

plicate the payoffs of an exchangeable bond at maturity: 
* Purchase the block of convert's stock into which the 

exchangeable bond is convertible, S. 

* Purchase a European put option which allows the 

buyer to sell the block of the convert's stock at a 

price equal to the face value of the exchangeable 
bond, P(S, X). 

* Sell a European put option which allows the buyer 
to sell the value of the issuing firm at a price equal 
to the face value of the exchangeable bond, P(V, X). 

Thus, the price of the exchangeable debt must be equal 
to the summed prices of the three individual securities 

today: 

D = S + P(S, X) - P(V, X). (C2) 

In this context, the firm which issues exchangeable debt 
can be viewed as selling the convert's stock with two 
attached features -one which is value-enhancing to 
debtholders (the convert's stock can be put back to the firm 
for a price X) and one which is value-decreasing (the 
issuing firm has liability limited to the firm's value at 

maturity). 
The following three actions would duplicate the payoffs 

of an exchangeable bond at maturity: 
* Purchase the issuing firm, V. 

* Purchase a European call option which allows the 

buyer to purchase the block of the convert's stock at 

price X, C(S, X). 

* Sell a European call option which allows the buyer 
to purchase the issuing firm at price X, C(V, X). 

Again, the price of exchangeable debt must be equal to the 
summed prices of the three individual securities: 

D= V+ C(S,X) -C(V,X). (C3) 

60 


	Article Contents
	p. 48
	p. 49
	p. 50
	p. 51
	p. 52
	p. 53
	p. 54
	p. 55
	p. 56
	p. 57
	p. 58
	p. 59
	p. 60

	Issue Table of Contents
	Financial Management, Vol. 22, No. 2, Summer, 1993
	Front Matter [pp.  i - 31]
	From the Editor's Desk [p.  5]
	Executive Summaries [pp.  6 - 18]
	FM Letters
	A Note on the Evaluation of Corporate Investment Projects with Unequal Lives [p.  20]
	A Comment on Opler's Methodology [pp.  20 - 21]
	Investor Relations [p.  21]
	Estimating Shareholder Risk Premia Using Analysts' Growth Forecasts: A Reply [p.  22]
	A Note on Plant Closing Decisions [pp.  22 - 23]
	Determinants of Corporate Bond Maturity [p.  23]

	FM Real World: Issues and Solutions [pp.  24 - 30]
	Security Design Special Issue
	Security Design Special Issue: [Introduction] [pp.  32 - 33]
	Interpreting SIGNs [pp.  34 - 47]
	Exchangeable Debt [pp.  48 - 60]
	Financial Innovations and Excesses Revisited: The Case of Auction Rate Preferred Stock [pp.  61 - 75]
	Indexed Sinking Fund Debentures: Valuation and Analysis [pp.  76 - 93]
	Default Risk and Innovations in the Design of Interest Rate Swaps [pp.  94 - 105]
	Contingent Payments and Debt Contracts [pp.  106 - 122]
	Behavioral Aspects of the Design and Marketing of Financial Products [pp.  123 - 134]

	Corporate Investments Special Issue
	Corporate Investments and Finance [pp.  135 - 144]
	Managerial Reputation and Corporate Investment Decisions [pp.  145 - 160]
	Financing Multiple Investment Projects [pp.  161 - 172]
	SWORD Financing of Innovation in the Biotechnology Industry [pp.  173 - 187]

	Recognizing Retiree Health Benefits: The Effect of SFAS 106 [pp.  188 - 199]
	Review
	Market Manipulation and Corporate Finance: A New Perspective [pp.  200 - 209]

	Back Matter [pp.  210 - 228]





