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CHAPTER 1

INTRODUCTION

Si qn i f icance

The significance of this study is based primarily upon the

common accounting convention of classification. The usual statement

of financial position shows accounts placed in major categories

of the follovving pattern: on the left-hand side assets, with sub-

classifications of current assets, investments, intangible assets,

and fixed assets; on the right-hand side, equities, divided into two

major categories, liabilities and owner's equity, with the liabilities

further classified into current and long-term. Despite some widespread

disagreement among accountants as to where a particular item should

be shown on the statement of financial position, any system of

classification indicates thai the data to be classified has certain

discernible characteristics which support the selected classification.

Therefore, it is important that accountants be able to point to the

similar oi' dissimilar characteristics of other accounting data

which result in a particular classification and to the factors which

di s t i ngu i sh one classification from another. For example, current

liabilities arc distinguished from long-term liabilities on the basis

of time. Current liabilities ere those whicli are payable within one

year or operating business cycle of the firn;. Therefore, an account

which is due in 30 days, for example, is chissified as a current

1 i abi 1 i ty

.



While many accounting transactions are not nearly so easily

classified as the above illustration, most of the grey areas have been

sufficiently discussed and debated that a general, though far from

unanimous, consensus has been reached as to the controlling characteris-

tics for classification purposes. However, convertible securities

represent an area wliich appears to have almost complete agreement

among accountants as to classification but which has bad little

discussion about its characteristics. Thus, convertible securities

seem to have been traditionally classified according to the following

rationale. If a convertible security is a convertible bond then tlie

word "bond" is the clue that this is a liability because bonds

generally are liabilities. Likewise, if the convertible security is

convertible preferred stock then the word "stock" indicates that this

is a part of ovvner's equity because stock is normally classified as

ov«'ner's equity. The name, not tlie characteristics, is the controlling

i nf 1 uence.

This study also has significance for the more basic question of

the appi-opr i ateness or necessity of distinguishing between liabilities

and owner's equity, and, assuming that a distinction is necessary,

the factoi'S which should be evaluated in making that distinction.

Accounting journals and textbooks contain frequent reference to the

entity concept, which is expressed as the need to account for the

activities of the business apart from the activities of the owners.

This is considered to be a basic concept or postulate of accounting.



Yet, the common classification patterns, with the major breakdov.-n

between liabilities and owner's equity, are a rather clear manifes-

tation of the proprietary concept.

It is not intended, nor is it within the scope of this study,

to make any normative judgment concerning the merits of these basic

concepts of accounting. Nevertheless, it will be useful to show

how convertible securities, and for that matter all accounts on the

equity side of the statement of financial position, are directly

influenced by the choice of v/hich concept to follow and the particu-

lar interpretation of the selected concept.

The study will proceed on tlie assumption, which will be treated

later, that the proprietary concept is the concept generally followed

by accountants. According to that concept creditors and owners

are significantly different. Therefore, the characteristics of

transactions which determine their classification are of major

significance. The entire debt and capital structure of the business

is affected by the evaluation of those characteristics.

The study is also timely as a result of recent actions by the

Accounting Principles Board of the American Institute of Certified

Public Accountants. In December, 1966, the Board issued an opinion

which stated that under certain conditions a presci"ibed portion

of the price of convertible bonds should be classified as paid-in

capital. After one year, in wliich there was still little discussion

in the accounting literature, the Board suspended the previous



opinion, at the request of several large investment bankers, while

it conducted further study. After another year the Board issued

a new opinion which renounced the I966 opinion.

Ob je ct i ves

There are two major objectives of this study. The first

objective is to test the hypothesis that convertible bonds and

convertible preferred stocks have sufficient common characteristics

for them to be placed in the same major position statement classi-

fication rather than being classified as debt and owner's equity,

respectively. The second objective is to test the hypothesis that

both convertible bonds and convertible preferred stocks should be

classified as equity rather than debt. In order to test these two

hypotheses i t wi 1 1 be necessary to establish the characteristics of

convertible securities and the factors to be considered in deter--

mining whether a transaction is debt or equity. These two points

may be considered as additional objectives, or as a part of the two

major objectives.

Methodol cg y

This study vvil! begin with a search of the literature of

accounting, corporate finance, and security analysis in an effort

to determine the underlying rationale of convertible securities.

The next step will be to establish, from accounting, finance, and

legal sources, the factors to be tested in determining the debt or



equity nature of a financial interest. The various financial

statistical publications and the Standard and Poor Compustat tape

will be used for the purpose of collecting empirical data concerning

convertible securities. The data thus collected will be evaluated

on the basis of the factors prescribed for determining debt or

equi ty.

There have been other empirical studies conducted in the past

which were primarily concerned with why convertibles v/ere issued and

the volume of such issues. This study is much less concerned with

why they are issued than with the nature of such securities, but,

those studies will be referred to in establishing the rationale of

convertibles and for comparison with the current characteristics of

convertible securities.

Once the data has been accumulated and evaluated on the basis

of the test factors it should be possible to drav/ certain conclusions

concerning the stated hypotheses.

Organization

This is an accounting-oriented study which is primarily concerned

with determining the appropriate statement of financial position

classification of convertible securities. Accounting treatment rules,

however, are not developed in isolation from other disciplines and

ill the cose of convertible securities it seems particularly appropriate

to consider the views of writers in the areas of corporate finance and

security analysis. These writers have long discussed convertible



securities, whereas accounting writers until recently have given

only brief mention to them. Therefore, Chapter 2 v/i 1 1 provide a

summation of the views expressed by several writers in order to

develop the underlying rationale for issuing securities convertible

into common stock.

Chapter ? will serve to establish the general characteristics

of convertible securities, their relative use as a source of new

capital for the corporation, the asserted reason or reasons for

issuing such securities, and from the i nves tor 's s tandpoi n t the

reasons for buying convertibles. Included in the discussion of those

factors will be some reference to the comparative cost and risk

involved in issuing convertibles as compared to non-convertibles.

In addition to the development of general characteristics

which will be drawn upon and evaluated at a later point. Chapter 2

will include a test of the hypothesis that convertible bonds

and convertible preferred stocks have sufficient common characteris-

tics for them to be placed in the same major classification on the

statement of financial position.

Chapter 3 will be concerned with establishing the accounting

perspective of convertible securities. A study of the characteristics

of those securities in an effort to determine whether they should

be classified as debt or equity would obviously have no value in an

accounting system, whicfi does not make a distinction betv/een debt

and equity. Therefore, it will be necessary to review the more



important aspects of the two most popular general theories of ac-

counting, the entity theory and the proprietary theory, and the

various interpretations of each, in order to determine the signi-

ficance, if any, of classification. Evidence will be presented to

show which of the theories is most commonly adhered to by practicing

accountants

.

The views of the Accounting Principles Board v/i 1 1 be given

particular attention in Chapter 3- During the past two years the

Board has issued a series of opinions dealing with convertible

securities from the standpoint of earnings per share calculations

and the treating of a portion of the proceeds of a convertible

bond issue as paid-in capital on the statement of financial position.

The views of the Board will constitute a major portion of the dis-

cussion of accounting views because, as has been suggested, account-

ing writers generally have given only brief mention to convertible

securities. The views of other writers, however, will be incor-

porated into tlie study as a supplement to the views of the Board

whenever appropriate.

In order to make a valid and supportable judgment concerning

the classification of convertible securities as either debt or equity

on the statement of financial position it is necessary to understand

what constitutes debt and equity. Statements of financial position

have long reflected the major categories of liabilities and owner's

equity. The implication is that accountants, as well as others



involved in the preparation oT such statements, have sufficient

knowledge to recognize which category is appropriate for a particu-

lar transaction and that the factors to be evaluated in determining

debt or equity liave been well established.

Chapter h will be devoted to a study of accounting, finance,

and legal sources In order to determine whether there is presently

an agreed upon set of factors which distinguish debt from equity.

If not, sucli a set will be tentatively developed to serve as a

framc-of- reference for the collection and evaluation of empirical

data relating to convertible securities, vyhich is the purpose of

Chapter 5-

In addition to collecting evidence to support a particular

classification on the basis of the framev/ork established. Chapter 5

will also be concerned with relating the empirical data to the

asserted characteristics described by the finance writers In

Chapter 2. Therefore, it will be necessary to make a determination

of such factors as comparative risk and yield between convertibles

and non-convertibles, the comparative cost to the corpoi'atlon and

management intent with respect to the securities as evidenced by the

prescribed conversion terms, the potential increase in common stock

upon conversion, and the speed with which conversion occurs.

Once the characteristics of convertible securities have been

established and the data concerning those securities collected and

evaluated on the basis of the test for debt or equity, some conclusions'



about" the hypotheses should be possible. Chapter 6 wi 1 1 serve to

summarize the study and to draw those conclusions.



CHAPTER 2

THE ROLE OF CONVERTIBLE BONDS AND

PREFERRED STOCKS IN FINANCIAL MANAGEMENT

General Characteristics

The purpose of this chapter is to bring together the view-

point of several writers in the field of corporation finance and

security analysis along with some theoretical and empirical suppoi't

for those viewpoints. This information will provide worthwhile

background and support for later parts of the study. Since this

study of convertible securities is primarily concerned with the

accounting implications of those securities, it appears that a com-

prehensive evaluation of corporation finance and security analysis

is not necessary.

Corporate securities which are convertible into another form

are by no means new. According to Dewing they have existed almost

from the beginning of corporate enterprise. He points out that

while there are no characteristics common to all such securities,

that "Generally sneaking, however, convertible securities a\-e issued

in a more secure, less speculative form--a form of security with a

fixed or limited income return--and are convertible at the owner's

request and under certain clearly specified conditions into some

less secure, more speculative form of security, carrying the possi-

bility of an increased return." The conversion feature has been

Vrthur Dewing, FJjranc i^_LJ'^LEJlfl-i?lJ?on^°i".2-L^^ ('^^'^ ^'^ '

New York: Ronald Press', IS'+l), p. 1^'+-

10
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applied to a wide variety of situations in the past. For example,

bonds convertible into preferred or common stocks, secured bonds

into debentures, preferred stock into common, stock into bonds,

class A stock into class B, etc. However, in the current literature

the term generally refers to bonds or preferred stock which are

convertible into common stock. This is also the general definition

which vjill be attached to the term throughout this study. The

other types of convertibles are rare exceptions which v;ould have

little, if any, bearing on the outcome of this study.

Contrary to the viewpoint expressed by Dewing, especially

in conjunction with the current general definition, a minimum of two

universal characteristics in addition to the conversion privilege

itself, are apparent in convertible securities. The first is the

presence of financial terms for the conversion of the bonds or

preferreds into common stock. Granted, these terms are not

universally common, however, such securities always have explicit

terms for conversion. The conversion factor may be expressed as a

price or as a ratio. For example, a preferred issue may have the

conversion terms expressed as one share of $100 par preferred conver-

tible into common at a price of $50, or as one share of preferred

convertible into two sj-iares of common. Whichever form is followed

the result is the same. That is, the number of shares of common

stock available, to the holder upon conversion, per bond or preferred

share

.
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Three important practical limitations should be noted in

connection with the conversion price or ratio. First, convertibles

are bought and sold on the expectation that the market price of the

common stock will increase; therefore, the conversion price should

be above the existing common stock market price at the time of

issuance. Othen\'ise the company v;ould be better off selling common

stock directly. In the situation where the corporation believes that

a large issue of common stock would glut the market, thus depressing

stock prices below the then existing level, the conversion price

may be set, as a minimum, at the then existing market price.

The second limitation concerns par value common stock. If the

common stock has a par value it may be illegal to issue it at a price

below par and In any case the holder would be subject to an assess-

ment for the difference. Thus, the conversion price should alv/ays

be above the par value of the common stock into which the senior

securities are convertible.

The third limitation is simply that the conversion price should

have a reasonable relationship to market price of the common stock

at the time of Issuance. If the conversion price Is set so far above

the then existing market price of the common that there is little

expectation that the conversion price v^fi 1 1 ever be reached, the con-

version feature loses its significance. The corporation might just

as v.'c 1 1 issue a standard bond or preferred stock because no rational

buyer v/ould be willing to pay a premium for a privilege v.'hich is
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likely to be unrealizable, at least in the foreseeable future.

The second universal characteristic of convertible securities

is the call provision. This is the right which the corporation has

to redeem the outstanding bonds or preferred stocks after giving

a call notice, usually 30 days. In his survey of convertible sub-

ordinated debentures, Broman found, among other things, that "An

analysis of the call provision indicated it to be a universal part

of the issues studied. In only three cases was there a provision

2
for a delay in inception." In his opinion the immediate call pro-

vision of convertible bonds provided the corporation with greater

flexibility than would be the case with standard bonds where the

call pr'ovision is frequently delayed for several years.

His findings are supported by a survey made by V/eston and

Brigham of convertible bonds issued between I96I and I963. They

found that " . . .all the bonds had essentially the same call

provisions--they were callable immediately after issue with the

call premium starting at the coupon interest rate and declining

by 5- percent per year to par."

2
Keith L. Broman, "The Use of Convertible Subordinated Deben-

tures by Industrial Firms, 1949-59." Quarterl y Review of Economics
and Business. Vol. Ill (Spring, I963), p. 68.

3
J. Fred V/atson and Eugene F. Brigham, Mana gerial Finance

(2nd ed.. New York: Holt, Rinehart and Winston, I966)
, p. 5^2.
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The call provision of convertible securities has a signifi-

cant use potential v,'hich is not present in non-convertible

securities. With non-convertible securities the call provision is

employed by the corporation t-' redeem outstanding obligations by

the payment of cash. In a later section of this study evidence vill

be presented to show that the call provision of convertible securities

may b use J to force conversion of the senior securities into

com. on stock.

A third common, though not universal, characteristic of con-

vertible securities is their availability to common stockholders

on a preference basis because of the pre-emptive right of the common

stockholders. This is a well-known right v;!i i cii permits present

stockholders to participate ratably in any new issue of common stock.

They can, thereby, protect their existing voting power, their interest

in the assets and their share in the earnings of the corporation.

Convertible securities present a dilution threat to common stock-

holders and therefore evoke the pre-emptive right. According to

Pilcher, "The pre-emptive right of common stockholders to subscribe

to senior issues convertible into common shares is a time-honored

principle in the United States. Shareholders have a pre-emptive

right to subscribe for convertible obligations to the same extent

that they would have a right to subscribe for the shares of stock

into v;hich securities are convertible." In addition he refers

C. James Pilcher, Raising Capital with Convertible Securities
,

Michigan Business Studies, Vol. XII, No. 2 (Ann Arbor: University of

Michigan, Bureau of Business Research, 1955), P- 96-
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to a New Jersey case in which the court held that an issue of

convertible bonds amounts to an issue of common stock and, therefore

,

the pre-emptive right must be recognized.

It is clear that to the extent that the pre-emptive right is

present for new issues of common stock it is present for convertible

issues. The importance of this right will become apparent once the

purpose of issuing such securities, and the extent of conversion,

i s real ized

.

Relative Importance of Convertible Offerings

Accountants have long subscribed to the concept of materiality;

therefore before proceeding with this study of convertible securities

it seems appropriate to consider the relative importance of those

securities as a source of new capital. There is no uniform test of

vyhat constitutes a material fact, thus reliance must be placed upon

subjective evaluation. Nevertheless, several writers have concluded,

on the basis of studies conducted, that a significant, and increasing,

portion of new capital is raised by issuing convertible securities.

One such study was made by Pllcher of all new public offerings

of United States corporate issues over $300,000 during the period

1933 through 1952. He found that 9-3 percent of all bonds were

convertible while 35-3 percent of preferred stock issues were con-

vertible. For private placements, which represented approximately

55 percent of all issues, the respective percentages were 0.5 and

8.2. The pre-emptive right was considered to be an important
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factor in accounting for this difference between public offerings

and private placements.

The above percentages do not tell the whole story since dollar

amount should also be considered. Lindsay and Sametz point out

that for the period 1900-1S^3 over $9 billion of convertible bonds

were issued. They say that this was "about 12 percent of the total

value of all bond issues." More important, they believe, is the

fact that for industrials, convertibles accounted for 20 percent of

the bond issues. Furthermore:

That proportion has been growing in recent years

as industrials have resorted to income debentures
and subordinated debentures, most of v-yhich are

convertible. Probably one third to two fifths

of all industrial bonds issued in recent years

have been convertibles. An average of I'l percent

of all corporate bonds, in dollar amount, issued

between 1955 and 1959 were convertible; in 1959,

26.6 percent of the number of all listed nev^

issues were convert

i

bles ; ^2 remembering that most

utility issues are not convertible and that rail-

roads issue few nev; bonds, it is clear that this

26.6 percent of the number of all issues probably
represents vje]] over 50 percent of the number of

industrial issues and over 25 percent of the dollar

amount of all industrial bonds issued./

This contention is borne out by data selected from the Compustat

tape. Table 2- 1 presents information about the number and amount of

^
Ibid .

, pp. 5-8.

Robert Lindsay and Arnold W. Sametz, Financial Management: An

Analytical Approach (Homewood : Richard D. Irvjin, Inc., 1963), P- 380.

Ibid.
, p. 3oO. Their footnote 22 refers to: Forty-f i rst

Annual Report of the National Bureau of Economic Res earch (Nev/ York,

May, 1961) , Table 11 , p. 65.



TABLE 2-1

OUTSTANDING CONVERTIBLES 19^(8-66

17
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outstanding convertible securities over a nineteen year period.

The data presented is a combination of bonds and preferred stocl<s.

It does not reflect a comparison of convertibles v;ith non-

convertibles but simply the pattern of growth exhibited by con-

vertibles and vjas based on a sample of 629 companies.

Reasons for Issuing Convertible Securities

The Use of Convertibles When the
Firm Wants Debt or Preferred Stock

Senior securities v.'hich are convertible into common stock have

played a role in corporate financing for a long time and as was

shown in the previous section this role seems to be growing. The

use of such instruments gives rise to several questions. Why do

firms issue such securities? Why not issue straight bonds, preferred

stocks or common stocks? Are such securities really bonds and

preferred stocks or are they a form of common stock? V/hy do buyers

like such securities?

There is rather widespread agreement among writers in the

field that a firm sells convertibles for one of two primary reasons.

Either the firm wants to increase residual equity capital and

decides that convertibles are the most advantageous way of bringing

about that result, or, the firm wants to increase its debt or

preferred stock and discovers that the conversion feature is neces-

sary to make the securit> sufficiently marketable at a reasonable

interest or dividend rate.
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Prior to World War II the second reason was the most common

motivation for convertible issues. Hovvrever, it should be pointed out

that convertibility was not merely a device resorted to by weak

firms. This type of security, as Dewing has stressed, was used by

o

some of the strongest and most ably managed corporations. Despite

this, the rationale underlying the issuing of convertibles was not

usually the creation of equity capital, rather it was to make the

bonds or preferred stock more attractive, thereby increasing demand

and obtaining a lower interest or dividend rate than would have been

possible without the conversion feature.

Even after Viorld Mar II, according to the survey conducted by

Pilcher, which was referred to previously, it was found that "In

23 per cent of the companies responding to an inquiry, the desire

to 'sweeten' a senior security was cited as the primary motive for

9
the issuance of a convertible senior security." Another 15 percent

of the respondents asserted that "sweetening" the senior issue and

raising equity capital were equally important. In contrast to this

38 percent vyho felt that the conversion feature was necessary to

Increase the marketability, Weston and Brigham found, in their

study, that "27 per cent used convertibles to sweeten debt issues."

o

Dewing, o£ • S:JJ-. • > P • ^53-

Pilcher, o£. c i t .
, p. 85.

10
Weston and Brigham, 0{3. ci t . , p. 5^+2,
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There are several other factors which may influence manage-

ment's decision to attach the conversion feature to an issue of

bonds or preferred even though conversion is not desired. The strength

and extent of these factors have not been sufficiently tested empirically

to say with any assurance that they have a certain degree of influence

on the sale of convertible securities. Nevertheless these other factors

should be briefly considered for any insight which they might provide

into the rationale for issuing such securities. The sequence In which

these factors are discussed should not be construed as an attempt to

ranl< them according to Importance.

First, the conversion provision may be used to permit the Issuing

company to reduce certain safeguards of senior securities, especially

slnl<lng fund requirements. The use of a sinking fund is fairly common

with bond issues. The seller is required to establish and make regu-

lar contributions to the fund to Insure that sufficient money will be

available to redeem the bonds at maturity. The contributions are

pro-rated over the life of the bonds and usually begin immediately

after the sale. On the other hand, when the bonds are convertible

It is not uncommon for the sinking fund contributions to be delayed

for several years if they are required at all.

This last point is suggested by Lindsay and Sametz when they

say that "To provide for retirement rather tlian automatic refunding

of debt, industrial bonds almost always provide for sinking funds

unless the Issue Is a convertible debenture." Broman does not

Lindsay and Sametz, _op. ci t .
, p. 379.
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accept this conclusion because in his study of convertible sub-

ordinated debentures he found that a sinking fund was almost always

required. However, he also found that "The usual sinking fund

provision was less than 100 per cent, and all but one provided some

delay before their operation commenced. The typical delay in the

12
clauses of those issues studied was for ten or more years."

Weston and Brigham give support to the view expressed by

Broman because their study indicated that 88 percent of the converti-

ble bonds contained a sinking fund provision which usually began

13
after ten years' delay.

One interpretation of the delay in the sinking fund provision

is that the firm fully expects the bonds to be converted rather

quickly into common stock. Therefore, there will be no need for

funds at the maturity date. Another possibility is that even though

the firm wants the bonds to remain outstanding it is beneficial to

delay making contributions into a sinking fund until the assets ac-

quired with the proceeds from the bond Issue are fully productive

and making a contribution to profits. In addition the delay malces

more funds available for current operations than would otherwise

be the case. This may be a significant benefit obtainable only v^I th

the conversion feature.

1

2

Broman, 0£. c i t . , p. 68.

1 o

Weston and Brigham, op. cj_t . , p. 5^+1
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Another reason for using the conversion feature even though

conversion is not desired is the current fashion in capital markets.

At any given time certain kinds of securities or certain provisions

seem to be especially attractive to investors. If investors desire

a convertible security the corporation may have little choice but to

include the conversion feature in order to market its securities.

Pilcher illustrates this situation with some quotes from corporation

executives. A vice president of a chemical corporation put it this

way:

There are fads in financial markets; in other words

there are times when investment banl;ers advise that

convertible preferreds are the fashion and arc being

sought by investors.'^

Another executive pointed out that:

While it was not our desi re to include the conversion

privilege, it appeared at that time to be advantageous

so that the underwriters would find the issue more

salable. You might say we v^ere forced by circumstances

and general market conditions to adopt convert ibi 1 I ty . '5

The above comments, while far from being conclusive, lend support

to the view that the conversion feature may sometimes be used merely

to stay In step with the market demand. If this is true then it would

appear likely that the volume of new convertible security issues would

fluctuate from year to year. The data previously discussed in con-

nection with the volume and growth of convertibles was for a period of

Pilcher, o£. ci t . . p. 86.

'^Ibld. , p. 87.
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several years. The individual years showed substantial variation from

the average. This is not conclusive evidence of a causal link between

fashion and volume of convertibles but, rather, suggests the possi-

bility.

A third factor which may influence the decision to employ the

conversion feature exists whenever the firm believes that it can

tap an otherwise unaccessible source of capital. There appears to

be a significant segment of potential investors who want a security

which combines the safety of a senior security with the speculative

possibility of common stock. This group of investors may be willing

to accept a lower interest in exchange for capital growth possibility.

Therefore, if the corporation can tap this market financing costs

may be reduced.

The most prominent buyers In this segment of the capital market

are .insurance companies, banks, and various pension and trust funds.

These institutions are usually rigidly regulated and restricted as

to the kind of Investments which they can make. Insurance companies,

for example, are permitted to invest only a relatively small percent

in common stock. The conversion feature added to bonds alloivs the

corporation to tap this source of capital.

Actually this particular incentive for using the conversion

option applies equally when the firm wants to raise additional common

equity capital and when It wants additional debt or preferred stock.

More will be said about this factor when discussing the use of conver-

tibles to raise equity capital.
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All of the preceding reasons for issuing convertible securities:

to "sweeten" an issue to make it more attractive, to relax sinking

fund requirements or other restrictive provisions of the contract,

to meet the current fashion trend, or to tap otherwise unaccessible

sourcesof capital, are asserted to be of secondary importance in a

majority of cases. According to the finance writers the most important

reason is to increase common stock equity through a roundabout pro-

cess. Attention will now be turned to that significant aspect of

convertible securities.

The Use of Convertibles When the

Firm Wants Common Equity Capital

The various surveys previously discussed indicate that in 62

and 73 percent of all cases studied the primary reason for issuing

convertible securities was to raise common equity capital. In addi-

tion, the higlier percentage v/as for more recent years, indicating a

growth in importance of this reason. It is apparent that a majority

of firms which issue convertible securities do not desire an increase

in debt or preferred stock. Rather they want to issue additional

common stock and, f li rthe rmore, they fully expect that to be the end

result of issuing convertibles. This raises two important questions.

If the firm wants to increase the common equity, vvhy not issue common

^

^Ibid . , p. 85.

17 ,

'V/eston and Brigham, 0£. ci t .
, p. 5^2.
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stock directly? How can the firm be sure that conversion will

tal<e pi ace?

Actually tliere are several reasons vyhy a corporation selects

to use a roundabout method of issuing common stock. These reasons

will be discussed first, and at a later point the means for forcing

conversion, if it does not take place voluntarily, vn I 1 be con-

si dered

.

One important reason for issuing convertibles is to avoid the

downward price pressures on the firm's stock which would result from

placing a large new issue of common on the market. This is especially

relevant when the firm is attempting to raise such a large amount of

capital that it would take a significant number of shares, relative

to the number currently outstanding, to provide the desired capital.

A favorite example in the literature of convertible securities

is American Telephone and Telegraph Company. Here is a company

which, by almost any standard, is strong and sound. Yet, the

management has chosen to make extensive use of convertible securities.

Weston and Brigham point out that this company sold $10 billion of

convertible debentures between 19^6 and 1957 of which 80 percent had

been converted by 1959. They suggested that the sale of straight

debt would have unbalanced the financial structure of American

Telephone and Telegraph and "on the other hand, if AT&T had simply

issued large amounts of common stocks periodically, there would have

been price pressures on its stock, because the market is slow to
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digest large blocks or stock.

Thus, by temporal-! 1 y unbalencing its financial structure

with additional bonds American Telephone and Telegraph Company was

able to increase its common equity at a more favorable price than if

common stock had been sold directly. In addition to avoiding serious

financing problems, there was rapid and almost complete conversion.

As V/eston and Brigham pointed out, "By using convertible debentures,

however, which provided for a lag of some six to nine months before

they were converted into common stock, AT&T received relatively

19
cheap money to finance growth."

Pilcher refers to a company whose stock was currently selling

at a market price of $42 per share. The corporation was convinced

that in order to sell the necessary volume of new common stock the

price v/ould have to be about $35 per share. Pxather than suffer this

$7 reduction in market price the firm chose to issue convertible

debenture bonds convertible at $45 per share. Thus, for this company

20
the choice was betv/een raising common equity at $35 or $4-5.

Obviously, if the stock is sold at $35 more shares must be sold

to raise the desired capital than if the stock is, in effect, sold

at $45 per share. For illustrative purposes assume that the above

corporation wanted to raise $5 million common equity capital. Assume

further that the corporation has long followed the policy of paying

1 R
Weston and Brigham, o£. ci t . , pp. 517-18.

^^Ibid., p. 518.

Pilcher, o£c ci t . , p. 78.
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$2 per share dividend on its outstanding common stock.

The direct sale of common stock at a price of $35 per share

would require 1^^2,857 shares to raise the required $5 million capital

The annual dividend for these new shares, at $2 per share, would

amount to $285,71^. On the other hand, by selling the convertible

debentures and assuming that conversion takes place, there would

be 111,111 new shares issued upon conversion. The dividend require-

ment would be $222,222 per year for these new shares. The company

could maintain its dividend policy with an advantage of $63,^92

per year.

The downward price pressure in the above example may have been

unusually strong, but it is not unusual for such pressure to

exist. Weston and Brigham found that "All companies indicated that

common stock could have been sold at net prices ranging from 2 to 5

percent below the market price, the larger discounts being applicable

to small firms and to firms needing large sums of money relative

21
to the value of their outstanding shares." Clearly, these firms

were not issuing convertible securities because they could not sell

anything else. They were selling convertibles because they wanted

to get a better price for their common stock than would have been

possible with a direct common stock issue.

Another reason for issuing convertible securities, which is

somewhat related to the above price pressures and increased number of

2

1

Weston and Brigham, oj}. c i t .
, p. 5'-i3.
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shares, has to do vvi th dilution of earnings. When a corporation

undertai<es to raise long-term or permanent capital there is probably

an expansion program planned. The firm needs the money now v/hile

it may taice months or years for the construction to be completed and

for returns to be received on the invested funds. If the company

sells common stock to finance the expansion the new and old share-

holders must share the earnings from the old assets.

It is clear that until such time as the expansion begins to

contribute to earnings there will be a dihition of earnings per

share. The more shares the firm must issue to raise the desired

funds, the greater will be the dilution. V/hile this may not have

any immediate effect on the corporation it is likely to mal;e the

old shareholders rather unhappy. Since market price is frequently

geared to earnings per share their shares may lose value.

Furthermore, if the corporation does not have a fixed dividend

policy, as previously discussed, the dividend per share will probably

be reduced since the nev/ shareholders would participate in the dividend

distribution. The only way the company could maintain the same

approximate dividend per share would be to retain less current

earnings in the business or dig into past earnings. Either way the

old stockholders will likely end up v.'ith diluted equity or lower

dividends or both.

On the other hand, by issuing convertible securities the cor-

poration can delay the issuance of new common shares until such time
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as the nev; investment is in operation and making a sufficient con-

tribution to tiie earnings of the corporation. Of course, this does

not eliminate the reduction in earnings per share because interest

or dividends must be paid on the convertible bonds or preferred

stock. However, if the corporation issues convertible bonds the

interest is deductible by the corporation for income tax purposes

and the after tax cost may be such that earnings per share will be

reduced much less than would be the case where additional shares of

common were issued.

In the case of downward price pressures, it is apparent that

convertibles provide an excellent alternative to issuing common

stock at the lower price. However, in the case of earnings per share

dilution, as a reason for issuing convertibles, things are not

nearly so clear. Until the new investment begins contributing to

earnings there is going to be dilution no matter which alternative

is chosen. There will either be more shares to participate in the

earnings or more interest expense to be deducted from earnings. It

is impossible to say positively that one alternative is better than

the other. Each must be analyzed to determine which alternative

is most advantageous in a particular case.

For example, continuing the prevlcus 1 y assumed case where, be-

cause of price pressures, it was necessary to issue 1^2,857 shares

of common to raise $5 mi I I i on .assume that the company was presently
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earning $^ million a year and had 1 million shares of com.mon

outstanding. The stock was earning $k per share. If the company

chose to issue common stock directly the total outstanding shares

would be 1,142,857 v;hich would be earning $3.50 per share.

Assuming that the company sold convertible bonds at an interest

rate of 6 percent the annual interest would be $300,000. After

income tax, assuming a 50 percent rate, the net income vrould be

reduced to $3,850,000, assuming that the expansion has not yet had

time to contribute to earnings. The earnings per share for the 1

million outstanding shares would be reduced from $k to $3.85 rather

than to $3-50 when common stock vjas issued directly.

When financial managers believe that their stock is presently

undervalued in the market another reason exists for issuing

convertible securities rather than common stock. But, v;hy should

the stock be undervalued in the market, and why does management

think the value will rise (v;hich must be the case if conversion is

to tai;e place)?

Lindsay and Sametz suggest three reasons why a corporation may

believe that its common stock is undervalued in the market:

1. A general cyclical stock market decline that

sweeps all stock prices down, regardless of

i nd i vidua 1 mer i t

.

2. A few recent years of poor company or industry
earnings that are in process of being reversed
but meanwhile have caused the common stock to

sell at distress prices.

3. The corporation is about to take off into a

period of great expansion and earnings growth,
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and the market is likely to increase tlie

multiple of earnings (or the price/earnings
ratio) at which the stock sells. 22

Pilcher thinks that expected growth is a particularly important

factor in managements' belief that their stock is undervalued. He

refers to correspondence from various corporate officials, one of

wh i ch remarked

:

Because of our opinion that the . . . industry has

a bright future, it was decided that the common
stock of this corporation was undervalued. There-

fore we elected to sell a convertible preferred
stock carrying conversion privileges above the

current market for the stock. This, in effect,

resulted in the ultimate sale of common equity at

a higher price than would have been possible other-

wi se. '^-'

Thus, when a corporation is convinced that its stock is under-

valued in the market convertible securities offer an advantageous

alternative. From the viewpoint of the corporation it is certainly

more desirable to have a delayed sale of common stock at a higher

price than to sell stock directly at the current depressed prices.

Of course, the management may be overly optimistic about the future

and the conversion may never take place. Then the corporation will

be stuck with debt or preferred stock v/hen common equity was desired.

If the corporation desires common equity then it must attempt to

make a realistic appraisal of future earnings in order to make its

decision concerning the use of convertibles. In addition the

22
Lindsay and Sametz, o£. ci t . , p. 397-

23
Pilcher, o£. c_i_t . , p. 70-
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conversion price must not be set so far above the present marl;et

price ti-iat it is not likely to be readied

.

There are few statistics available to indicate the in-.portance

of expected growth or undervalued stock as a motivation for the

issuance of convertibles. There are also, probably, many firms that

are overly optimistic about the future. Therefore, the only general

statement that can be made is that if the firm has good reason to

believe that its stock is undervalued and if the firm wants to

increase its common equity, then convertibles provide an opportunity

to sell common stock on a delayed basis at a favorable price. The

firm would have the advantage of issuing fewer shares and minimizing

dividend requirements. The disadvantage is that the evaluation of

the future may not come about and the company v/ould have on its

hands a type of security which it did not desire.

A corporation may also decide to issue convertible bonds or

preferred stocks in order to penetrate that segment of the capital

market which is unwilling or unable to participate in a direct

common stock issue. This reason was previously mentioned in conjunc-

tion with those firms which want debt or preferred stock and need

to make those issues more attractive. However, it is probably a

more important reason in the situation where the company wants to

indirectly increase its common equity.

The demand for convertible securities may be somewhat a matter

of fashion or a fad. V^hatever the reason there is, apparently, a
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substantial group of investors v;ho prefer a security whicii combines

the safety of a bond or preferred stock witin the speculative

characteristic of common stock. The face value of a convertible

usually has much, but not all, of the same protection as a non-

convertible issue of the particular company. Once the conversion

price is reached the convertible securities assume the speculative

nature of common stock.

In a later section more v;ill be said about convertibles from

the investor viewpoint and in a later chapter the possibility of

separating the value of convertible securities into two parts: the

value as a straight security and the equity value. At this point all

that is necessary is the recognition that some investors want and

will purchase convertible securities and the corporation may issue

such securities in order to tap that market.

The above comments refer to the individual investors who may

not ful ly understand the complexity of convertible securities.

However, there is another group of investors interested in converti-

bles, but not in common stock as such, who no doubt thoroughly

understand their speculative nature. This is the institutional

investors such as life insurance companies, some pension funds, and

banks. These institutions are higlily regulated and are severely

restricted in their portfolio management, especially as to the amount

of common stock which they can hold. They are free, hov^ever, to

invest in convertible bonds, thus, providing corpora tionswi th an
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excellent potential market for such securities.

It was pointed out previously that for private placements,

which presumably would reflect institutional investors, only .5

percent of bond offerings and 8.2 percent of preferred stocks were

2k
convertible. Thus it might appear that these investors are not

particularly interested in convertibles, yet V/eston and Brigham

found this to be one motivation for convertible issues. They said

that "The investment officers of many of these institutions are

thought to feel that it would be desirable to have more equities

than regulations permit. Convertible bonds p rovide these inter-

mediaries with a method of indirectly holding more equities than the

25
1 aw permi ts ."

Thus, these institutions not only understand the speculative,

or equity, nature of such bonds but that may be precisely why they

acquire them. Without violating the laws governing their particular

institution they can hold what the regulatory agencies and accountants

regard as debt but which they know provides an opportunity for capital

gain. The institution can continue to hold the convertible, once con-

version parity has been reached, and obtain capital grovjth in line

with the growth of common stock market price. Of course, they are not

allowed to convert, except on a temporary basis, which may hinder

the corporation in obtaining its goal of an indirect common stock issue

24
Pilcher, o£. c i t . , pp. 5-

25
Weston and Brigham, ojd. c i t .

, p. 544 (emphasis added).
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If the institution wants to realize its capital gain it can

either sell the bond at the higher price or it can convert and

immediately sell the stock. Likewise, if the corporation calls the

bonds the institution can sell to someone who will convert or

convert and sell the stock. Either way the institution has earned

a capital gain on a so-called debt security.

Another reason why corporations may issue convertible securities,

especially bonds, when they eventually want to increase the common

equity is simply the flotation cost. These costs, which include

such things as registration with the Securities and Exchange Commis-

sion, underwriting fees and distribution charges, are usually smaller

for bonds and preferred stocks than for common stocks. One source

reports that for the period 1951-55 the flotation cost for 615

issues, expressed as a percent of gross proceeds, was as follows:

1.^9 percent for 265 bond issues sold, ^.3^1^ for 129 preferred stocks,

?6
and 10.28 for 230 commons.

The flotation cost for convertibles may not be exactly the same

as the average for all bonds and preferred stock but this gives an

idea of the difference in cost among the various issues. It is

interesting to note that Pllcher found four cases where "the

investment banlcer [^aid the corporation for the privilege of under-

27
writing the convertible issue."

^^Co5t of Flotation o f Corporate Secur i t i c_s , 1951-1955, Securities

and Exchange Commission (Washington, D. C: 1957), PP- 37--!0.

'Pi Icher, op. c_i_t.
, p. 81 .
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Of course in evaluating the total cost of capital the corpora-

tion must consider several variables in addition to flotation cost.

However, once the corporation iias decided that it wants to increase

common equity and the choice now is betv;een a direct issue and a

convertible issue of bonds the difference in flotation cost may

be a decisive factor. Ifthe firm is fairly certain that conversion

will occur and flotation costs will be 5 to 8 percent less with

convertible issues, a strong motive certainly exists for the issuance

of convertibles.

There are undoubtedly several other factors which, at one time

or another, motivate corporate management to decide upon a converti-

ble issue when an Increase in common equity is desired. However,

the reasons discussed above are the most common and adequately

illustrate the situations where convertibles may be used advanta-

geously. For convenience they will be restated:

1. To avoid the downward price pressures on the

firm's stock which would result from placing a

large new issue of common on the market.

2. To avoid dilution of earnings and increased

dividend requirements while the expansion program

is getting underway.

3. To avoid the direct sale of common stock when the

corporation believes that Its stock Is currently

undervalued In the market.

In the present discussion it does not seem necessary to go into

an analysis of those variables. For those who are interested, the topic

is treated extensively In G. David Qu i r I n , The Capital Expenditure

Decision (Homewood : Ricliard D. Irwin, Inc., 196?), PP- 95-1^0.
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4. To penetrate that segment of the capital
market which is unwilling or unable to parti

cipate in a direct common stock issue.

5. To minimize the flotation cost.

Additional Reasons for Buyi nc]
Convertible Securities

The previous discussion of why corporations elect to issue con-

vertible securities provides considerable insight into investor

motivation. In many instances the corporation felt compelled to issue

convertibles because that was what the market demanded. Among the

reasons for issuing convertibles, which simultaneously would be

reasons for buying, were: (1) convertible securities considered

to be fashionable at the moment; (2) investors are attracted to a

security which combines protection with the opportunity for capital

growth (even though they may not fully understand the risk involved);

and (3) many institutions, such as insurance companies, desire to

increase their equity holdings but are prohibited from doing so by

regulations .

In addition to these reasons inventors maydesire convertibles

as a hedge against stock market declines or because of the lower

margin requirements. Cohen and Zinbarg explain how the convertible

operates as a hedge:

A "convertible hedge" refers to a transaction in

which a bearish investor buys a convertible and

simultaneously sells short the common stock

into which it may be converted. If the stock

declines in price, as he anticipates, the pi'ice

of the convertible declines less than proportionately
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(he hopes). He then sells the convertible at a

loss, buys conmion at the depressed price, and covers his
short sale at a greater profit than the loss on the
convertible. I f he is wrong about the market, and a

rise in the stock's price confronts him with a potential
loss on the covering of the short sale, he has tvyo

alternatives. If the price of the convertible has risen,
he can sell it at a profit which offsets the short-sale
loss in whole or in part. Indeed, the price rise of the
convertible may exceed that of the stock, resulting in

a net profit. At the very worst, if the price of the
convertible has not risen, he can exercise his conver-
sion privilege and use the shares received to cover the
short sale. His maximum loss will be the difference
between the cost of the convertible and the proceeds of
the short sale, namely the "premium" which he paid over
conversion value. Thus, the main purpose of a "converti-
ble hedge" is to profit from a declining stock market
at a predetermined risk. 29

In those rare cases where the price of the convertible is below

the conversion parity and the conversion privilege is immediately

operative a process similar to the above called "arbitrage" will

motivate buying the issue. This situation provides a risk-free

opportunity for a small profit. This is accomplished by: (1) buying

the convertible issue and selling the common stock at the same time;

(2) immediate conversion into common; (3) using the common to cover

the sale.

The difference in margin requirement for buying common stock

and bonds or preferred stocks may also provide an incentive for

investing in convertibles. In the past a person desiring to buy on

margin could legitimately borrow at least 75 percent of the convertible

29
Jerome B. Cohen and Edward D. Zinbarg, investment Analy sis

and Portfo lio Management (Homewood : R i cha rd D . I rw i n , Inc., 1 96'/)
,

footnote 6, p. k\8.
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purchase price from a bank. On the other hand, the Federal

Reserve's variable margin requirements on common stoci< was such

that 50 percent or less could be borrov;ed. In early I969, the margin

requirement for common stocks and convertible bonds was 70 and 50,

respectively. It would appear that such a vast difference in margin

requirements could have had significant influence upon investment

decisions in the past.

Bonds vs. Prefer re d Stock

One objective of this study is to test the hypothesis that

convertible bonds and preferred stocks should receive similar

accounting treatment in reporting the capital structure of the firm.

Despite the fact that tliis hypothesis has not yet been cons idered, the

term"convert

i

ble securities" has been used repeatedly throughout this

chapter. The ' impl icat ion , of course, being that the term covered both

convertible bonds and convertible preferred stock and that a discus-

sion of one was automatically a discussion of the other. This vias in

keeping vyi th the approach of financial writers who usually group the

two securities together.

Since these writers rarely explain, in their discussion of

convertibles, why they analyze all convertibles together it is

necessary to consider their views toward non-convertible debenture

bonds and preferred stocl;s. As a further refinement special atten-

tion will be given to subordinated debentures which, it appears, are

the most common form of convertible bonds. For example, Broman, in
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the study referred to previously, elected to investigate only

convertible subordinated debentures. V/eston and Brigham in their

study, also referred to previously, found that all but two of the

31
convertible issues were subordinated. In addition, a recent issue

of Moody's Bond Survey described 35 prospective taxable-bond

offerings of v.'hich all 12 of the convertible issues were subordinated

32
debentu res

.

Subordinated debentures are bonds v/hose claim to assets comes

after other specified senior debt. Frequently the subordination Is to

all other creditors, in which case the claim to assets may be con-

33sidered more nearly in the nature of a "first" preferred stock than

of a "last" debt.

From a legal point of view bonds and preferred stocks are tv/o

distinct kinds of securities. Bonds are debt and the interest is

a tax-deductible expense. On the other hand, preferred stock is

considered to be a part of the equity and the dividend payments are

regarded as a distribution of earnings and are not a tax-deductible

expense. In addition bondholders have a legal right to enforce the

payment of periodic interest and the face value at maturity, a

right which preferred stockholders do not enjoy. On the assumption

Broman, £p. c i t .

3!
V/eston and Brigham, op-, ci t . , p. 5^2.

32
Moody's Bond Survey , Vol. 60, No. 23 (June 3, 1968), p. 638.

33'Lindsay and Sametz, o^g- c i t . , p. 380.
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that the legal viewpoint should not necessarily be the controlling

influence the fol levying discussion will be conducted from the point

of view of the financial manager.

Lindsay and Sametz assert that preferred stocks issued in the

last 25 years have almost uniformly been "cumulative, nonpart i c
i
pat i ng

,

callable, nonvoting, and preferred as to assets." They believe

that these features combined with otiier fairly standard protective

provisions give the preferred a striking resemblance to bonds. As

they see it, the typical protective provisions are as follows:

1. Restriction of size of dividends on common stock
to provide liquidity for future preferred divi-
dends .

2. Limitations on further issues of the same pre-

ferred or of new issues of securities (sucii as

bonds) that would have prior preferences, by a

requirement that the preferred must vote approval
by more than a majority, usually two thirds, of

such new issues or that certain financial ratios be

sat i sf i ed

.

3. In the event that dividends are passed, usually for

two to six quarters, the preferred stockholders
acquire voting power sufficient to elect a number
of the members, sometimes a majority, of the board
of directors of the corporation.

k. A statement about the preferreds' claim to assets,

usually specifying that they are entitled to

share the proceeds of assets in liquidation ahead
of the common stock to the extent of the par or

stated value plus dividend arrears. 35

They conclude that "Clearly, these are bondlike preferred stocks
,36

Lindsay and Sametz, o£. ci t . , p. 386.

^^Ibid.
, pp. 387-388.

^
^Ibid ., p. 387.
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Other writers, such as Johnson, also believe preferred stock is

best regarded as quasi-debt. He points out that "one indication

of the 'debt-like' position of preferred stockholders is that we

bargain v;ith them. in contrast, there should be no bargaining be-

37
tween the company and residual owners." His reasoning is that the

company does not have interests separate from the residual owners.

Thus since bargaining implies two or more parties v;i th different interest,

with one party gaining whaL tlie other loses, there is nothing to bar-

gain about when the interests are the same.

According to Johnson the bargaining area for debt and preferred

stock "centers on provisions for retirement, claim on income, claim

3 o

on assets, and voice in management." He also asserts that these

39
four provisions are what distinguish debt from equity. The following

discussion of those characterizing provisions will reflect the present

writer's interpretation of Johnson's viewpoint.

Matur i ty . A common feature of bonds is that they have specified

maturity dates while preferred stocks do not. Since repayment of

bonds is compulsory at maturity date a sinking fund provision is

usually included in the bargaining between the corporation and inves-

tors. Despite the absence of a ir.aturity date, provisions are sometimes

37
Robert V/. Johnson, Financial Hanagemcnt (2nd ed . , Boston:

Allyn and Bacon, Inc., 1962), p. ^80.

^^Ibid.
, p. ^B2.

39
JAii-, P- 135.

ho .

The Johnson discussion of debt characteristics is 1 b i ci .
, pp.

k2^-hL\^j and preferred stock is ibid. , pp. I\S2-'aS] .
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made for the compulsory retirement of preferred stock.

The importance of the inclusion or omission of a maturity date

can be diminished or disappear entirely v;hen the intent of manage-

ment is the voluntary retirement of bonds and preferred stock. In

order to protect itself the corporation prefers to have the right

to repay bonds at vji 1 1 rather than be forced to follow a predetermined

schedule. Corporations often bargain with bondholders for the right

to refund bonds at maturity date. They also often attempt to include

a call provision in the bond issue. This enables the corporation

to retire all, or part, of the bonds at will upon the payment of the

face amount plus an agreed upon premium.

If the corporation is successful in acquiring the right to

voluntarily repay or retire the bonds, and if the right is exercised,

the specified maturity date is meaningless. Under these conditions

bonds and preferred stock would be completely alike because preferred

stock almost always includes a call provision. Maturity will occur

when the firm decides to exercise the call.

Claim on in come. The bondholders have a prior claim on income

to the preferred stockholders, but both have claims prior to the

residual owners. The claim on income in both cases is a fixed

amount since, as a general rule, neither par ti c
i
pates with the

residual owners in distribution of earnings above the stated amount.

The amount of the bondholders claim is expressed as a percentage

of the face value of the bond while the preferred claim may be
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expressed as c- percentage of the par or a dollar amount.

Unless the bonds are income bonds, in which case there must

be income for a claim to exist, the bondholders have a certainty

of receiving interest payment. Because of legal provision the

failure to pay bond interest is grounds for the bondholders to

instigate bankruptcy proceedings against the corporation.

Preferred stock is usually cumulative, v,;hich means that if

preferred dividends are not paid in any period, they accumulate and

must be paid before any common dividend can be paid. This pro-

vision does not provide year to year certainty of receiving divi-

dends but it does provide substantial long-run certainty in most

cases. The common stockholders v/ou 1 d probably become unhappy

if they never received dividends and would likely push for cor-

rective measures. Of course if the company v/as losing money the

claim would be uncertain as would the bondholders' claim.

In addition to being concerned about the interest of common

stockholders, many corporate directors feel that they have a moral

obligation to pay preferred dividends if at all possible just as

they have a legal obligation to pay bond interest. They also

recognize that a continued failure to pay preferred dividends may

create problems in future financing.

Claim on assets . Both bondholders and holders of stock which

is preferred as to assets liave a claim on assets prior to the

residual owners. Some bonds are secured by specific assets; however.
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debenture bonds and preferred stock have no specific assets pledged

as security. They are protected only by the margin which exists

between the assets and secured debt.

In the case of subordinated debentures, vyhich are of special

interest here, the claims of senior creditors, including ordinary

debenture holders, must be settled before any payment is made on

the subordinate issue. Such claims are immediately prior to the

claims of preferred stockholders.

Debenture bondholders and preferred stockholders are willing

to forego a specific claim on assets simply because they look to

earnings to satisfy their claims. If they anticipate the necessity

to press a claim against the assets to enforce their rights they would

not, or at least should not, have made the investment.

Voice in management . Unless the charter of a corporation con-

tains a specific provision to the contrary, the preferred stock-

holders are entitled to voting rights. Such a provision is usually

included, thus limiting the preferred stockholder's voice in

management to restrictions on dividend payments and future issues

of equal or senior securities. This is the same right which bond-

holders normally obtain.

The bondholders and the preferred stockholders may obtain,

through bargaining, the right to vote or to elect a specific number

of directors upon the company's default of certain features of the

contract. Some defaults which may give them voting rights are:
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failure to pay interest or dividend; failure to maintain assets

at a certain ratio to outstanding bonds or preferreds; and failure

to maice sinl<ing fund payments.

The preceding comparison of non-convertible bonds and preferred

stocks on the basis of maturity date, claim on income, claim on

assets, and the right to a voice in management suggests that from the

financial manager's vievvpoint these securities have substantial

s i m i 1 a r i t y

.

The discussion up to this point has been concerned with pro-

visions which are incorporated to a varying extent in bonds and

preferred stocl<. Thus the similarity of characteristics is a matter

of degrees. The financial v^riters, however, have made a very

specific comparison between bonds and preferred stock in the com-

putation of the cost of capital.

Many writers do not devote any time to an analysis of the cost

of preferred stock. They merely point out in a footnote or in one

or two short paragraphs that the analytical procedure for preferred

is similar to the procedure for bonds. Others treat common stock

as the only equity capital which gives the impression that they

consider preferreds to be like bonds.

Others, like Quirin, analyze both bonds and preferred stock

and pointedly assert that tlie same procedure applies in botli cases.

He says that "From the point of view of the common stockholders,

preferred stock represents an alternative source of senior funds
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having many of the characteristics of debt but certain advantages

in particular circumstances." He also agrees with the point

made previously, and for the same reasons, that a company will not

casually decide to pass a preferred dividend.

According to Ouiriri the cost of capital when raised by

issuing bonds, when the firm receives the full face value, is the

interest rote adjusted for tax deductibility of interest. The formula

i s s impl

y

k-(l-T)R

where k is the cost, T is the tax rate and R is the rate of interest.

A more complex formula is necessary when the bonds are sold at a

premiimi or discount. In that case the formula is

where P is the par value of the bonds, n is the number of years to

maturity and Q, is the sum received, net of all underwriting cost.

In his analysis of preferred stock he points out that:

The cost of a straight preferred issue, like that of

a debt issue, is most accurately calculated by using

Formula (1) [a more general formula than given above3

particularly when there is a sinking fund involved or when

it is planned to call parts of the issue at specified

dates. The conventional approximation treats preferred

Q.U i r i n , 02 . ci t . , p . 102.

42
Ibid.

, pp. 100-101.



k8

as a perpetual obligation and the dividend as an

interest payment which is not tax-deductible giving

the formula

where D is the annual dividend.

Q.uirin also evaluated the cost of capital raised by issuing

convertible securities. He treated convertible bonds and preferred

stocks as e single source of capital and asserted that:

Such issues, then, contain built-in future dilution
(for the common stocl<) as an intrinsic feature,

and are best regarded as an indirect way of selling
common stock above the present market. Their cost

should be evaluated as the higher of: (a) their

cost calculated on the assumption that conversion
does not take place and they remain as senior obliga-

tions in their original form, or (b) their cost v.'hen

considered as if they were common stock, calculated
from the formula for common stock cost, but substituting

in the denominator the effective issue price on a common

stock basis, i.e., the proceeds from each share divided

by the number of common shares into which it may be

converted .^^

Weston and Brigham chose to view the cost of debt and preferred

stock from a definitional standpoint. In each case the cost is that

rate of return which must be earned on the debt or preferred stock-

financed investments in order to keep unchanged the earnings availa-

ble to common stockholders. For debt this is the interest rate and

for preferreds it is the dividend rate or the dollar amount of divi-

dend divided by the proceeds from the sale of a new issue of preferred

^^ I b i d . , pp. 102-103.

Ibid.
, p. 111.
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stock. Of course, as they point out, the different tax treat-

ment of interest payments and preferred dividends must be taken

Into consideration.

The evidence presented in this section makes it clear that

from the viewpoint of many writers in the field of corporate finance

it is appropriate for financial managers to treat debenture bonds

and preferred stock as one kind of security. There are degrees of

d i fferences; therefore one may be more advantageous than the other

under certain circumstances.

^5
Weston and Brigham, op. .cl_t. , PP- 282-283.



CHAPTER 3

THE ACCOUNTING PERSPECTIVE

The previous chapter was concerned with establishing the view-

point of financial writers toward convertible securities. Emphasis

was placed upon the relative importance of convertible securities

as a source of capital for corporations, the various reasons for

corporations selling and investors buying such securities, and a

comparison of the characteristics of bonds and preferred stocks

from the corporation's viewpoint. The views of accounting writers

were not considered and no effort was made to answer two basic

questions. That is, what difference does it make whether converti-

ble bonds and preferred stocks have similar characteristics and

whether they are treated as debt or equity in the financial state-

ments?

The purpose of this chapter is to explore the accounting litera-

ture which pertains to convertible securities in order to formulate

tentative answers to the above questions, and to establish the

accoLinting vievypoint toward convertible securities. Special atten-

tion will be given to the various publications of the American

Institute of Certified Public Accountants and the American Accounting

Association; partly on the assumption that these publications repre-

sent an influential segment of the accounting literature, and partly

because it is only in the opinions of the Accounting Principles
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Board that convertibles are discussed to any major extent. A search

of the literature suggests that Grady was reflecting the traditional

attitude of many accounting 'writers when he said that "since there

is little controversy regarding accountir.g for equity capital,

there is no need for lengthy comments." If there has been little

controversy regarding accounting for equity capital there has been,

until the last two years, even less controversy regarding accounting

for convertible securities.

Before dealing specifically with the cause of the recent

controversy it will be worthwhile to consider certain points which

pertain to accounting generally, and therefore to convertible

securities. These points will be presented in summary form on the

assumption that they reflect the views of most accountants.

The first point is simply the definition of accounting. While

many definitions have been suggested, probably the most basic and

most frequently cited definition is the one formulated by the

Committee on Terminology in 19^1 which stated that "Accounting is

the art of recording, classifying, and summarizing in a significant

manner and in terms of money, transactions and events v/hich are,

in part at least, of a financial character, and interpreting the

2
results thereof." For the present study the key words are

Paul Grady, Jl_n vento ry of Generally Acce pted Accounting Pr i nci -

ples for Business eTi te'rprTs_es . Accounting Research Study No. 7 (New

York: AmeTi^anniiTtTtuTe^of 'Certi f led Publ i c Accountants ,
Inc., 1965),

p. 191.

Americoi-i Institute of Certified Public Accountants. Accounting

.EgA.gJLllE^-^P'^'
Termi noloqy Bu 1 1 ct i n s .

(Final Ed i t i on . )
(New York

:
1 96 1 ) ,

Terminology, p. 9-
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"classifying ... in a significant manner."

The Committee chose not to amplify the definition which it

put forth, thereby placing upon individual accountants the responsi-

bility of determining whether the accounts In financial statements

were properly classified. A committee of the American Accounting

Association v.'as more specific when it pointed out that "Classifi-

cation, arrangement, and summarization should be employed for the

purpose of indicating similarity, d i s i mi 1 ar i ty ,
relative importance,

3
and interrelationships among the data."

That same committee also stressed the need for financial state-

ments to be useful, especially to investors. The Committee asserted

that "The underlying determinant of adequacy of disclosure in

published financial reports is their usefulness in making decisions,

particularly with respect to investment problems." At another

point the Committee said that if investors are misled or not advised

of important matters the disclosure is inadequate. For example,

"Statements may be misleading if they contain inappropriate classifi-

5
cations or descriptions, or improper emphasis."

The importance of reflecting the viewpoint of investors was

also stressed in the introduction to Accounting Research Bulletin

American Accounting Association, Concepts and Standards Under

lying Corporate Statements , Supplementary Statement No. 8, 195^-

^Ibid ,

^Ibid.
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No • ^3 As a result of the Increar-incj use of the corporate system

during the past fifty years "the problems in the field of accounting

have increasingly come to be considered from the standpoint of the

buyer or seller of an interest in an enterprise."

Another concept v/hich has widespread acceptance in the account-

ing literature is mater i al i t y. Ratlier than conduct a historical

survey of the materiality concept, as was done by Reininga, this

point will be illustrated by some statements from accounting Research

Study No. 7- In that study it is stated that:

Accounting and auditing literature and pronounce-
ments are replete with references to items and

matters which are: material, significant, of sub-

stantial importance, substantial, materially dis-

torting, immaterial, inconsiderable in amount, of

little or no consequence, not significant, etc

The fact that no committee of the institute has

defined the terms material, significant, or con-

sequential merely serves to emphasize the fact that

the problem involved is largely a matter of judg-

ment to be exercised in the light of all the then-
pexisting surrounding circumstances."

The following general definition of the concept is suggested:

A statement, fact, or item is material, if giving

full consideration to the surrounding circumstances,

as they exist at the time, it is of such a nature

that its disclosure, or the method of treating it,

would be likely to influence or to "make a difference"

Accounting Research and Terminolog y Bulletins , op . c i t . ,

Bui let in No. 43, p. 1

.

V/arren Reininga, "The Unknown Materiality Concept," Journa;

of Accountancy (February 1968), pp. 30-35-

p
Grady, oji. sA^L- ^ PP- 38-39-
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in the Judgment and conduct of a reasonable
pe

tne
,

rson .
-^

The purpose of the preceding discussion was to illustrate that

certain basic concepts of accounting require an understanding of con-

vertible securities. Since accounting is concerned with classifica-

tion, and classification requires recognition of similarity and dis-

similarity, it is essential that the characteristics of convertible

bonds and preferred stocks be investigated. If they have similar

characteristics they should be placed in the same classification.

On the other hand, if the characteristics are different there may

be sufficient justification for different classifications.

In addition, the evidence presented in the previous chapter

indicates that convertible securities are probably "material" items

on a statement of financial position, therefore an inappropriate

classification may be misleading to present and prospective inves-

tors. Such a classification v-fould defeat a basic purpose of published

financial reports which is to provide useful information for investors

deci s i on-maki ng

.

Selected General Theories of Accounting

Over the years several general theories, or concepts, have been

advanced in the accounting literature. Among these are: proprietary

theory, entity theory, fund theory, social institution theory,

ibid .
, p. kO.

10.
William J. Vatter, The Fiind Theory of Accounting and Its Im pli'

cations for Financial Report s (The University of Chicago Press, ]3k'/)
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commander theory, and economic theories of the firm. The pro-

prietary and entity theories are the most commonly discussed theories,

with the others being treated as refinements, modifications or

attempts at reconciliation of those two theories.

The purpose of this section Is to determine whether the

selection of a particular "theory" enhances or negates the previously

discussed basic concepts of accounting and whether such selection

has any bearing on the treatment of convertible securities. If so,

which theory is most representative of current practice? There is

no need, within the scope of this study, to draw a conclusion con-

cerning which theory is best, or ought to be the theory of accounting.

In addition, only the two main theories, the proprietary theory and

the entity theory, will be discussed, which should serve adequately

for the present purpose.

According to the proprietary theory the firm is owned by some

specified person or group. The ownership Interest may be represented

by a sole proprietor, a partnership, or by a number of stockholders.

In any event the assets of the firm belong to these people and any

liabilities of the firm are their liabilities. Revenues received

by the firm immediately increase the ov/ner's net interest in the firm,

which is the total assets minus the total liabilities. Likewise

all expenses incurred by the firm Immediately decrease their net

Louis Goldberg, A n Inquiry into the Nature of Accounting
(American Accounting Association, I965).
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interest in the firm. This is the same thing as saying that profits

become the property of the owners, and not the firm, at the time

they are earned.

To the ov/ners, according to Lorig, "The business is merely a

segregated portion of their financial interests, accounted for

separately because it is convenient or necessary for various reasons

1 2
to do so." This viewpoint combined with the immediate effect of

profit on their net interest means, to those who adhere to the pro-

prietary theory, that "The proprietors are the center of interest

at all times, and their viev/points are the ones reflected in the

accounting records.' -^

The preceeding comments reflect a generally accepted summary

of the proprietary theory. However, there is v/idespread difference

of opinion concerning the composition of the proprietorship group.

For example. Husband takes a narrow view and asserts that "The

preferred stockholders occupy a 'hybrid' position, a resultant

of the cross breeding of bonds and common stock. On the theory

that the common stockholders occupy the ent rcpreneursh
i p position

in the corporation, preferred stock, like bonds, represents hiring

of capital services. Consistent therewith, preferred stock dividends

are best treated as cost." Staubus has also advocated the narrow

A. N. Lorig, "Some Basic Concepts of Accounting and Their

implications," The Accounting Review (July 196-0, pp. 56^-565.

1
"^

-"Reginald S. Gynther, "Accounting Concepts and Behavioral

Hypotheses," The Accounting Rev lev/ (April I967), pp. 275.

G. R. Husband, "The Entity Concept in Accounting," The Account -

ing Review (October 195^0. P- 561.
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version in his "residual equity" concept. He would exclude the

preferred stockholders, unless the stock was participating preferred,

from the ov;nership group. He points out that "One way of emphasizing

the residual equity is to convert the primary expression of the

accounting equation, assets equal equities, to the form: assets

minus specific equities (liabilit ie s, including preferred stock)

equal the residual equity .
"^^

The other extreme view is that all long-term investors, whether

bondholders, preferred stockholders or common stockholders, are part

of the proprietorship group. For example, Chov-y believes that "a

concept of proprietor broadly defined as the totality of private

interests or the long-term investors as a class would be more logical

and workable from the standpoint of theory and practice."

The more common viewpoint is probably the one which compro-

mises the two extremes. That is, the proprietors of a business

are the preferred and common stockholders, even though it is recognized

that the preferred stockholders usually have no voice in the manage-

ment of the business. Nevertheless according to Lorig, "in practice,

the financial return to them [the preferred stockholders] is always

considered a distribution and is chargeable only to net profits,

current or accumulated, and payable only when declared in the form

'-'G. J. Staubus, "The Residual Equity Point of View in Accounting,'
The Accounting Review (January 1959), p. 13.

Y. C. Chovv, "The Doctrine oF Pioprietorship," T he Accountin g

Rev i ew (April 19^2), p. 162.
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of a dividend. Both classes of stockholders, therefore, are dis-

tinctly different from the creditor group, and this distinction is

17

basic in the proprietary concept."

Since the proprietary theory asserts that profits become the

property of the owners at the time they are earned, v;hether they are

distributed or not, it appears that Lorig is contradicting that theory

when he emphasizes dividend declarations as a determinant of financial

return. It should be noted, however, that Lorig's statement reflects

a traditional accounting viewpoint concerning the distinction between

stockholders and creditors.

While not necessarily tlic first to do so, the entity theory

was described and put forth as a more appropriate theory of accounting

by Paton in 1922. in the preface he briefly summarized the pro-

prietary theory and recognized that such a theory might be adequate

for a sole proprietorship or a simple partnership. However, he felt

that "as an explanation of the accounting system of the corporation
,

tiie present dominant form of business organization, such an arrange-

1 8
ment of accounting principles is seriously defective."

In order to overcome this serious defect his book vjas charac-

terized as an attempt:

. . . to present a restatement of the theory of

accounting consistent vyith tiie conditions and needs

17
Lorig, 0£^. ci t .

, p. 5d5.

1

R

V.'illiam A. Paton, Account in g Theor y (Reprint ed . , Chicago:

Accounting Studies Press, Ltd., 1962), p. iii.
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of the business enterprise par excel 1 ence , the large

corporation, as well as applicable to the simpler,

more primitive forms of organization . . . the view
that the balance sheet is composed of three distinct

categories, assets , 1 i abi 1 i t i es , and propr i etorshi p,

and that the first two of these classes are of impor-

tance primarily in that their difference discloses

the last, is abandoned, and the theory of the accounting

system is presented in terms of the tv/o fundamental

dimensions, properties and equi t i es .T9^

Therefore, the entity theory, like the proprietary theory, is

a point of view toward the firm and the people concerned with its

operation. Those who hold the entity viewpoint place the firm, and

not the owners, at the center of interest. The essence of the theory

is that stockholders as well as creditors are outside the firm. The

firm exists as a separate and distinct entity apart from those who

contributed the capital of the firm.

The assets and liabilities belong to the entity and not the

owners. As revenue is received it becomes the property of the entity.

Likewise, expenses incurred are obligations of the entity. Any net

profits are the property of the entity and accrue to the stockholders

only when a dividend is declared. The undistributed profits, if any,

still belong to the entity "and this is not affected by the inclusion

of undistributed profits in the stockholders' section of the printed

balance sheet. The entity concept person sees this as mere conform-

ing to conventional and regulatory reporting procedures. "'^'^

*"
| bid . , pp. i i i " i v.

20Gynther, oj3. c i t . , p. 276.
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In the accounting literature frequent reference is made to tfie

need for separate accounting of the activities of the firm and of the

owners. This proposition is treated as a basic postulate, concept or

assumption of accounting. For example, in his list of basic postu-

lates Moonitz asserts that "Economic activity is carried on through

specific units or entities. This proposition refers to the basic unit

of economic organization and points the v/ay for a similar orientation

.,21
or accounting data.

In his list of basic assumptions Mattessich states that "An

entity is a social institution which may own and owe economic objects

and which can (but need not) be owned by one or more agents or other

22
entities." This appears to be a restatement of the legal definition

of a corporation and further indicates that an entity is not neces-

sarily owned by anyone.

Grady took a similar approach in describing the basic concepts

of accounting. He explained it this way:

A business entity consists of an organization of

persons and properties which have been brought to-

gether for certain economic objectives. . . . The

business corporation created under incorporation

statutes is recognized as an entity in its own right,

separate and distinct from its stockholders. . . .

The separation of ownership from management of the

business entity is a primary factor in imposing

2 1

Maurice Moonitz, The Basic Postula tes of Accounting . Accounting
Research Study No. 1 (New York: American Instituteof Certified Public

Accountants, I96I), P- 22.

P\i chard Mattessich, Accounting and An alytical Methods (Homewood:

Richard D. Irwin, Inc., 196'l), p. 38.



61

on the entity the fiducuary accountabilities to
its stockholders. The summary of generally accepted
priciples later set forth is classified in relation
to these fiducuary accoun tab i 1 i

t

ies . ^3

The purpose of tiie above comments was to illustrate and emphasize

that in many contexts the entity concepts relate to the separation

of the accounting records of the firm and the owners. In that case the

term "entity concept" may not reflect the perception of the firm held

by those who ascribe to the "pure" entity viewpoint. The confusion

would be reduced if writers adhered to Gynther's explanation. He

indicated that "The 'independence' or ' separateness ' of the entity's

accounting records is commonly referred to as the 'entity convention'

and not the 'entity concept.' If the hot dog vendor maintains separate

accounting records for his business as he should (the entity convention),

it does not follow that he has an entity viewpoint regarding the business-

es
although this is possible."

Does the choice of a particular accounting theory have any

pertinence to a study concei'ned with the accounting treatment of con-

vertible securities? As previously discussed, those who hold the

proprietary viewpoint place the ov/ners at the center of Interest and

expect the accounting reports to reflect that interest. On the other

hand, Lorig summarized the common views of the entity theorists and in

addition to the attitude toward the ovmershlp of properties and profit

Grady, 0£. c I t
. , p. 26.

2k r
Gynther, 02. c i t . , p. lib.

^^
Ibid .

, p. 276.
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previously mentioned he asserted that "The accounting and financial

reporting are for all interested parties, including the entity's adiiiin-

istration. They are not intended specifically for the stockholders."

He believes that the views of tlie entity theorists regarding an

incorporated business indicate that "the stockholders are closer to a

creditor status than the creditors are to an ov/ner status. And since

under the entity concept the s tockiiolde rs and long-terni creditors

are to be treated similarly, it is logical that botl^i classes should

27
be regarded as creditors."

Therefore the ansv/er to the above question is a definite yes.

Since the proprietary theory places ownership at the center of inLerest

for accounting purposes it is essential to determine v^hether converti-

ble securities represent a part of the ownership if that theory is

adopted. On the other hand, since the entity theory suggests similar

treatment for stockholders and long-term creditors there v/ould be no

point discussing the debt or equity nature of convertible securities

if that theory were adopted.

The fact that it does make a difference vjhich theory is followed

indicates that some consideration should be given to which of the two

theories is most common in current pi"actice. This is a problem for

substantial empirical research which is beyond tlie scope of this study.

However, several writers have addressed themselves to the problem. For

t-orig, op. ci t .
, p. 567-

"^^IhlLl- . P- 567.
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example, Lorig lists nineteen differences in accounting and financial

reporting wh i cin have been influenced by the two concepts. He concludes

that In sixteen out of nineteen "the proprietary viewpoint seems to be

OQ
the one generally held." He stated the conflicts in the form of

questions which he answered yes or no (using P.C. for proprietary

concept and E.C for entity concept). In addition he elaborated

the yes or no with some brief comments. The questions pertained to

such things as ownership of profits, properties, and undistributed

earnings, the treatment of taxes, the book value of stock, etc. Several

of the questions and comments will be repeated here in order to illustrate

his reasoning:

1. Are the net earnings of a business to be considered
income of the stockholders (or other owners)?

P.C. Yes E C. No

Under the entity concept, the income is that of the

business enterprise itself until dividends are

declared or distribution otherv/ise made.

2. Should earnings per share be reported?
P.C. Yes E.C. No

The earnings per share has real significance to

the stockholders under the proprietary theory.

Under the entity concept the earnings do not

belong to the stockholders and the amount per

share would carry misleading inferences.

3. Are corporate retained earnings, or earned surpkis,

part of the stockholders' equity?
P.C. Yes E.C. No

According to the entity theory, the retained

earnings must be regarded as belonging to the

ent i ty i tsel f

.

^^l^d., p. 572.
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17- Should the calculated book value per share of

common stock include a proportionate part of

retained earnings?
P.C. Yes E.C No

The retained earnings do not belong to the stock-

holders under the entity concept. Hence the

book value cannot properly include any part of

those earni ngs

.

18. is the common account form of balance sheet (debits

on one side, credits on the other) the clearest

form for presenting the financial position?
P.C Yes E.C. No

The equation for the entity concepts is "Assets =

Equities (or Liabilities)" and this corresponds

to the account form. The equation for the

proprietary concept is "Assets - Liabilities =

Proprietorship" and the report form of financial ^q

position expresses that relationship most clearly.

Gynther is not willing to accept the approach used by Lorig

because he thinks that the wide variety of viewpoints within the two

main concepts makes it difficult to prepare one comprehensive listing

of differences, but he also comes to the conclusion that the pro-

prietary theory is most commonly followed by accountants. He states

his views in the form of hypotheses. For example he says "It is

hypothesized that most stockholders vyith substantial holdings of

shares in corporations have the proprietary outlooks. . . . Further

it is claimed here that most accountants in public practice have a

proprietary outlook. ... To most accountants the prime function of

the accounting system is to reflect the interests of the shareholders."

^^Ibid., pp. 570-572.

Gynther, oji- ci t .
, pp. 2o2-283.
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The opposite viev; is taken by Goldberg. He indicates tliat

"The theory which is probably most widely adopted novjadays by accounting

writers and teachers ... is the entity theory, and it is the one

which is most generally accepted by the present generation of practicing

31
accountants. ..." It should be noted, however , that Goldberg

equates the entity concept with the entity convention which may account

32
for his statement.

Since it is not practical to prove, eiiipi r i ca 1 1 y , the prominence

of one or the other of the two theories this study will proceed on the

assumption that, while the entity convention may be popular, the

proprietary theory is most commonly follou/ed by accountants.

Convertible Securities from the Accounting Viewpoint

One conclusion which may be drawn from a survey of the accounting

literature is that many accounting writers do not give any specific

attention to convertible securities. At best, such securities receive

only brief mention and even then there is no analyses of the charac-

teristics of these securities. The report from a committee of the

American Accounting Association will serve as one example of this tend-

ency. The report first noted that the term "entities" covered both

creditor and stockholder interest. it was then pointed out that "a

particular corporate security may combine some of the characteristics

^'Goldberg, ob . clt.,p. 109.

^^
Ibid .

, pp. 109-110.
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of both creditor and stockholder interests. Equities should be

reported in financial statements in a manner which emphasizes their

33
dominant characteristic." If the report had stopped there it would

be appropriate to assume that the committee would include convertible

securities in the group of hybrid securities which should be analyzed

for the purpose of determining the dominant characteristics. However,

the report appears to have precluded that assumption by the comment,

two paragraphs later, that "When a liability is discharged by con-

version to a stock equity, the market value of the liability is ideally

3^
the measure of the new equity created."

Thus the only specific reference to convertibles is in the con-

text of a liability being converted into a stock equity. There is

no suggestion whatever that perhaps, on the basis of dominant

characteristics, convertible bonds should have been reported as a

part of the stockholders' interest and not as a liability prior to

the conversion. The purpose here is not to assert that convertible

bonds should be so classified but, rather, to point out that the

committee, apparently, automatically considered such securities to be

a part of the liabilities despite the fact that the hybrid nature of

some securities was recognized.

Another study devoted only one short paragraph to convertible

securities. The comments, while brief, were explicit about the nature

33
American Accounting Association, Accounting and Reporting

Standards for Corporate Financial Statements
, 1957 Revision.

Ibid.
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of convertible bonds. The entire paragraph was as follows:

Liabilities sometimes exist in a form which may be
converted into owner's equity at the option of
the obligee. For example, bond indentures may
provide that under certain prescribed conditions
bonds can be exchanged for shares of stock at the
option of the bondholders. Until conversion occurs,
these bonds are liabilities. Upon conversion there
is an increase in stockholders' equity and a reduc-
tion of liabilities. Until actual exchange, the

35bonds have a known maturity date and maturity value,

These comments reflect the traditional viewpoint of accountants re-

garding convertible securities. Convertible bonds are liabilities

and convertible stocks are owners'' equity. There is no concern about

dominant characteristics. Apparently any conflict in the minds of

the Vi/riters has been resolved in favor of tradition with the key

factors being a known maturity date and maturity value.

On the basis of the evidence presented in the previous chapter

concerning the relative importance of convertible securities in

corporate f i nanc i ng, the choice of words in the above statement seems

to be misleading. More appropriate wording might be as follows:

"Liabilities often exist in a form which may be converted. . . . For

example, bond indentures frequently . . .
." The change in terms

would not necessarily have altered the conclusion of Sprouse and

Moonitz, but may have resulted in a more comprehensive discussion.

35
Robert T. Sprouse and Maurice Moonitz, A Tentative Set of

Broad Accounting Princip l es for B u siness Enterp rise. Accounting Research
Study l^o. 3 (New York: American Institute of Certified Public Accountants,

1962) , p. 38.
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In the Grady study, previously mentioned, there are several

references to convertible securities. Most of these are repetitions

of earlier Accounting Research Bulletins and pertain to the value

to be placed on the common stock issued through a conversion process

and to the computation of earnings per share when conversion has taken

place. The comments reflect a concern for the effect of conversion

on current year earnings per share and comparative statistics for a

period of years. There was no reference to the nature of conver-

tible secur i ties.

In a different context, Grady made a statement whicii appears

to be especially pertinent to the present study. In his discussion

of invested capital which is attributable to stock outstanding he

said "Stock outstanding may consist of preference and common stocks.

Debentures subordinate to the claims of creditors are also sometimes

classified as invested capital. The accountant should not ordinarily

37
object to this, if full disclosure is made." The pertinence of

this statement is based upon the evidence presented in the previous

chapter which indicated that convertible bonds are frequently

subordinated debentures.

Therefore, if there is no objection to classifying ordinary

subordinated debentures as invested capital there should be even less

^ Grady, op_. crt.
, pp. 196, 308, 309.

^^jhJA. , p. 198.
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objection to such classification when the conversion feature is

added. Yet, there was no mention vyhatever of such a possibility.

In order to gain some insight into the rationale for the above

statement and to get his thinking on the present study the present

writer addressed some questions to Mr. Grady. His reply, wi tli the

exception of the last paragraph, which pertained to permission to

quote, was as follows:

Where so-called Debentures are subordinate to creditors,
it is obvious that they become a special form of equity.
As such, a full explanation of their terms is required
for the information of creditors, whose claims are
senior to them, and for preference and common stock-
holders whose position is junior to that of the debentures.
The disclosure should fairly present the principal terms

of the Indenture agreement, including the terms of

conversion into stock, if they are convertible, and the

contingencies, if any, whereby they might become lia-

bilities of the corporation.

I trust your study will include a review and analysis
of several specific indentures and perhaps some history
of the eventual conversion or liquidation. This should

place you in a better position to judge whether the

probabilities Inherent In this special form of invested

capital, justifies the treatment described in ARS No. 7-

The above letter contains an interesting paradox. On the one

hand there is the observation that subordinated debentures are

obviously a special form of equity. Furthermore, such securities

may become liabilities of the corporation only through the existence

of some possible contingencies, which are not stated. Thus, there

is a strong implication that not only should the accountant not

Paul Grady, Personal correspondence, July 5, 1968.
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object to reporting these securities as a part of equity, but that

such treatment is the most appropriate.

On the other hand, when the subordinated debentures are con-

vertible, Grady suggests that reporting them as equity requires

justification based upon some inherent probabilities. Again he

does not specify what the probabilities are that would justify such

treatment. It appears that he is referring to a historical study

of the eventual conversion or liquidation of convertible issues,

and the question of what probability of conversion justifies treating

these securities as equity remains unanswered. In addition, there

is no attempt to explain why the attachment of the conversion feature

to a subordinated debenture makes the accounting treatment uncertain

when the treatment of non-convertible subordinated debentures is

"obvious."

Opinions o f the Accounting Principles Board

This section will be devoted to a rather extensive coverage

of those opinions issued by the Accounting Principles Board of the

American Institute of Certified Public Accountants v/hich contain

specific reference to convertible securities. Therefore, it seems

appropriate to briefly consider the responsibility and authority of

that Board. The Board was charted by the Council of the Institute

and the Charter contains, among others, the following provisions:

1. Authority for Issuance

The Board shall have the authority and the

duty to issue, in its own name, pronouncements

on accounting principles.
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2. Nature
Such pronouncements are expected to comprehend
basic postulates, broad principles, and rules
or other guides for the application of account-
ing principles in specific situations. . . . They
are to be based on what the Board determines to
be adequate research and are expected to be
regarded as authoritative written expressions of
generally accepted accounting pr i nc

i

pies . ^9

Each opinion issued by the Board carries a notation stating

that the authority of the opinion rests upon general acceptance, but

that departures from the opinion must be JListified by those who

adopt other practices. In addition, the notation sets forth the posi-

tion of the Council of the Institute that:

a. "Generally accepted accounting principles" are
those principles which have substantial
authoritative support.

b. Opinions of the Accounting Principles Board ,

constitute "substantial authoritative support."

Furthermore, the Council, while recognizing that there may exist

"substantial authoritative support" for accounting principles which

differ from the Board opinions, has asserted that whenever the accountant

prepares financial statements which contain departures from the opinion

such departures must be disclosed in footnotes to the financial state-

ments. The influence which the Board has upon accounting principles

should be rather obvious.

39American Institute of Certified Public Accountants, Charter
of the Accounting Principles Board.

American Institute of Certified Public Accountants, Council

of the Institute. "Disclosure of Departures from Opinions of Account-
ing Principles Board" (OcLober 196'^).
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Since December 1966, the Accounting Principles Board has issued

four opinions in whicli specific attention was given to convertible

. . ^1
securities. The tliird opinion suspended the second, and the fourth

revoked the second; hov/ever, the rationale of each is of importance

to this study and v/ill be discussed.

Opinion i^o. 9 is concerned with two major aspects of reporting

the results of operations for a firm. The first aspect is the determi-

nation of net income and the treatment of extraordinary items and

prior period adjustments. The second aspect, and the one which

involves convertible securities, is the computation and reporting

of earnings per "share.

The Board began its discussion of earnings per share by stressing

the importance of such a statement when used in conjunction with other

financial statements. The Board then said that the term "earnings

per share," unless qualified, "refers to the amount of earnings ap-

plicable to each share of common stocl< or other residual security

outstanding." Again the problem arises concerning the composition

of the proprietorship or residual equity group. Obviously, the

Board does not accept the previously discussed "narrow view" which

holds that only the common stockholders should be included. The

41
American Institute of Certified Public Accountants, Account-

ing Principles Board, "Opinion No. 9: Pxeporting the Pxesults of

Operations" (December I966); "Opinion No. 10: Omnibus Opi n i on-- 1
966'

(December I966); "Opinion No. 12: Omnibus Opi n i on-- 1
967" (December

1967).

42
"Opinion No . 9 ," ££ c i t .

,
pa r . 33-
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Board continued the above statement by saying that "When more than

one class of common stock is outstanding, or when an outstanding

security has participating dividend rights with the common stock,

or when an outstanding security clearly derives a major portion

of its value from its conversion rights or its common stock charac-

teristics, such securities should be considered 'residual securities'

and not 'senior securities' for purposes of computing earnings per

^3
share."

Only the last of the three situations described above may be

considered as a significant addition to "residual securities" as

traditionally defined. There is little purpose in treating different

classes of common stock as a special situation. All common stock-

holders, regardless of class, have been generally accepted as part

of the proprietorship or residual equity group. And even the narrow

"residual equity" view held by Staubus included participating preferred

stock in the ownership group. On the other hand, by asserting that

under certain circumstances convertible securities should be regarded

as residual securities, the Board has indirectly questioned the treat-

ment of such securities on the statement of financial position.

The Board did not suggest hov; the accountant might determine

whether the major portion of the value of an outstanding security

was "clearly derived" from its conversion rights or its common stock

characteristics. In fact, throughout the remainder of the opinion

Z|3
Ibid . ,

par. 33.
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all references to convertible securities applied only to those con-

vertible issues which do not qualify as residual.

The purpose of this study would have been better served if the

Board had elaborated its brief treatment of convertibles as residual

securities. Unfortunately that was not the case but, in dealing with

the other convertible securities, the Board expressed some views which

should be considered.

The Board approved the traditional procedure relating to

convertible securities when computing earnings per share. According

to the Board, "When senior stock ov debt is converted into common

stocl< during a period, earnings per share should be based on a weighted

average of the number of shares outstanding." This is simply a more

positive statement of the position outlined in an earlier Accounting

Research Bulletin vyhich indicated that "earnings per share should

ordinarily be based on weighted average. ..."'' However, the Board

also added the comment that if the effect of conversion would be

material it would be appropriate to prepare "pro forma computations

of earnings per share, showing what the earnings would have been if

the conversion had taken place at the beginning of the period. . .
."

Similar pro forma computations are also to be made when conversion

takes place after the close of the period prior to the completion and

issuance of the financial statements.

^^ I b i d
. ,

par 38.

-^Grady, o£. ci t .
, p. 30S.

he
'bpinion No. 9,"o[3. c_i_t .

,
par. 33-
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The Board expressed particular concern for adequate disclosure

in those situations where earnings per share may be subject to dilu-

tion in the future because of existing contingencies which would

permit the issuance of additional shares of common stock. Foremost

among these contingencies are outstanding convertible preferred stock

or convertible bonds and outstanding stock options. In those cases

where ttie potential dilution is material, the Board again sujgested

pro forma computations of earnings per share "showing what the earnings

would be if the conversion or contingent issuances took place. The

Board strongly recommends that such per share data be disclosed in

the statement of income."

The Board further reflected its concern in the next paragraph

by observing that "The fact that the relationship between current

market and conversion prices makes conversion or other contingent is-

suance unlikely in the foreseeable future is not sufficient basis for

omission of the disclosure of the pro forma earnings per share

data. . .
." The position of the Board seems to be clear: Vihenever

the potential dilution is material there must be a pro forma compu-

tation of earnings per share showing what the earnings would be if

the contingency eventuates.

In summary, it can be said that the Board, in rendering its

opinion on earnings per share, paid particular attention to the potential

i^ld. ,
par. h3.

^^Jbid. ,
par. hk.
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effect of convertible securities upon the computed earnings. First,

by requiring tfiat under certain conditions such securities should be

treated as residual securities and secondly, by Insisting upon pro

forma computations under various otPier circumstances, the Board

alerted the profession to the need for special treatment of conver-

tible i ssues

,

Since the Opinion just discussed vvas limited to reporting the

results of operations, and especially the computation of earnings per

share, the Board did not consider the statement of financial position

treatment of convertible securities. This was one of the topics

covered briefly in another Opinion issued at the same time. The Board

expressed the follov/ing attitude:

A portion of the proceeds received for bonds or other

debt obligations which are convertible into stock,

or v,/hich are issued with warrants to purchase stock, is

ordinarily attributed to the conversion privilege or

to the warrants, a factor that is usually reflected
in the stated Interest rate. In substance, the acquirer
of the debt obligation receives a "call" on the stock.

Accordingly, the portion of the proceeds attributable
to the conversion feature or the warrants should be

accounted for as paid-in capital. . . .
-^

Thus, In this latter Opinion the Board took the position that

under certain circumstances a portion of the proceeds from the sale

of convertible bonds should be treated as paid-in capital while In

the previous Opinion, under certain circumstances, the entire converti-

ble Issue should be treated as residual. Of course, in Opinion No» 9

'-^9,

Opinion Ho. 10,"o£. cl t . ,
par. 8.
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the Board was dealing with the computation of earnings per share

while in Opinion No. 10 the statement of financial position classifi-

cation of convertible issues was the topic.

Perhaps there is no conflict between the two opinions, but they

do give rise to certain speculations. In Opinion No. 10 the Board

said that the amount to be recorded as paid-in capital "may ordinarily

be measured as the difference between the price at which the debt

was issued and the estimated price for which it would have been issued

50
in the absence of the conversion feature." It may be recalled that

in Opinion No. 9 it was stated that the convertible security should

be treated as a residual security if it derived a major portion of its

value from the conversion feature. Therefore securities which are

treated totally as residual in income statement computations will only

be partially, if at all, recorded as paid capital in the statement of

f i nanc ia 1 pos i t i on

.

A survey of various accounting journals for several months

following the issuance of the two previously discussed opinions indi-

cates that the sections pertaining to convertible securities were

quietly accepted by the profession. There were no articles or letters

to the editors criticizing the actions of the Accounting Principles

Board. However, after one year the Board chose to suspend that section

of Opinion No. 10 pertaining to convertible securities.

^°lbid .
,
par. 9-
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In announcing the temporary suspension the Board explained

that since the issuance of the Opinion setting forth the accounting

treatment for the proceeds of convertible bonds or warrants the fol-

lowing developments had occurred

. . . the Board has observed developments in the use

of securities of this character and experiences in

the application of those paragraphs of the Opinion.

In addition, the Board has received views of interested

parties relative to the nature of these securities

and the problems in implementing the paragraphs. These

observations and views have suggested that because certain

aspects of these Instruments, particularly in the case

of convertible debentures, raise difficult estimation

and other problems, further study Is needed In this

area. Also, because of the actual or potential equity

nature of these Instruments, the relationship between

the accounting for the proceeds and the treatment

of "residual secur i t i es" i n the determination of earnings

per share has created problems which need to be studied

further .51

Since the "views of interested parties" were not presented in

the accounting journals it is not possible to evaluate those views.

However, a rather brief indication of the views and their source

was revealed by Savoie. According to him each Board member received

a telegram, which "was signed by 12 of the country's largest invest-

ment banking firms and 5 of the largest law firms,"^^ requesting a

discussion and restudy of Paragraphs 8 and 9 of Opinion No, 10. The

Investment Bankers Association had received the exposure draft of the

Opinion but did not respond at that time. Now certain new information

5^ 'Opinion No. l2,"op_. cjj:_. ,
par. 11.

^^Leonard M. Savoie, "Controversy Over Accounting Principles

Board Opinions," T he Journal of Account ancy (January I968), p. kO.
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was made available to the Board and it agreed to a meeting. Savoie

says that "The questions raised relate mainly to practical diffi-

culties in arriving at a value to place on the conversion feature of

convertible debentures through the process of relating the convertible

debenture price to the price of a straight debt security without

53
the conversion feature."

Savoie seems to minimize another aspect of the investment

banker's concern and yet his mention of it gives rise to the prospect

that it may have been a significant factor. He says that "This

issue, too, has overtones of earnings per share. Allocation of a

portion of proceeds of a convertible debt issue to the conversion

feature results in debt discount which must be amortized against

future earnings. Thus, convertible debt is less appealing than it

would be without this requirement."

The impression is thus created that reaction to Opinion No. 10

came only from the direction of investment bankers and not from

accountants or management. Furthermore, the expressed criticism

concerned technical procedures for implementing the Opinion and not

the theoretical bases of the Opinion.

In addition to the temporary suspension of Paragraphs 9 and 10

of Opinion No. 10 the Board ruled that until its new Opinion pertain-

ing to convertible securities is issued, and which may be retroactive.

53_|^d.
, p. kO.

^'^Ibid.
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"a dual presentation of earnings per share of common stock should be

furnished on the face of the statement of income" by those firms

which v/ould have been subject to the Opinion. The presentation

should show earnings per share (l) based upon the average number of

shares outstanding and (2) assuming complete conversion of all out-

standing convertible securities. The Board says that "The purpose

of the dual presentation is to recognize and emphasize the complex

nature of these securities, including the existence of equity charac-

teristics, and the possibility that conversion of the security or

exercise of options or warrants may affect earnings per share of

common stock."

The most recent activity of the Board, relative to convertible

securities, was the release of an exposure draft of a new opinion

and a new opinion. The exposure draft is intended to be an expansion

and clarification of the previous Opinion dealing with earnings per

share and the new opinion pertains to accounting for convertible

debt and debt issued with stock purchase warrants. The Board included

a summary of the significant points and parts of the summary of the

earnings per share Opinion are repeated here:

1. A dual presentation of earnings persJiare

figures will be required on the face of the

income statement for (a) p rimary earnin gs

per sh are

—

earnings attributable to each
share of common stock and equivalent share

55
"Opinion No. 12," 0£. ci t .

,
par. 15.

^ ibid. , par. 15.



of common stock attributable to residual
securities and (b) fully di luted earnings
per share --earni nqs attributable to each
share of common stock assuming all conver-
sions, exercises and contingent Issuances
had taken place.

2. Residual securities are defined as those
which (including options and warrants) clearly
derive a substantial portion of their value
from their conversion rights or other common
stock characteristics.

3. The test for determining residual ity of a

security at and subsequent to issuance Is

based on the relationship between Investment
value and the market price of the convertible
security. ...

k. The exposure draft takes the position that

the residual security concept should be applied
only in the computation of earnings per share;
no changes should be made in the basic accounting
and financial presentation for residual securities. 57

In Opinion No. Uf, the new opinion, the Board discussed the

arguments on both sides for treating a portion of the proceeds of a

convertible bond as paid-in capital and concluded that ". . . no

portion of the proceeds from the issuance of the types of converti-

ble debt securities . . . should be accounted for as attributable to

the conversion feature. In reaching this conclusion, the Board places

greater weight on the inseparability of the debt and the conversion

option . . . and less weight on practical d I f f

i

cul t I es ."5o

'''American Institute of Certified Public Accountants, Accounting

Principles Board, "Exposure Draft, Proposed APB Opinion: Earnings

Per Share"(November 6, 1968),

^^Amerlcan Institute of Certified Public Accountants, Accounting

Principles Board, "Opinion No. I'l: Accounting for Convertible Debt

and Debt Issued with Stock Purchase Warrants" (March I969),
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The Board has thus come Tull cycle in its attitude. First

it required that a portion of convertible bond proceeds be treated

as equity, it then suspended that requirement, and now forbids

such treatment. It is interesting to note, however, that the Board

still says that such securities have debt and equity characteristics.

The remainder of this study will be concerned with more clearly

developing those characteristics and evaluating the debt and equity

nature of convertible securities.



CHAPTER k

DEBT VERSUS EQUITY

The traditional statement of financial position requires the

classification of items reported on the right-hand side of the state-

ment into two major categories: liabilities and ovjnership. This

presupposes that all financial interest in the enterprise is either

a creditor interest or ov/nership interest. It is further assumed

that the person preparing the statement has the capacity to recognize

which category is appropriate for a particular interest.

There are at least two disturbing fallacies reflected in the

above assumptions. Tlie first is simply the fact that as business

enterprises, and particularly corporation, have become more complex,

so liave the types of financial interests. Some interests, such as

those of trade creditors, do not present any particular problem. The

difficulty stems, to a great extent, from the wide variety of securities

which are issued. As early as 1922, Paton was expounding on the "almost

indefinite variety of preferred stocks" and the "great variety of

2
bond issues,"

There are preferred issues which are "callable" or "redeemable"

at the option cf the corporation on the basis of certain agreed upon

William A. Paton, Accou nting Theory (Reprint ed., Chicago:

Accounting Studies Press, Ltd., I96?), p. 70.

^Ibid., p. 71.
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conditions. The preferred stockiiol ders may "participate" with

common stockholders in any distribution of earnings above a certain

amount and dividends are frequently "cumulative." The preferred

shares may also be "convertible" into other securities, particularly

into common stock. A specific preferred stock issue may contain any

combination of these features.

Among the many bond issues are "income" baids, "mortgage" bonds,

"collateral trust" bonds, "debenture" bonds and "convertible" bonds.

In addition there are numerous different features incorporated into

these major types of bond issues. In fact, Paton claimed that "virtually

every specific issue has its peculiar features in regard to income,

safety of principal, and control of operation."-^ In support of the

entity theory of accounting he asserted that "if all corporate stocks

and bonds were to be arranged in a series according to degree of risk

attaching to each, beginning with the most speculative types of common

stock at one extreme, followed by the better grade common issues,

the less conservative preferred stocks, the highly safeguarded pre-

ferred issues, and all the various grades of bonds grouped according

to security, it would be impossible to draw any hard and fast line

of division which fol levied security types and corresponded to the

proprietor, creditor grouping of the sole-proprietorship or the

entrepreneur-capital ist classification."

^_lb_[d.

^Ibid., pp. 72-73.
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The second major fallacy in the traditional assumptions about

balance sheet classification is that despite the wide variety of

securities the person preparing the statement can be expected to

"properly" classify the particular interest as creditor or ownership.

Unfortunately, there does not appear to be a definitive statement of

the distinction between a creditor interest and an ownership interest

which the person preparing the statement of financial position can

use as a guide-to-action in carrying out his responsibility for clas-

sification. Various writers have set forth what they believe to be

the appropriate distinction, while others, like Paton in the state-

ment above, simply say that it is impossible to develop such a

definitive statement. This is clearly the easiest v/ay out of the

dilemma and perhaps the only way out.

This would require that accountants adopt the entity theory

and discontinue the proprietary theory, which v^fould entail a major

re-examination of accounting thought. The purpose of this study is

not to attempt that re-examination, rather it is to take the present

classification system as given and through empirical data provide

some assistance in the classification of one of the numerous securities

the "convertible," both bond and preferred stock.

Before undertaking the empirical investigation it seems alto-

gether appropriate and necessary to establish a framev/ork for the

research. Consequently at this point an effort will be made to sum-

marize the various viev/s of v/hat constitutes the distinction between
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debt and equity. In the next chapter the empirical data will be

related to the characterizing features of debt and equity thus

establ i shed.

Criteria for Classification as Debt or Equity

In the discussion which follows, certain of the criteria will

be attributed to a particular writer even though the vie'w may not be

unique to that individual, but in some cases this may be the situation,

Some of the criteria are based upon widespread opinion while others

reflect the present writer's interpretation.

Barqai nin g

According to Johnson the key factor in determining v;hether

a particular security represents a creditor interest or ownership

interest is bargaining. This view v/as discussed previously in con-

nection with evaluation of similarities and dissimilarities of bonds

and preferred stocks. Therefore, only a brief review will be given

at this point. He believes that it is impossible for there to be

any bargaining between the owners and the company. The interest of

the ov;ners is the same as the interest of the company and vice versa.

On the other liand, there is commonly bargaining between the

company and creditors, especially long-term creditors. The bargaining

relates to four faclcrs which are the distinguishing features of debt

5
Robert V.'. Johnson, Fi nanc i al Man agement (2nd ed . , Boston;

Allyn and Bacon, Inc., I962), pp. 135-138,
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and equity: "maturity, claim on income, claim on assets, and right

to voice in management."

These four features establish a set of opposites. If the

security is a debt there is a due date which means that repayment will

be required at a specified time. If the security reflects ownership

there is no due date because there is no commitment on the part of

the company to return the original investment. Only by selling

his shares or liquidating the company can the owner recover his invest-

ment.

The credl tors' claim on income is prior to the owners'. They

also have a certainty of that claim because interest on debt is con-

sidered a legal obligation, whereas the owners have no legal recourse

if dividends are not paid, except in rare cases. A third factor which

pertains to the claim on income is the amount of the claim. Creditors

have an agreed upon rate of interest which they can expect to receive.

They receive no more or no less, while the owners have a claim on

what is available after other outlays. Thus what the owners receive,

if anything, fluctuates from year to year.

The claim on assets feature of the bargain is meaningful only

in the event of liquidation, and neither creditors nor owners would

make their initial commitments on the basis of expected liquidation.

In the event that the unexpected does occur the ct editors have a

claim prior to the owners.

^jJiid. , p. 13:



88

The agreement between the company and creditors does not

usually allow the creditors any direct voice in the management of the

company. There are frequently agreements which provide that upon the

occurence of specified contingencies the creditors obtain certain

management rights.

Legal Status and Investment Character ^

The traditional textbook basis for ttie classification of

securities, according to Graham, Dodd and Cottle, is the legal dis-

tinction between the position of creditors and owners and the safety

of bonds versus the opportunity for speculative gain of stocks. They

object to the present classification for a number of reasons, the first

being that preferred stocks are placed with common stocks ^jhen, "so

far as investment practice is concerned, the former undoubtedly belong

o

with bonds." They express the view that preferred stockholders

consider themselves not as partners in the business but as senior

security holders, and they are "ov^ners of the business only In a

technical, legalistic sense; but they resemble bondholders in the pur-

pose and expected results of their i nvestment ."^

They see bonds being equated with safety, but tliis may be mis-

leading because safety does not necessarily follow from an obligation

7
Benjamin Graliam, David L. Dodd and Sidney Cottle, Secur I ty

Analysis (^rth ed., New York: McGraw-NIll Book Company, Inc., 1962), p. 98.

^ Ibid . , p , 98

.

5|bid.
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to pay interest and to redeem the bond at maturity. The legal

recourse also fails to provide safety because "Safety depends upon

and is measured entirely by the ability of the debtor corporation to

meet its obligations."'^

These writers offer an alternative plan for classification which

eliminates the strict creditor-owner division. This plan will not

be considered at this point because the concern here is with how to

make the distinction, rather than its elimination.

Dilution of Earnings Per Share

The Accounting Principles Board has been devoting considerable

attention to the problem of the appropriate computation of earnings

per share. The various opinions of the Board concerning this matter

were reviewed in the previous chapter and will not be repeated here

except to note that a major point was what constituted a residual

security. It is clear that the Board treated securities other than

common stock as residual. It also appears reasonable to conclude that

if a security represents a residual interest it also represents an

ownership interest rather than a creditor interest.

The conclusion of this writer is that the major test of the

residual nature of a security, implied in the Board's opinion, is whether

the security has the potential to dilute earnings per share, not

necessarily at Lhe time of issue but at some time in the future. If this

potential exists the security is residual.

'"ibid., p. 99.
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Weston's Senior Versus Residual Classification

In a recent articie Weston reviewed the opinions of the Account-

ing Principles Board v,/hich pertained to earnings per share. He con-

cluded that a determination of the relative values of the senior

security characteristics and the residual security characteristics

would involve many problems of interpretation and application. He

offered the following factors as those which would normally be con-

sidered:

Senior security characteristics

Fixed dividend rate

Preference of such fixed dividend
over other securities

Cumulative nature of fixed dividend
Liquidation preference
Redemption requirements

Res id ual security characteristics

Conversion features
Participating features, with common

stock, in--

di vi dends
I iqui dat i on

Voting righits '^

Weston qualified these factors by pointing out that liquidation

or redemption play an insignificant part in the evaluation of a complex

securit/ unless redemption or liquidation are imminent. The conversion

feature, on the other hand, is the residual security characteristic

Frank T. V/eston, "Reporting Farnings Per Share," F i nanci a l

Analysts Journal (Vol. 23, No. -'i , July-August, 196"/), p. 30.

^^Ibid., p. 50=
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which is most meaningful for value determination. -^

Maturity Value and Maturity Date

in their discussion of the nature of liabilities and owners'

equities, Sprouse and Moonitz explicitly set forth the criteria for

distinguishing the interests of owners and creditors. According to

them there are two grounds on v^hich to malce the distinction:

First, the amount of the owners' equity is residual

in nature while the maturity values of liabilities

are independently determined. Whenever a change in

assets is not exactly offset by a change in liabilities,

or vice versa , the difference is automatically

reflected in the owners' equity as the residual

Interest. Second, liabilities are in a continuous

and irresistible process of maturing vjhile the

owners' equity matures only at the volition of the

owners of the business enterprise or their repre-

sentatives or upon ultimate liquidation. Thus,

liabilities are obligations, tfic amounts and maturities

of which are not solely within the control of the

business enterprise.!^

Legal Distinction

The legal view of creditors and owners revolves around the

income tax and bankruptcy laws. It is well established that interest

payments on debts are deductible by the corporation in determining

Its income tax liability while payments to owners in the form of divi-

dends are not deductible. Likewise, the non-payment of interest or

'^JUbid., p. 50.

'^Robert T. Sprouse and Maurice Moonitz. A.Ientativ e Set of Broa d

Accounting Principles for B usiness Enterprise . Accounting Research

Study No. 3 (New York: American Institute of Certified Public Accountants,

1962), p. 38.
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principal vvhen due constitutes grounds for the creditors to initiate

bankruptcy proceed i ngs, v/hi 1 e the owners have no such recourse If

dividends are not paid.

Obviously the mere statement of the law does not solve the

problems of what constitutes debt, and therefore interest payments and

which individuals are entitled to institute bankruptcy. Especially

in the area of taxation there have been a number of cases concerning

the deduct ion of payments . Several of these cases were cited by Johnson

in a 1955 article and he felt that one particular case well summarized

the combination of factors which distinguish debt securities from

ownership securities. In that case the "securities were held to be

evidence of indebtedness and the interest tax-deductible on the grounds

that: (1) the securities vjere ca 1 led 'debenture certificates' and the

phraseology throughout was of a debt instrument; (2) a fixed ainount

was to be repaid at a definite maturity date; (3) a fixed amount of

interest, not dependent upon earnings, was to be paid at definite

dates; (k) the rights of the debenture holders were subordinate to all

creditors but superior to stockholders; (5) the certificates carried

no voting power; and (6) the taxpayer presented good business reasons

for issuing the debentures."'"

Clyde Bacon, Inc., v. Commissioner of Internal Revenue
^TCl 107, Acg. (19^S).

Robert W. Johnson, "Subordinated Debentures: Debt that Serves
as Equity," The Journal of Finance (Vol. X, March 1955), p. 1^.
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In a current issue of The Journal of Accountancy a letter

from the Internal Revenue Service concerning the issue of debt versus

equity was quoted. Reference was made to a more recent case in

which the factors normally considered are listed. In that case the

court held that "There are at least eleven separate determining fac-

tors generally used by the courts in determining v/hether amounts

advanced to a corporation constitute equity capital or indebtedness.

They are (1) the names given to the certificates evidencing the

indebtedness; (2) the presence or absence of a maturity date; (3) the

source of the payments; (h) the right to enforce the payment of

principal and interest; (5) participation in management; (6) a status

equal to or inferior to that of regular corporate creditors; (7) the

intent of the parties; (8) 'thin' or adequate capitalization;

(9) identity of interest between creditor and stockholder; (10) pay-

ment of interest only out of 'dividend' money; and (11) the ability

1

P

of the corporation to obtain loans from outside lending institutions."

The above letter from the Internal Revenue Service specifically

mentioned the widespread use of convertible bonds in corporate

financing and concluded that:

, . . subordination and convertibility are only

two of many factors to be considered in determining

whether a bond issue represents equity or indebted-

ness. The presence of both factors does not

Benjamin Grund, "Tax Clinic," T he Journal of Accountancy

(January 1969), p. 75.

'^0. H. Kruse Grain & Milling v. Commissioner of Internal

Revenue, 279 F. 2d 1-23.
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necessarily mean that a particular bond
represents an equity interest. The ultimate
answer vyould depend upon other factors involved.
Since the interplay of the various factors turns
upon the ingenuity of the person drafting the
bond provisions, the Service has been unable
to formulate a definite across-the-board position.
Unfortunately, the Service like the accounting
profession continues to struggle on a case basis
in this much-contested area. 5

Thus from the legal point of viev.' there are a large number of

factors to be considered in distinguishing between debt and equity.

Unfortunately, it is not knov.'n just vyhat weight each factor carries

or wliat combination of factors are more necessary for debt or equity

treatment. Therefore, it is impossible to know how near a particular

security is to crossing over the borderline.

Value of Interest

A rather simple test of the debt or equity nature of a security,

but one which appears inherent in the proprietary theory of accounting,

is whether the value of the interest in the corporation is directly

affected by earnings. The theory holds that earnings or losses accrue

to the owners, whether distributed or not; therefore the value of

their interest in the corporation will be increased or decreased. On

the otiier hand, the value of the creditors' interest is relatively

fixed; it v;I 1 1 never Increase and will only decrease if non-payment

appears imminent.

IS
Grund , op. ci t

. , p. 75,
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Eventual C onve rsion or Liqu i dation

This particular factor for determining the proper classification

of a security as debt or equity refers specifically to convertible

securities. in addition it is derived from the writer's interpretation

of certain comments contained in the letter from Grady which was

quoted in the pi^cvious chapter. In reference to this study Grady

stated that a review and analysis of the history of eventual conver-

sion or liquidation of specific issues should place the writer in a

better position to judge the proper classification of convertible

securi t ies.20

Some Other Factors

There are at least three other factors which should be mentioned

and v;hich may have been considered as sub-factors in some of the various

sets of factors. The first is the pre-emptive right of common stock-

holders. The existence of this right (which is designed to protect

the voting power, interest in assets, and share in earnings of the present

owners) for new securities other than common stocl< may be an indication

of the equity nature of the security. '

The second factor is the existence or non-existence of a sinking

fund for the security. The requirement of a sinking fund which begins

immediately upon issuance is a rather common feature of debt instruments

which have a definite maturity. The omission or postponement of such

requirements should be considered in evaluating the debt or equity

characteristics of a security.

20 Paul Grady, Personal correspondence, July 5, 1968.
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The third factor relates to the attitude of investors concerning

speculation. Traditionally investors who were prifiiarily concerned

with safety have invested in debt instruments. On the other hand,

those who wanted to speculate on capital gain have to invest in

common stocl-.s. Therefore, if it is possible to determine the motives

of those who invest in a particular security issue some insight into

the appropriate classification may result.

Consolidated Set of Decis ion Factors

The following set of fourteen factors, along with several sub-

factors, to be considered in determining the debt or equity classifi-

cation of a particular security was developed from the various sets

discussed above. The sequence in which the factors are presented is

not intended to reflect any judgment about the relative importance

of the factors.

1. Matur it y dat e. Debt instruments typically have a fixed

maturity date, while equity instruments do not mature. Because they

do mature, debt instruments set forth the redemption requirements

and one of the most common requirements is the establishment of a

sinking fund in order to insure that funds will be available for the

redemption.

?. . Clai m on assets . In the event of liquidation creditors'

claims take precedent over the owners. There are two extreme inter-

pretations of this factor. The first is that all claims other than
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the first priority are equity claims. The other is that all claims

other than the last are creditor claims. The problem area is every-

thing between these two extremes: those claims which are subordinated

to the first claim but prior to the last claim.

3« Claim on income . A fixed dividend or interest rate which

has preference over other dividend or interest payments and which is

cumulative in the event it is not paid for a particular period is

considered to indicate a debt security. On the other hand, a security

which does not provide for a fixed rate, or provides that the holder

has the right to participate with common stockholders in any income

distribution, or if the claim is subordinate to other claims may indi-

cate an ownership interest.

k. Voice in management . The usual determinant of a voice in

the management of a corporation is voting right and this right is

normally limited to common stockholders, but it may be extended to

other investors if the company defaults on some pre-determi ned condi-

tions. For example, if interest is not paid when due or profits fall

below a certain level, voting rights may be obtained.

5. Maturi ty value. A liability has a fixed maturity value and

in addition the value does not change throughout the life of the lia-

bility unless the company encounters serious financial problems. The

owners' interest does not mature, except in the event of liquidation;

consequently there is no maturity value. The owners have a continuing

financial interest in the corporation, however, and the value of that

interest fluctuates with present and expected future earnings.
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6. Intent of p arties . The courts have determined that the

intent of the parties is one factor to be evaluated in ruling on the

debt or equity nature of a security. Investor attitude and investment

character are two sub-factors which should provide some assistance

in this context. Investors may be divided into those who want safety

and those who want capital growth and the investments into those

which provide cither safety or an opportunity for capital gains or

losses. If the investor was motivated to make a particular investment

on the basis of safety and if the corporation included I n the issue

those features normally equated with safety then there is an indica-

tion that the security is a debt rather than equity.

7. Pre-emptive right . A security which is included in the pre-

emptive right of common stockholders may be considered to have an

equity characteristic.

8. Name of security . The name given to the security, for

example, bond or stock, is another of the legal factors to be considered.

This also appears, based on the minimum discussion of characteristics,

to have substantial accounting support in determining the classifica-

tion of certain securities.

9. Conversion features . A security which may be converted into

common stock at least has the potential to become equity if it is not

currently equity. A historical study of eventual conversion or liqui-

dation may be useful in evaluating this particular factor.

10. Potenti al dilution of earnings per share . This factor might

be considered as a sub-factor of number 9 because the conversion feature
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of a security is the most likely cause of dilution of earnings per

share, other than a new issue of common stock. In any event a

security v/hich has this potential is assumed to have equity charac-

ter i sties.

11. Right to enforce payments . From a legal point of view

creditors have the right to receive periodic interest at the agreed

upon date and to have the maturity value paid at the maturity date.

The enforcement of this right may result in the company being placed

in receivership. Owners have no such legal right; therefore the

existence of this right is an indication of a debt instrument. On the

other hand a determination of the nature of the security may be neces-

sary in order to know whether the right exists.

12. Good business reasons for issuing . The determination of

what constitutes good business reasons for issuing a particular

security rather than one with different features presents a diffi-

cult problem. Two sub-factors which appear relevant are the alterna-

tives available and the level of capitalization. Securities issued

by a company in financial difficulty or with a low level of capi tal i za-

tion may be ruled as an equity on the grounds that only those with an

ownership interest would be willing to accept the risk.

13. Identity of interest between creditors and owners . When

the individuals who invest, through the pre-emptive right or otherwise,

in so-called debt securities are the same individuals, or family

members, who hold the common stock there is an indication that the

security represents an ownership interest.
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It is not at all clear to what extent the above set of factors

must be present, or absent, in determining vyhether a security repre-

sents equity or indebtedness. The set does provide a useful frame-

of-reference or guide-to-action in any attempt to evaluate a particular

security however, assuming that they are the appropriate factors.



CHAPTER 5

EMPIRICAL DATA OK CONVERTIBLE SECURITIES

The set of decision factors developed in the previous chapter

provides a general framework for evaluating all investor interests

in the corporation in order to determine the debt or equity nature

of each specific interest. In this chapter the general framework

will serve as a guide for the collection of empirical data concerning

the investor interest reflected by convertible securities and for the

evaluation of that data.

It should be pointed out that the data collection process will

give relatively more emphasis to those convertible securities v>/hich

v;ere issued during I968 in order to more clearly establish the current

characteristics of such securities. In addition, relatively more

attention will be given to convertible bonds than to convertible

preferred stocks because the discussion, by the Accounting Principles

Board and others, concerning the appropriate accounting treatment of

convertibles has centered on convertible bonds and not convertible

preferred stocks. The information provided by a study of the new

issues will be supplemented v/ith other data developed from lists

of outstanding convertibles and by reference to some previous empiri-

cal studies and other sources which will help establish the historical

perspective of convertibles.

101
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Moody's Bond Survey
,

a weekly publication, provides descrip-

tive information about nev^/ bond issues and during 19^8 a total of

266 new issues were described, of which 76 were convertible. That

publication does not include all nev-7 bond issues, but it apparently

includes most, if not all, of the major issues. Therefore, the 76

which v;ere convertible should provide a valid sample for this study.

Table 5-1 provides information about the distribution of total

new issues among public utilities, transportation, and industrials,

as well as the number of convertibles which each sector issued. It

is interesting to note that while the public utilities issued approxi-

mately 50 percent of the new issues, only 3 percent were convertible,

in contrast almost two-thirds of the industrial issues were converti-

ble. A list of the companies which issued the convertible bonds

is provided in the appendix.

TABLE 5-1

NEV/ BOND ISSUES I968

SECTOR
TOTAL NEW

ISSUES

NO. OF

CONVERTIBLES
PERCENT

CONVERTIBLE

Publ ic Uti 1 i ties ]3k

Transportation 3'

I ndust ri al

s

101

Total 266

h

8

6.^

76

3

26

63

SOURCE: Compiled from information provided in Moody's Bond Survey
(January-December I968).

Moody's Bond Survey (January-December I968)

The Santa Fe Industries, Inc., issue was an exchange; therefore

much of the information will not be available until tlie exchange is
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The sample of I968 convertible preferred stock issues was

developed by first listing all such issues included in the "Corporate

3
Financing Directory" for I968 and narrowing the list to those companies

k
which were included in either Moody's Industrial Manual or Standard

and Poor's . On the assumption that these publication include the

more prominent companies the sample of 35 issues, out of 63, is biased

only by the exclusion of less prominent companies. A list of the

sample companies which issued convertible preferred stocks is also

provided in the appendix.

Table 5-2 presents information about the issue size and tlie total

amount for 75 of the convertible bonds issued during I96S. Table 2-1

provided information about the relative increase in number and amount

of outstanding convertible securities over a 19-year period. When

compared to an earlier study by Broman, Table 5-2 complements

Table 2-1. According to that study there were 68 convertible sub-

ordinated debenture bond issues of $10 million or more issued between

completed. As a result several of the tables will include only 75

companies. In other cases the tables will include fewer companies

because of unavilable information.

"Corporate Financing Directory," Investment Dealers' Dige st

(September 9, 1968, and March 3, 1969).

Mood y's Industrial Manual (I968 and 1969)-

Standard and Poor's Corporate Descriptions (I968 and 1969)-

Keith L. Broman, "The Use of Convertible Subordinated Deben-

tures by Industrial Firms, IQ^iQ-'^q." QuarterW Review of Economics

and Business, Vol. Ml (Spring, 1963), p. 65.
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1951-59- In contrast, 70 of the new bonds included in Table 5-2 were

subordinated debentures and 63 of those were $10 million or over in

issue size,

TABLE 5-2

ISSUE SIZE AND TOTAL AMOUNT OF

75 CONVERTIBLE ISSUES

SIZE OF ISSUE TOTAL AMOUNT

(MILLIO N) NUMBER (MILLION)

Less than $10 8 $53.6

10-19.9 26 3'^6.7

20-29.9 18 ^1^.1

30-39.9 7 215.0

40-^9.9 2 81.4

50-59.9 6 302.7

60-69.9 5 300.0

70-79.9 1 75.0

Over 100. 2 27^.6

75 $2,063.1

SOURCE: Compiled from information provided in Moody's Bond Survey

(January-December I968).

Table 5-3 presents the risk rating of the 76 new issues of

convertible bonds, 338 outstanding convertibles, and the 190 new issues

of non-convertible bonds. A comparison of the ratings clearly indicates

that the rating service generally considers convertibles to reflect

a higher degree of risk than non-convertibles. The non-convertibles

have a grade of A or higher in 82 percent of the cases, v/hile less than

3 percent of the convertibles have such a rating.



TABLE 5-3

RISK RATING OF BOND ISSUES

105

MOODY'S
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exclusive of the conversion feature. The average maturity yield,

exclusive of the conversion feature, is 7-27 percent in contrast

to the average stated Interest rate of 5-12 percent for the same

issues, a difference of 2.15 percent.

TABLE 5-'-t

INTEREST RATES WITH AND WITHOUT CONVERSION FEATURE

MATURITY YIELD EXCLUSIVE STATED INTEREST

OF CONVERSION FEATURE NUMBER RATE NUMBER

8.00-8.25% 6 5.75-6.00% 12

7.75-7.90 11 5.125-5.50 15

7.30-7.50 12 it. 75-5. 00 28

7.00-7.25 19 3.75-^.50 8

6.25-6.90 _\5_
63 63

SOURCE: Compiled from information provided in Moody's Bond Survey

(January-December I968)

.

The face value of those 63 bond issues included in Table ^-h

totaled $1,789 million,* therefore the average difference of 2.15 per-

cent means a savings of approximately $38.5 million in interest expense

per year to the corporations. One example of how an individual company

benefited is provided by the J. C. Penny Company issue of $125 million

at ^.25 percent interest. This issue was rated A, the highest rate

of any of the convertibles, and consequently deserved a maturity yield,

exclusive of conversion rights, of 6.^40 percent. The difference in

interest rate of 2.15 percent nieans an annual savings to the company of

$2.7 million. On a smaller scale the $20 million Saturn Industries
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convertible issue has an interest rate of 5 percent with a B rating.

Exclusive of the conversion feature the bonds should yield 8 percent;

therefore the 3 percent difference provides an annual savings of

$600 thousand.

Another example of the lov.'er interest rate obtainable through

the conversion feature is the V/hite Motor Corporation. That company

issued $25 million in convertible bonds at an interest rate of

5.25 percent and at the same time issued $25 million in non-convertible

bonds at an interest rate of 6.50 percent. The annual savings in

interest expense for the convertible issue is $313 thousand.

The substantial reduction in interest cost which can be obtained

through the inclusion of the conversion feature provides some insight

into why corporat ions i ssue convertible bonds. In addition, the infor-

mation suggests something about the attitude of investors. Obviously

if investors are willing to Invest in a higher risk security that pays

less interest than a lower risk security they are motivated by factors

other than the interest rate and risk. The most reasonable conclusion

is that they are motivated by the possibility of capital growth through

the conversion feature.

Considering the fact that companies can obtain a low interest

rate for convertible bonds and the interest expense can be deducted

for income tax purposes there is some question concerning why con-

vertible preferred stoclcs v/ould be issued when the dividend payments

cannot be deducted for tax purposes. One answer which is sometimes
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offered is that the requirement to pay preferred dividends is less

stringent than the requirement to pay bond interest.

According to the information presented in Table 5-5, hovjever,

the majority of convertible preferred stocks are cumulative, in

which case, wlille they do not have to be paid on a specified date,

the requirement to pay dividends can only be postponed, not avoided,

except by never paying any dividends to the common stockholders.

TABLE 5-5

.CUMULATIVE PROVISION OF CONVERTIBLE
PREFERRED STOCKS

NUMBER ISSUES O/S INDUSTRIAL

1 968 PERCENT CONVERTIBLE STOCKS PERCENT

Cumulative 31 83% 30? 69%
Non-Cumulative k_ 1

1

139 31

35 100 ^^6 100

SOURCE: Compiled from information provided in "Corporate Financing

Directory," Moody's Industrial Manual
,
and Standard and Poor 's

Corporate Descriptions (1968-1969).

Table 5-6 presents information concerning the purpose of the 1968

convertible preferred stock issues and this information may provide

some insight into why corporations choose this method of financing.

Approximately two-thirds of the new convertible preferreds were issued

in connection v/ith acquisition activities. According to one source

there are numerous reasons why "Convertible preferred stock has become

a popular financial medium of exchange for acquisition-minded companies
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,,8
in recent years." It was pointed out that:

An acquisition employing a convertible preferred
stock inas many of the benefits of using cash
or a debt instrument. Common stock earnings per
share dilution may be avoided, initially at least,
because no nevy common shares have been issued; a pool-
ing of interest accounting generally is possible, thus
side-stepping the problem of goodwill; and the sellers
can be offered a tax-free transaction that may
assist in negotiating a more favorable purchase
price. Further, the preferred stock, being classified
as equity, does not encumber the corporation's bor-
rowing capacity nor reduce its liquidity, as a cash
deal might.

TABLE 5-6

PURPOSE OF CONVERTIBLE PREFERRED STOCKS

PURPOSE
OF ISSUE NUMBER PERCENT

Acquisition Activities 23 66%
Reduce Short-Term Debt 7- 20

Exchange for Convertible Debt 2 6

Miscellaneous (General Purposes) 3 8_

100

SOURCE: Compiled from information provided in "Corporate Financing
Directory," Moody's Industrial Manual

,
and Standard and Poor's

Corporate Descriptions (1 968- 1 969).

it thus appears that accounting treatment rules, especially those

pertaining to pooling of interests and equity classification, are major

o

Robert V. Ackerman and Lionel L. Fray, "Financial Evaluation

of a Potential Acquisition," Financial Executive (October 1967), p. 50.

9|bid., p. 50.



110

causal factors for the issuance of convertible preferred stock.

As discussed previously, the stated interest rate is lower

for convertible bonds than for non-convertibles. In addition the

yield to maturity will be even lower if the bond, or preferred stock,

is acquired after the market price of the convertible has risen above

face value, and the price v/i 1 1 rise if the market value of the stock

into which they are convertible increases. This is one of the ciiarac-

teristics of convertible securities; their market price moves up or

down in line with the common except that on the dovv/nside there is a

floor established by the straight debt or straight preferred stock

value. Table 5-7 presents a comparison of the average yield of con-

vertible bonds and convertible preferred stocks with the estimated

yield from the common stocks into v;hich they are convertible. On an

individual basis the preferred yield was higher than the corresponding

common yield in 3'0 cases, the same in 9 cases, and lower In 2k cases.

The bonds provided a higher yield in 521 cases, the same in 2 cases,

and lower in 21 cases.

TABLE 5-7

AVERAGE YIELD OF CONVERTIBLES VS. COMMON

ESTIMATED YIELD OF
NO. CONVERTIBLES YIELD COMMON STOCK

3^+3 Preferred Stocks 3.38% 1.9^%
5kk Bonds ^.21 ] .2k

SOURCE: Compiled from information provided in RHM Convertible Survey
(December 13, 1968).



The original suspension of that portion of the Accounting

Principles Board Opinion No. 10 which pertained to convertible securities,

which was discussed in Chapter 3, apparently was predicated upon the

asserted "practical difficulties in arriving at a value to place on

the conversion feature of convert

i

ble debentures through the process

of relating the convertible debenture price to the price of a straight

debt security without the conversion feature.' The question of

"practical difficulties" was raised by several large investment banking

firms. In the final suspension of the opinion the Board placed "greater

weight on the inseparability of the debt and equity characteristics

and less weight on practical difficulties."

Despite the above comments from the Accounting Principles

Board, writers in areas other than accounting frequently determine

the valuation of convertible securities. Two examples of theoretical

1 2
models for valuation ave the Baumol , Malkiel, and Quandt model and

1
'^

the model developed by Brigham. In addition to these theoretical

models, and of more pertinence to the question of practical difficulties

"^Leonard M. Savoie, "Controversy Over Accounting Principles

Board Opinions," The Journal of Accountancy (January 1968), p. ^0.

''American Institute of Certified Public Accountants, Accounting

Principles Board, "Opinion No. 1^: Accounting for Convertible Debt

and Debt Issued with Stock Purchase V/arrants" (March 1963).

'^William J. Baumol, Burton G. Malkiel, and Richard E. Quandt,

"The Valuation of Convertible Securities," Quarterly Journal of Economics
,

Vol. LXXX (February 1966), pp. 48-59.

^^Eugene F. Brigham, "Analysis of Convertible Debentures: Theory

and Some Empirical Evidence," Journal of Finance ,
Vol. XXI (March 1966),

pp. 35-5^.
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and inseparability, the investment statistical services constantly

mal<e determinations of the approximate straight debt value of converti-

ble bonds. Table 5-8 presents a summary of the straight debt value of

63 new convertible issues and, assuming they were offered at 100, the

premium v;hich was paid.

TABLE 5-8

STRAIGHT DEBT VALUE OF CONVERTIBLES

NUMBER
OF ISSUES

STRAIGHT DEBT

VALUE PREMIUM

PREMIUM AS

A PERCENTAGE

1
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to the straight debt while ^0.5 percent is a result of the conversion

feature.

Table 5-9 presents marl<et value information for all convertible

bonds which were being actively traded as of December 13, 1968. The

average market value for the 5^^ issues was 1^3; therefore for this

larger sample, and using the same straight debt value of 75 which was

derived above, approximately 52.5 percent of the market value of these

convertible bonds results from the straight debt aspect of the securities

and 47.5 percent results from the conversion feature.

TABLE 5-9

MARKET VALUE OF CONVERTIBLE BONDS
DECEMBER 13, 1968

MARKET VALUE NUMBER PERCENT

Below 100.1 122 ll.h%
100.1 - 125.0 202 37.1

125.1 - 150.0 79 1^.5

150.1 - 175.0 hi 8.7
175.1 - 200.0 27 5.0
200.1 - 300.0 hk 8J
300.1 - 400.0 7 1.3

400.1 - 500.0 10 1.8

500.1 - 600.0 5 ' .9

700.1 - 800.0 1 .2

544 . 100.0

SOURCE: Compiled from information provided in RHM Convertible Survey
(December 13, 1968).

The Accounting Principles Board has ruled that when a convertible

issue derives more than 50 percent of its value from the conversion
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feature the security should be treated as a residual in determining

earnings per share. The information presented in Table 5-9 indicates,

using a straight debt value of 75 as the base, that 1^1, or 26 percent,

of the issues probably meet this test and another 79 are reasonably

close to meeting the test. The total face value of the 1^1 outstanding

issues is $973-2 million; therefore the shares of common stock

necessary for the conversion of that amount of bonds should be treated

as a part of the total residual securities in the calculation of

earnings per share, according to the test established by the Board.

Table ^-k presented information concerning the stated interest

rate for convertible bonds along v;Ith an approximation of what maturity

yield would have been justified exclusive of the conversion feature.

This information suggests that the corporation may reduce the cost

of capital, raised by bond issues, by a substantial amount through the

inclusion of the conversion feature. Table 5-10, on the other hand,

presents information which provides Insight into why a corporation

may issue convertible bonds even though a common stock issue might be

desired. The information reflects the conversion premium, which Is

determined by dividing the conversion price by the market price of

the common stock which exists at the date of sale. It is assumed,

for the purpose of the table, that the then existing common stock

price would not be depressed by the issuance of a new block of stock.

The average conversion premium for the 70 new Issues was 12.8 percent

with a range from minus 5.8 percent to 22.7 percent and all except

5 issues had a premium above 5 percent.
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TABLE 5-10

CONVERSION PREMIUM

PREMIUM NO. OF ISSUES PERCENT

(5.8)
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The J. C. Penney Company issue, referred to previously, serves

as a good Illustration of why It may be advantageous for the corpora-

tion to issue convertibles even though a common stock issue is

desired. In the case of this $125 million issue the conversion

premium was the highest of all the issues, 22.? percent based upon a

conversion price of $100 when the market price of the common stock

was $81.50. In order to raise the $125 million of new capital through

a common stock issue, 1,533,730 new shares of common would have been

required, assuming that such a large block of new shares would not

have depressed the market price. On the other hand, full conversion

of the bonds at $100 would require 1,250,000 shares of common, a

difference of 283,730 shares. The convertible issue thus provided

an advantage over a direct common stock issue and saved the company

approximately $2.7 million annually in interest expense compared to a

non-convertible bond.

In connection with the discussion of conversion prices and

premium it should be pointed out that 75 of the 76 new bond issues

vjere convertible to maturity and the conversion price of 73 of those

issues does not change during the life of the bond. This means that

the "sliding scale" conversion price is no longer a common characteris-

tic of convertible bonds. One exception is the Apco Oil Corporation

issue which permits conversion at $36 per share for the first 10

years and then at $^0 per share to maturity. The other exception is

the El Paso Natural Gas Company which permits conversion at $22.73 per
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sfiare for the first 10 years and then at $26.32 per share to maturity.

The one issue with a limited conversion privilege is the Santa Fe

Industries exchange which is convertible during the first 20 years

of the 30-year maturity.

The increase in common stock which would result from the full

conversion of 73 of the nev; convertible bond issues is shovjn in

Table 5-11. In addition to the increase which would result from the

full conversion of these new issues at least 15 of the corporations

have other outstanding convertible issues. Therefore the potential

Increase is even greater than indicated in Table 5-11.

TABLE 5-11

INCREASE IN COMMON STOCK UPON FULL CONVERSION

PERCENTAGE INCREASE NO. OF ISSUES PER C ENT OF ISSUES

Less than 5% 2 2.77o

5.0 - 10.0 17

10.1 - 15.0 20

15.1 - 20.0 11

20.1 - 25.0 8

25.1 - 35.0 9

35.1 - 50.0 6_
73 100.0

SOURCE: Compiled from information provided in Moody's Bond Survey
(January-December I968).

One of the corporations which have other outstanding converti

bles is Chris-Craft Industries. Full conversion of its recent $26

million bond issue at $'l2 per share would require 619, 048 additional

23
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shares of common stock, an increase of approximately hk.5 percent.

In addition, the corporation has outstanding convertible preferred

stoc!<s which would require 9^2,877 additional shares of common for

full conversion, an increase of approximately 69.2 percent. Full

conversion of the bonds and preferred stocks would therefore increase

the outstanding common stock by 113-7 percent.

Table 5"12 provides information about the call provision of

convertible securities. All of the recent convertible bond issues

have a call provision and 30 of the 35 preferred stock issues indi-

cated such a provision. Information was not readily available con-

cerning the other 5; however, it is reasonable to assume that they

also were callable. The bond issues are about evenly divided between

those which require a 30-day notice and those which require from 30

to 60 days' notice concerning the call. Eleven of the bond issues

have a delay of from 6 months to 5 years before the call privilege

becomes effective while 19 of the preferred stocks have a delay of

from 2 to 7 years. The bond issues provide for a call premium which

usually begins at the coupon interest rate and declines gradually to

the face value.

In order to illustrate the significance of the call pro-

vision. Table 5-13 presents certain information about ^+3 converti-

ble bond issues for which a call was announced during 1968. An

examination of that information clearly indicates that the rational

bondholder is confronted with two alternatives: he can convert his

bonds into common stock prior to the call date or he can find a

buyer for his bonds who will, in turn, convert them into
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TABLE 5-12

CALL PROVISION OF CONVERTIBLE SECURITIES

CALL PROVISION EFFECTIVE BONDS PREFERRED STOCKS

Immediately (30-60"day notice) 65 11

After 6 months 1

1 year k
2 years 2 3

k years 1

5 years ' k 11

6 years 3

7 years 1

76 30

SOURCE: Compiled from information provided in Moody's Bond Survey
(January-December 1969), Moody's I ndustrial Manual and

Standard and Poor's Corporate Descriptions (I968-I969).

common stock. In either event the net result is the conversion of the

bonds into common stock. The excess of common stock value over the

call price indicates that this will happen because to do otherwise

would mean a financial loss to the bondholders.

The table also shows that the bonds were called from 5 to 3I

years prior to maturity and on the average were called approximately

15 years prior to the maturity date. In one case the bonds had been

outstanding only 5 months when they were called. The market value of

the common stock had risen in that case to the point where each bond

could be converted into shares worth $1500 while the call price was

104, or a value of $1 ,0^0.

It may also be noted that the value of the common stock was

more than 20 percent greater than the call price for 3^^ of the above
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TABLE 5-13

CALLED CONVERTIBLE BONDS I968

101,50
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called issues. Financial writers frequently recommend that the

corporation not issue a call unless the common stock value is at

least 20 percent above the call price. The rationale underlying this

recommendation is that the stock price may fall between the announce-

ment and the call date and the corporation would be faced with the

problem of redeeming the securities when it had been expected that

conversion vjould take place. Of course, if the intent was to redeem

the securities, rather than issue common stock, the corporation vrould

not be concerned with this potential problem.

Table 5-1^, for convertible bonds, and Table 5-.15> for converti-

ble preferred stocks, provide certain information pertaining to the

timing of conversion and the outcome of some redemption calls during

the past several years in order to develop a historical perspective

of conversion. The sample companies included in the tables were

randomly selected through the following process: first, data for

629 companies was obtained from the Compustat tape; of these, 268

companies had convertible securities outstanding sometime between

19^8 and 1967; of those, 148 companies eliminated the convertibles

either by conversion or redemption; the final 2k companies were

selected from those 148.

The average maturity life of the bonds in Table 5-14 was 23.5

years, but the average effective life was only 4.7 years. The

preferred stocks, while not having a maturity date, had an average

effective life of 5.9 years. It is worth noting that one of the bonds,
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a $75.1 million issue, was completely cleared during the first

full year after issuance and all except $600,000 of the issue was

converted into common stock. In addition, four bond issues and one

preferred stock i ssue were cleared during the second year after issuance,

The purpose of Table 5-16 is to reflect the subjective evalua-

tion of the new convertible bond issues from an investment point of

view. Inasmuch as the evaluation is subjecti ve, quant i f i cat i on is

impossible. Nevertheless, the comments offer some insight into the

nature of convertibles. Comments such as those in Table 5-16 were

not offered for every new issue; however, the sample does suggest a

general pattern. That is, the bonds are evaluated from the stand-

point of speculative capital ga in poten 1 1 a 1 . This seems appropriate

in view of the fact that the convertibles typically are rated as

higher risk than non-convertibles yet the interest rate is usually

lower. The investors must be interested in the speculative gain

potential .

TABLE 5-16

COMMENTS ABOUT CONVERTIBLE ISSUES

1. At current levels we do not view the debentures

as attractive for speculation.

2. At this stage of the company's development, we

viev/ its convertible debentures as distinct
risk obi i gat i ons

.

3. The debentures represent a speculation on the

capital gain potential of the conversion

privilege on a strictly long-term basis.
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TABLE 5-16 (continued)

k. We view the pure debt aspects of the debentures
as tending to support speculative commitments.

5. Inclined to evaluate the new convertible debentures
on the negative side from the standpoint of price
appreci at i on

.

6. Have appeal, but only on a strictly speculative
bas i s

.

7. The conversion call on common may prove productive
of capi ta 1 ga i n

.

8. Lack appeal partly because of potential increase
i n common shares .

9. Involves above average speculative risk.

10. The convertibles afford institutional and other
investors who cannot make direct commitments
in equity securities an opportunity to participate

in the growth prospects of the company.

SOURCE: Compiled from information provided in Moody's Bond Survey
(January-December I968).

Table 5-17 presents information about the sinking fund provisions,

or lack of it, for the recent convertible bonds. It is apparent

that the sinking fund requirement does not usually become effective

for 10 to 11 years after the Issue date.

Table 5-18 presents information concerning the extent to which

the recent convertible bonds were offered to stockholders. The per-

centage of new convertible bond Issues which were offered to the

common stockholders reflect a noticeable change from previous einplri-

15
cal studies. Broman, for example, found that 35 percent vjere

15
Broman, ojx. c I t .

, p. 69-
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TABLE 5-17

SINKING FUND PROVISION

NUMBER PERCENT

Sinking fund 68 90.7%
No sinking fund 7 3 3

75 lOO.o"

DELAY IN SINKING FUND PROVISION

YEARS
5-10
10-12

12-13

12
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1

6

offered to stockholders while Brigham found that 53 percent were

offered to stockholders.

Evaluat i on

Now that certain basic empirical data has been presented

convertible securities will be evaluated on the basis of the frame-

of-reference established in the previous chapter. Some additional

data will be incorporated into the discussion v;hen appropriate. For

convenience each factor will be evaluated as if it were the controlling

factor.

Matur i ty Date

It is a well-established fact that convertible bonds have a

maturity date, usually 20-25 years from date of issuance and that

convertible preferred stocks do not have such a date. If this were

the extent of the test of the debt or equity nature of securities

the evaluation v,'ould be a simple matter. The bonds have a maturity

date, and maturity date implies debt; therefore, the bonds are debt.

The convertible preferreds do not have a maturity date, and neither

do common stocks; therefore, the preferreds are equity.

Unfortunately, the evaluation cannot be a simple yes or no.

Particularly in evaluating convertible bonds it is necessary to

determine whether the maturity date has any significant meaning. If

the bonds are not likely to reach maturity, that is, if they are

Brigham, _0£. ci t .
, p. ^9.
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called or converted prior to maturity, then the existence of a . .

maturity date is meaningless.

Despite investment advice to the contrary, by writers such as

Graham, Dodd , and Cottle who pointed out that, "in the typical case,

a convertible issue should not be converted by the investor. It

should be either held or sold," it is apparent that in some cases

conversion does occur rather completely and rapidly. The case of

American Telephone and Telegraph illustrates the point. That corpora-

tion issued $10 billion of convertible securities between 19'46 and 1957 and

by 1959 about 80 percent had been converted. Of course, not all firms

can expect to duplicate the conversion speed of one American Telephone

and Telegraph convertible bond issue. The issue was offered for sale

October 23, 1953, with the conversion right postponed until February 9,

195^. By February 25, 195^, more than k2 percent of the issue had

been converted. Moreover, this company is one of the few that

requires additional cash payment, because of the level at which the

conversion price is es tab 1 i shed, a t the time of conversion, and this

1

8

brought in an additional $90 million cash.

Table 5-1'+ and 5-15 provide additional evidence in support of

the view that in many cases the holders of convertible bonds and

Benjamin Graham, David 1. . Dodd, and Sidney Cottle, Secu rity
Analysis (4th ed

.
, New York: McGraw-Hill Book Company, Inc., 1962),

p. 35.

1 8
C. James Pilcher, Raising Capital with Convertible Securities ,

Michigan Business Studies, Vol. XII, No. 2 (Ann Arbor: University of

Michigan, Bureau of Business Research, 1955), P- 35-
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preferred stocks have voluntarily elected to convert their holdings

into common stock rather rapidly. Despite all of this evidence concern-

ing conversion nothing has been said about why investors elect to

convert their securities. Some conversion undoubtedly occurs simply

because the convertibles were purchased with the intention of con-

verting as soon as the conversion price was reached. On the other

hand, assuming rational investors, voluntary conversion is most likely

a function of risk and yield on investment, though other factors may

enter into the decision of individual investors. That being the case

it is difficult to understand voluntary conversion.

in comparison with straight debt i ssues, convert! ble bonds

possess a higher level of risk, but not in comparison with the common

stock into which they are convertible. Convertible preferred stocks

sometimes have equal preference, to assets and income, with the other

preferred stock, and sometimes a lower preference, but in any case

the claim is prior to that of the common stock. in addition, once the

market price of the common has risen to the conversion price the market

price of the convertibles will move up or down in direct relationship

to the common. Therefore, if the market price of the common decreases

the market price of the convertibles will decrease in a proportionate

amount. The decrease is limited, however, by the value of the

security as a straight debt instrument or as a straight preferred

stock instrument. There is no limit on the upside as evidenced by

the market value data shown in Table 5-9 where many of the bonds had
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a market value between $2,000 and $8,000. The market value floor

thus means that the risk factor for the convertibles is less than

the risk factor for the common stock counterpart, therefore conversion

should not occur on the basis of risk.

When the market price of the convertible security increases

in conjunction v;ith the common, the effective yield on the bond or

preferred stock is decreased. If the effective yield reaches the

point where it is lower than the common dividend on the shares which

would be obtained upon conversion the investor should compare the

potential increase in yield with the potential increase in risk. If

the increased yield more than offsets the greater risk, in the mind

of the investor, voluntary conversion would occur.

the data presented in Table S""/ above suggests that on the basis

of yield voluntary conversion would occur infrequently. It was shown

that the average yield for 3^3 convertible preferred stocks was 3-38

percent, while the average estimated yield on the common into v/hich

it was convertible was 1.9^ percent. The difference in yield for

convertible bonds and common stock was even greater. The average

yield for 5^^ bonds was ^.21 percent and the counterpart common stock

yield was 1.24 percent.

There were only 24 cases, out of 343, in which the holders of

preferred stock could increase the yield on their investment by con-

verting into common stock. The bondholders could have improved their

yield by conversion in only 21 out of 544 cases. Even In those cases
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where the investors could receive a higher yield the difference

was rather small and may not have been sufficient to compensate for

the greater risk.

inasmuch as purely voluntary conversion seems unlikely in

most cases, and yet conversion does in fact occur, some action by

the corporation must be responsible for much of the conversion. in

that case the conversion would be "voluntary" only because it is the

only logical thing to do under the circumstances.

It has been asserted that in a majority of cases corporations

desire common stock equity when they issue convertible securities. If

this is true then the corporation will be frustrated in its desires

since there is little motivation, on the basis of risk and yield, for

the investors to convert their holdings. Therefore, in order to

accomplish their desired objectives the corporations which want

common stock equity may find it expeditious to adopt certain pres-

sure tactics to force investors, who want to retain the senior

security, into "voluntary" conversion. Three primary methods, each

with several variations, which have been used to exert pressure are:

sliding scale conversion prices; call provisions; and common stock

d i vidend pol i ci es

.

As the name implies, sliding scale conversion prices means

that the conversion price increases at stated intervals over the life

of the issue. The terms of the sliding scale may be based upon the

dollar amount of conversion, the percentage of conversion, or simply
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upon a tine lapse. An example of the latter is American Machine &

Foundry whose subordinated debentures are convertible at $60 until

197], and then at $65 until niatLirity in I98I. In 1955, Sunray-Mid-

Continental Oil issued preferred convertible into common at $28.75

until one-third of the 956,000 shares had been converted, the price

rose to $31.15 for the next one-third and then to $33-5^ for the

remainder. Another example is the $8,000,000 issue of Hiram

Wal ker-Goderham and V/orts wliich was convertible at $kO for the

first $2,000,000 block; at $45 for the second $2,000,000 block; at

$55 for the third block; and at $60 for the remainder.

The purpose of the above sliding scales v/as obviously to

stimulate early conversion by giving an advantage to the first group

to convert. Once the last phase had been reached there v;ould, of

course, no longer be any urgent reason for early conversion.

Despite the fact that sliding scales are probably effective

pressure mechanisms the survey of recent convertible issues indicates

that corporations have generally discontinued the use of this device

for forcing conversion. Only 2 of the 76 companies surveyed had an

increase in conversion price and that was a one-time increase. Two

possible explanations for the discontinuance of sliding scales are

that, first, the inclusion of such a provision may have proved a

deterrent to marketing the securities. Secondly, the inclusion of

such provisions meant that tiie corporation had to make a current de-

termination of when in the future it preferred conversion, particularly
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if the sliding scale were related to time. In later years this

pre-determlnat ion may turn out to be an inappropriate time for con-

version, from the corporation's viev;point.

By using the call feature as its pressure tactic the corporation

does not lose control over when convers ion w i 1 1 occur. The inclusion

of a call provision is virtually a universal characteristic of con-

vertible securities as evidenced by recent issues. Many corporations

do not call the issues to force conversion, but the ability to do so

is present -if they so choose.

As was pointed out previously, corporations are frequently

advised to withhold a call notice until the conversion value exceeds

the call price by approximately 20 percent in order to minimize the risk

that the market price of common stock may decline to the point where

conversion v/ould no longer be profitable for the holders. Assuming

that the 20 percent figure provides adequate protection, the informa-

tion presented in Table 5-9 indicates that approximately kO percent

of the outstanding bond issues could be called. From the standpoint

of evaluating the debt or equity implications of maturity date the

fact that these issues have not been called is not as important as

the fact that they could be safely called if the corporation so desired.

The above comments should not be construed to mean that corpora-

tions do not exercise the call privilege. The Information presented

in Table 5-13 clearly indicates otherwise. For the k3 call notices

shown the market value of the common stock which could be obtained
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upon conversion ranged from $13 to $3,20^*, per bond, above the call

price. it seems apparent that a call notice issued under those

circumstances will effectively bring about "voluntary" conversion.

The use of the call feature as a pressure tactic to force

conversion may be disadvantageous to the corporation because it v/i 11

mean total and immediate conversion, assuming the above price rela-

tionships, when the corporation might prefer a more gradual conversion

Corporations with outstanding convertible issues may encourage

a more gradual conversion, or perhaps total conversion, by increasing

the dividend on the common once the conversion price has been

reached. The importance of this method was mentioned in the Brigham

study referred to previously. He found that 23 percent of the firms

indicated they would follow this policy to encourage voluntary

conversion. ^^
In a footnote Brigham relates how one company obtained

conversion. For illustrative purposes it is worthwhile to repeat

the footnote at this point:

One of these firms returned a schedule showing

the way voluntary conversion occurred in its case.

In September 1964, the common dividend was raised

by 25 percent. At this point bondholders would

receive about 15 percent more income from dividends

on conversion than in interest on the bonds. The

conversion value was approximately equal to the

market value and exceeded the call price by about

30 percent. Between the time of the dividend

increase and the record date of the next quarterly

dividend, some 50 percent of the bonds were

converted voluntarily, and the company indicated

19
Brigham, £2- ci t

, P- 52.
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that these conversions were continuing as addi-
tional bondholders recognized the income
differential. ^°

The policy of increasing common dividends to encourage conversion

may not be particularly conducive to investor goodwill, especially if

the dividends are lovjered following conversion. Despite the potential

problem, it is apparent, as in the above case, that such a policy

may effectively accomplish the corporation's purpose. It is interesting

to note that while 23 percent of the firms, in the above study, indi-

cated they would follow this policy the data presented previously

concerning yield on convertible bonds and preferred stocks in relation-

ship to common suggests that in only 55 cases, out of 887, or 6 percent,

is there any possibility that such a policy is being pursued.

Anytime the corporation employs any of the above methods, or

any other method, to encourage conversion some Ill-will may be

created on the part of those investors who want to hold the senior

securities. The investor has no obligation to keep the common stock

and his changed Investment status because he can immediately sell his

common stock, but he has lost his senior position and if he chooses

to sell his common he must recognize his capital gain for income

tax purposes and he must seek a new investment. On the other hand,

the sliding scale and call provision are a part of the initial con-

tract and there is no reason why the investor should be critical

of the corporation for exercising its legal right. The policy of

increasing dividends is the only one of the primary methods which the

corporation may arbitrarily exercise.

^°lbid., pp. 52-53.
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The conclusion to be drawn from the discussion in this section

Is that the maturity date of convertible bonds has no operational

significance in the evaluation of the debt or equity nature of such

securities once the conversion va 1 ue' exceeds the conversion price

by the amount of the call premium, which usually begins at the Interest

rate and declines to zero during the last several years of the bond

life. The reason for this is that bonds which fit Into this category

will never reach the established maturity date. The bondholders may

convert at any time, but for sure prior to the bonds maturing at 100,

or the corporation may call the bonds and thus force conversion.

Evidence in support of the above conclusion concerning maturity

date is provided by Table 5-13 where it was shown that the ^3 con-

vertible bonds were called, on the average, 14.6 years prior to their

maturity date, and by Table 5-1^ and Table 5-15 where it was shown

that the average effective life of 12 convertible bonds and 12 con-

vertible preferred stocks was h.7 years and 5-9 years, respectively.

Additional support is provided by Table 5-19 which provides information

about the maturity dates of all outstanding convertible bonds which

were being actively traded during December, I968. The table includes

those 51 convertible bonds from a total of 5^4 outstanding issues,

which matLire during the next ten years. It seems pertinent to the

above conclusions to observe that none of the 54'^^ outstanding con-

vertible bonds mature in I969, and only 2 mature in 1970, and those

could not be converted because the common stock market price is
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below the conversion price. Furthermore, only k of the issues which

could be converted, assuming rational investors, mature within five

years.

TABLE 5-19

MATURITY DATES

MATURITY
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or redemption price are not liobiiities because the maturity date

is not determinable. Assuming that conversion connotes maturity,

the maturity date will be sometime between the date at which the

described conversion value arises and the stated maturity date. On

the other hand, this maturity date would reflect conversion and not

the redemption which is typically the climax of a liability maturity.

It would also appear that if the corporation expected redemption

rather than conversion the sinking fund provision would not be

delayed for the usual 10-11 years, as was indicated in Table 5-17-

Claim on Assets

It has been vyell established legally that in the event of liqui

dation of a corporation the claims of creditors take precedence over

the claims of the owners. It has therefore been asserted that a

test of the debt or equity nature of a security is where it ranks

in a liquidation settlement. Supposedly the security is a liability

if the holder will receive payment prior to the owners. There are

some serious complications involved in the application of this

conceptual test because of the number of levels in the distribution

hi erarchy .

If there were only two levels in the hierarchy the test vyould

consist of simply determining which level received payment first in

the event of liquidation and the creditors v>?ould be distinguished.

There are, however, at least six levels of claims involved in the

distribution of liquidation proceeds. The order of the levels from
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highest to lowest is: (l) priority claims, for example wages and

taxes; (2) claims secured by specific assets; (3) unsecured claims;

(h) subordinated unsecured claims; (S) claims of stockholders who

have preference as to assets; and (6) claims of common stockholders.

Therefore, Is It more appropriate to say that claim (l) is debt and

claims (2) through (6) are equity or that claims (l) through (5)

are debt and claim (6) is equity? In any event claim (1) is debt,

based upon the test, because it takes precedenceover all other claims,

and claim (6) is equity because it is the last to receive payment.

Claims (2) through (5) are the ones which complicate the test

because there is a prior claim and a later claim.

Most convertible bonds are subordinated debentures; therefore,

they are included in the hierarchy immediately prior to convertible

preferred stocks which are includable with the other preferred stocks

which have preference as to assets.

It is not possible to reach an objective conclusion concerning

the debt or equity nature of convertible bonds and preferred stocks on

the basis of their respective claims on assets In the event of liqui-

dation of the corporation. They both have a claim prior to, and sub-

sequent to, other claims. Therefore, to the Individual who ascribes

to the view that all claims other than the first priority are equity

claims, convertibles would be a part of equity, and to the individual

who follows the view that all claims other than the last are debt

claims, convertibles would be a part of debt. The traditional accounting
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treatment of convertibles ref 1 ects ne i ther of these views inasmuch

as convertible bonds have been treated as debt and convertible

preferred stock as equity.

It seems clear that the test of claim on assets merely serves

to rank the claims and that the evaluation of their debt or equity

nature is influenced by some preconceived notion of what constitutes

debt or equ i ty

.

CI aim on I ncome

On the basis of a fixed dividend or interest rate both con-

vertible bonds and convertible preferred stocks would qualify as debt

rather than equity. The bond interest is not only fixed, but it

must be paid at specified times. The dividends on the preferred

stocks are a fixed amount, but it is not required that payments be

made; however, since most convertible preferred stocks are cumulative

the full amount of dividends must be paid at some time or else the

common stockholders cannot receive any dividends.

In order to make an evaluation of this factor, particularly

in connection with convertible bonds, it appears that the size of

the fixed claim should be considered. It was shown previously that

the average interest rate for convertible bonds is substantially

lov-jer than the average interest rate for non-convertible bonds of a

higher grade. This is the only aspect of this particular test which

tends to suggest anything other than treating all convertibles as

debt secur i ti es

.
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Voice in Management

The holders of convertible bonds do not typically have any

voting rights, the usual determinant of a voice in management,

unless the corporation defaults on some predetermined conditions. In

25 of the 35 nevy convertible preferred stock issues voting rights were

included; however, the number of votes per share were not necessarily

equal to the number of common shares into which the preferred share

could be converted. V/ith or without voting rights the convertible

security holders may have an effective indirect voice in the manage-

ment because the corporate management may be afraid that if these

people are offended the corporation will have difficulty raising

new capital in the future.

Furthermore, if the convertible security holders do not

have voting rights they can acquire such rights whenever they choose,

once the conversion price has been attained. The fact that many

convertible security holders do not voluntarily elect to convert,

as well as the fact that voting common stock could have been

acquired as the initial investment, suggests that the voting right

may not be of any great concern to such holders.

Matur i ty Val ue

Another test for determining the debt or equity nature of a

claim is maturity value. A liability claim supposedly has a known

maturity value which does not change throughout the life of the

liability. An equity interest does not have a maturity value because
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it does not mature. Ov^ners are seen as having a continuing financial

interest in the corporation and the value of that interest fluctuates

with present and expected future earnings.

In order to evaluate this factor it is necessary to determine

what is meant by "maturity." If the term means the conclusion of

e pre-determi ned life spen then convertible bonds which reach that

point in time will be redeemed at a known value and convertible

preferred stocks would be excluded from debt because they do not have

a pre-determi ned life span. If the term refers instead to the date

of redemption then both convertible bonds and preferred stocks

have established prices at which they will be redeemed after a call

notice. The call price tends to decrease over time, especially for

the bonds, but at any given time the value Is known. If conversion

implies maturity neither convertible bonds nor preferred stocks

have a known value because It Is uncertain when conversion v/i 1 1 occur

and what the market value of the common stock will be at the time

it is given in exchange for the bonds and preferred stocks.

The market value of the called convertibles listed in Table 5-

13 as well as the market value of all outstanding convertible bonds

shown in Table 5-9 indicates that the value at maturity, on the basis

of conversion, is indeterminate. Those bonds which have a market

value belov^ the conversion price, based upon the market for common,

v/ould have a known maturity value just as they have a known maturity

date. Once the market price of common has risen above the
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conversion price the date and value of maturity cease to be

known

.

Another aspect of the maturity value test is that equity interest

fluctuates with present and expected future earnings. On the basis

of this test straight preferred stock and non-convertible bonds would

be classified as liabilities because the value of neither is influ-

enced by earnings. Convertible bonds and preferred stocks however,

would be classified as equity because the valuesof both are directly

influenced by present and expected future earnings in the same way

that common stock is influenced. The fluctuation is limited on the

downside by the straight debt or straight preferred stock value of

the security, whereas common stock has no floor. On the upside,

however, the value increases are as great as the common increase.

This factor is seen as a qualification of the claim on income

discussed previously. It was agreed that convertible security

holders have a fixed periodic claim on income to the extent of the

established interest or dividend rate. At this point it is asserted

that once the conversion price has been reached the total claim

on income is reflected in two ways: the fixed periodic payment

and the growth in capital value. If the proprietary theory of

accounting is assumed, it follows that convertible security holders

have an immediate claim on income which is greater than the periodic

payment, but which is obtained indirectly, that is, through the

increase in investment value. This is the same end result as that
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obtained by the common stockholders when a stable dividend policy

is fol lowed

.

It should also be noted that much of the discussion pertaining

to the maturity date characteristic is also pertinent to maturity

value. Those comments, however, will not be repeated in this section.

Intent of the Parties

Despite the fact that the courts have asserted that the intent

of the parties should be evaluated in ruling on the debt or equity

nature of a security there has been no clear indication of how that

intent is to be determined. The most obvious method, but not

necessarily the most valid method, of determining intent would be to

ask the parties involved. Pilcher conducted a questionnaire survey

of 100 corporations to determine their motives for issuing converti-

bles, 31 of which had issued convertible bonds and 69 of which had

issued convertible preferred stocks. He received replies from 75 of

the corporations. His questionnaire reflected a presupposition that

the two primary motives for such issues are (l)tomakethe issue more

attractive, and (2) to raise common equity capital through a

roundabout process.

His letter to the president of each of the 100 corporations

posed the question thusly:

Which played the more important role in the decision

by your company to utilize the conversion privilege:

The desire to "sweeten" the senior leverage issue.
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thereby making it more attractive to buyers,
or the desire to raise common equity on a sort
of delayed action basis?^^

His tabulation of the 75 replies is presented in Table 5-20. Only

Gh replies are shown because 11 of the corporations indicated that

the two possibilities were equal in importance.

TABLE 5-20

PRIMARY MOTIVATION FOR ISSUANCE
OF A CONVERTIBLE SECURITY

TO RAISE
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desires debt but finds that by adding the convertible feature

interest costs are reduced substantially. . . 73 percent of the re-

spondents v/ere primarily interested in obtaining equity, while 27

2k
percent used convertibles to 'sweeten' debt issues."

It appears that Brigham may have rather casually introduced

a third, and with the current high interest rates perhaps the most

important, reason for issuing convertible securities. V/riters have

long asserted that the conversion feature was used either because the

corporation wanted equity capital and for a variety of reasons believed

convertibles to be the most advantageous method of selling common

stock orelse the corporation wanted to issue debt but found it neces-

sary to make the issue more attractive. Thus, the use of the converti-

ble feature as a "sweetener" was seen as being added to issues of

corporations with poor credit or a weak financial structure in order

to make the issue marketable. The way Brigham expresses it however,

the "sweetner" would be voluntarily added to a senior security issue

by strong as well as weak corporations in order to gain the reduced

interest or dividend rate.

The empirical information presented previously indicates that

corporations do reduce interest costs substantially by including

the conversion feature. It will be recalled that the approximate,

savings in interest cost for 63 nevj convertible bond issues was $38.5

mi 1 1 i on per year.

2k
Brigham, np . c i t .

, p. 50.
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Those corporations which want common stock equity find con-

vertibles advantageous because as Table 5-10 shows the conversion

feature allows the corporation to effectively sell common stock at a

premium. The average premium for 70 issues was 12.8 percent with one

issue having a premium of 22.7 percent.

In summary, the earlier questionnaire studies indicate that the

primary intent of the corporation in issuing convertibles was to raise

common stock equity through a roundabout process. The conversion premium

enhances the attractiveness of this method. The present data concerning

cost suggests that the possibility of obtaining lower interest costs

by issuing a convertible security, even though common stock equity is

not desired, may be another important motive for the corporation.

Insofar as the intent of the investor is concerned it can be

objectively determined that a convertible bond provides greater risk and

lower yield than a non-convertible bond while a convertible preferred

stock may have no greater risk but does give a lower yield than non-

convertible preferred. The only logical conclusion, apparently, is that

the individual who invests in convertibles fully intends to acquire

more for his money than the specified yield. That something additional

is the potential for capital gain which is possible with convertible

securities. That potential has in the past been associated only with

residual equity securities.

On the basis of the intent of the parties it seems reasonable to

conclude that both the corporation and the investor foresee an equity
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interest resulting from a convertible security transaction.

Pre-emptive Flight

The fact that common stockholders have traditionally hod the

right to subscribe ratably to any ncvv security issue which could in some

way dilute their interest provided a significant test of the debt or

equity nature of that security. If the security had the potential to

dilute their interest, and therefore gave the common stockholders

the pre-emptive right to subscribe, the security was seen as possessing

equity characteristics. According to several writers this right has

diminished in frequency in recent years. For example Walker and Baughn

assert that 'Vhile this right of shareholders to protect their interest

in control, voting power, assets, and earnings was once considered

basic to common stock ownership, the statutes of most states today give

the incorporators a chance to elect whether the pre-emptive right will

apply to future issues of stock or securities convertible to

stock. ... If the pre-emptive right is provided, then the corpora-

tion must offer its stock and securities convertible to stock to

25
existing stockholders. . .

." The importance of the pre-emptive

right, for present purposes, is that it has been well established that the

right, when present, will be extended to convertible securities, thus

indicating an equity characteristic.

25
Ernest V/ . V/alker, and William H. Baughn, Financial Planning

and Policy (New York: Harper and Row, I96I), p. 268.
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The diminishing incidents of the pre-emptive right is verified

by various empirical studies. For Bk corporations issuing convertible

securities between 19^8 and 1952, Pilcher found that in 37 percent of

the cases privileged subscription rights for the common stockholders

V\ere recjui red . In a study covering 19^9- 1959, Broman found that while

35 percent of the nev/ issues were offered to stockholders the corpora-

27
tion was required to do so in only 15 percent of the cases. More

recently it was found that 12 of 76, or 15.8 percent, of new converti-

ble bond issues were offered to stockholders. Of those 1 was an

exchange issue and for 2 the pre-emptive right was not present.

Therefore, in only 9 of 75, or 12 percent of the cases, was the cor-

poration obligated to offer the new convertible issue to the common

stockholders

It is apparent that the pre-emptive right test of the debt or

equity nature of convertible securities has limited application. V/hen

it is present, however, it provides strong evidence of the equity

nature of such securities.

Name of Secur i ty

The courts have determined that the name of the security is a

factor to be evaluated in ruling on the debt or equity nature of the

security. Such a test does not appear to be meaningful because it

26
Pilcher, o£i. ci t .

, p. 98.

27
Broman, ££. c i t . , p. 69.



150

indicates nothing about the characteristics of the security. If

such a test is applied to convertible securities, hov.'evcr, convertible

bonds v/ould be debt because bonds are typically debt and convertible

preferred stocks would be equity because stocks are typically equity.

Conversion Features

The presence of conversion features has been put forth as

evidence of the equity nature of a security. On the basis of that

test alone the conclusion about the debt or equity nature of converti-

ble bonds and preferred stocks is obvious.

In addition to the mere presence of conversion features, it

has been suggested that the eventual conversion of issues may be of

significance in the evaluation process. It was previously concluded,

in connection with maturity date, that convertible securities v/hich have

a conversion value greater than the redemption price will be converted

rather than redeemed. It is not possible to determine when this will

occur, but it is knov.'n that it will occur, assuming rational investors.

Therefore, if eventual conversion is a reflection of equity, it may

be concluded that convertible securities with a conversion value above

redemption price should be treated as equity securities.

Potential Dilution of Earnings Per Share

A security which has the potential to dilute earnings per share

through an increase in the number of shares is considered to have

equi ty .character i sties . The most obvious methods for creating a present
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or potential increase in the shares used in the computation of

earnings per share, which are the residual shares only, are to

market a nev'V issue of common stock or issue securities which are con-

vertible into common.

The Accounting Principles Board, the Securities and Exchange

Commission, and numerous individual writers in accounting and finance

have addressed themselves, with growing concern, to the potential

impact of convertible securities upon earnings per share. The views

of the Accounting Principles Board were discussed in detail in Chapter 3

and will not be repeated here except to note that in the Board's view

residual securities to be used in calculating earnings per share

consist of common stock and any other security which "... clearly

derives a major portion of its value from its conversion rights or

its common stock characteristics. . .
." In addition the views of

the Board applied only to earnings per share calculations and did

not carry over to balance sheet presentation.

The Securities and Exchange Commission recently issued a

release concerning earnings per share in which it was stated that "In

the opinion of the Commission, companies having only common stock and

other residual securities outstanding should present earnings per share

figures solely on the basis of equivalent outstanding common shares,

including residual securities. In such circumstances the presentation

American Institute of Certified Public Accountants, Accounting

Principles Board, "Opinion No. 3: Reporting the Results of Operations"

(December 196G)

.
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of a second earnings per share figure based on outstanding common

shares, excluding residual securities, is misleading." The release

also contained an evaluation of a convertible preferred stock which

v/as to be issued in a merger transaction:

. . . the preferred shares v;ere to be convertible

into common stocl< of the merged company on

such terms that, assuming conversion of the

preferred shares, they had the effect of materially

reducing pro forma earnings per share of the company

on a merged basis for the most recently completed

fiscal year.

It was the opinion of the Commission that the pre-

ferred shares in this case should be treated as a

residual security in the determination of earnings

per share in the financial statements in the proxy

statement. In general, if at the time of issuance

of a convertible security in an acquisition the

terms are such as to result in immediate material

dilution to pro forma earnings per share, assuming

conversion, then that security should be considered

a residual security v/hether or not a majority of ,q
its value may be derived from its conversion rights.

The empirical data presented previously indicates that the

concern being expressed about the potential dilution effect of the con-

vertible securities is well founded. In Table 5-11 the increase in

common stock upon full conversion of 73 new bond Issues was shown to

range from 3.2 to ^^19.9 percent. Furthermore, 15 of the issuing cor-

porations had other outstanding convertibles. During December, I968,

31
there were approximately 5^^ outstanding convertible bonds v;i th a

Securities and Exchange Commission, Release No. 8336 (June I6,

1968).

•30,, .,
ibid .

^ VhM Convertible Survey (December 13, I968).
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total face value of $10.3 billion of which ]h] met the residual

equity test prescribed by the Accounting Principles Board. In addi-

tion the average market value of these 5^^ bonds was 191 percent of their

estimated straight debt value.

On the basis of having the potential to dilute earnings per

share it is evident that a significant number of convertible securities

reflect an equity characteristic.

Right to Enforce Payments

On the basis of this legal factor, that is, the right to enforce

payments, convertible bonds would be considered debt because the bond-

holders do have the right to enforce payment of periodic interest and

the face value at maturity. Convertible preferred stockholders do

not have that right; therefore they would be owners, according to

this test.

The fact that convertible bondholders have the right to enforce

payments probably should not be given much weight in the evaluation

of convertible bonds because the exercise of that right may place the

bondholders in a more unfavorable position. If the corporation is

unable to make payments when due, enforcement action may result in

bankruptcy proceeding. The liquidation settlement may cost the

creditor more than the passed payment, particularly when the payment

was passed because of temporary financial problems.
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Good Business Reasons for Issuing

The data presented earlier concerning interest rates and con-

version premium provides evidence that there are good reasons for issuing

convertible securities. The Interest or dividend rate for convertible

securities is typically less than the rate for non-convertibles by a

significant margin, and the conversion premium indicates that, upon

conversion, common stock will have been effectively sold at a price-

greater than the price which existed at the time the convertibles were

sold. In addition the flotation costs are generally lower for bond

issues than for common stock issues. Therefore, if the corporation

sells common through the roundabout process of conversion it will

reduce flotation costs at the same time it receives a premium over

present market price

Despite the evidence which illustrates several good reasons

for issuing convertibles these reasons do not provide much insight

into the debt or equity nature of the securities. The fact that the

corporation may gain considerable advantage from issuing convertibles

rather than other securities does not make them debt or equity.

The test is more meaningful in those cases where it can be

determined that the financial position of the corporation v;as such

that straight debt could not be marketed. In that event the con-

version feature might be added as an inducement to those investors

who are willing to speculate on possible capital growth. Such investors

may be considered to have an ov/nership interest in the corporation.
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The appraisal comments, coticerning new convertible bond issues,

which were shown in Table 5-16 suggest that in many cases the specu-

lative possibility for capital growth provides the major incentive

for investing in those securities. The greater risk combined with

lower yield supports this conclusion.

in his questionnaire survey, Brigham asked the corporations

what alternatives were available to them for raising the same amount

of funds which they obtained from selling convertibles. His evalua-

tion of the responses was that:

All companies indicated that common stock could

have been sold at net prices ranging from 2 to

5 percent below the market price, the larger

discounts being applicable to small firms and to

those needing large sums of money relative to the

value of their outstanding shares. it is worth

noting that neither in the questionnaire responses

nor in subsequent interviews with selected firms

was a fear indicated that a common stock issue

would have brought on the danger of a break in

the market price of the stock. The feeling seemed

to hold that the market could absorb a stock

issue the size of the convertible debenture

offering. All but two respondents indicated that

straight debt could have been sold. When rates

on straight debt were mentioned, they ranged from

^ to 1 percent above those on the convertible

i ssue .32

Two points are raised by the above comments. First, it should

be noted that common stock could have been sold at a discount ranging

from 2 to 5 percent in comparison to the average premium of 12.8 per-

cent, on the recent new issues, which could have been obtained by

32
Brigham, op. cl

t

. pp. 50-51
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selling an issue convertible into common. The second point is that

the corporations indicated that non-convertible bonds could have

been sold with interest rates 5- to 1 percent above those on the con-

vertible issue, yet the data for 63 new issues reflected differences

ranging from .85 to 3 percent. Thus it appears that the corporations

were overly optimistic concerning their financing alternatives.

In summary, there are several good reasons for issuing conver-

tibles which do not provide clear evidence for evaluating the debt

or equity nature of such securities. Other reasons, however, indicate

a strong possibility that such securities have a characteristic of

ownership.

Identity of Interest Between Creditors

and Owners

In those cases where the convertible security issue is offered

to the common stockholders, because of the pre-emptive right or other-

wise, the identity of interest between the so-callad "creditors" and

the "owners" is obviously complete. Based upon this factor, which was

established by the courts, the convertible security should be treated

as equity rather than debt. Where the convertible is issued as a

public offering it is not readily apparent whether a substantial

portion of the issue is subscribed Lo by the common stockholders.

The corporation, however, could determine this information for evalua-

tion purposes.
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In this chapter each of the decision factors has served as a

guide for evaluating the debt or equity nature of convertible

securities as if each factor was the controlling factor. in the next

chapter certain general conclusions will be drawn on the basis of a

consolidation of the factors but first it appears worthwhile to give

some attention to the question of certainty and the notion of a criti-

cal event for financial accounting reports.

Throughout the evaluation process it was made clear that, on

the basis of individual factors, a convertible bond could be appro-

priately classified as debt at one point in time and as equity at

another point in time. The significant transition point which emerged

was when the conversion value of the convertible equals the call price

because at that point several of the factors which indicate debt

cease to be operational and equity characteristics arise even though

actual conversion has not yet occurred. The empirical data provided

sufficient evidence that once this "critical event" occurred conver-

sion would tai<e place, but not necessarily immediately.

The fact that conversion has not occurred, and therefore some

degree of uncertainty exists, is not sufficient grounds for failing

to recognize the transition from a liability to owner's equity.

Accounting has been variously defined and the most commonly quoted

definition is the one issued by the committee on terminology of the

AmeJ-ican institute of Certified Public Accountants in 195.3 which

asserted that "Accounting is the art of recording, classifying, and
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summarizing in a significant manner and in terms of money, trans -

actions and e ve n t s wiiich are, in part at least, of a financial charac-

33
ter, and interpreting the results thereof. According to that

definition accounting is concerned vvith "events"; therefore the

problem is the required degree of certainty which must exist before

an event can be recognized.

A committee of the American Accounting Association has asserted

that realization is an underlying concept of accounting and that "The

essential meaning of realization is that a change in an asset or

liability has become sufficiently definite and objective to warrant

34
recognition in the accounts." At another point the committee said

that "in some cases there may be a clear indication of a change in

an asset or liability although the criteria for realization established

in the trade or industry have not yet been met. Such changes not

35
yet realized should be disclosed in financial reports. . .

."

The above committee appeared to place greater emphasis upon

materiality than upon certainty because it was pointed out that:

In the selection of classifications, in planning the

extent of summarization, in giving emphasis to or
omitting information, and in determining periodic net

33American institute of Certified Public Accountants, Account in g

Research and Terminology Bulletins . (Final edition.) (New York: I96I),

Terminology, p. 9- (Emphasis added.)

34
American Accounting Association, Accoun ting and Reporting

Standards for Corporate Financial Statements , 1957 Revision, p. 3-

^^Ibid.
, p. 8.
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income, materiality is often a deciding factor.

Materiality, as used in accounting, may be described

as a state of relative importance. The materiality

of an item may depend on its size, its nature, or a

combination of both. An item should be regarded

as material if there is reason to believe that knowl-

edge of it would influence the decisions of an informed

investor .
^"

It is believed that the amount of convertible securities and the

resulting potential dilution of earnings per share are so great as

to constitute a material fact on the basis of the above definition.

Additional justification for the recognition of "critical

events" was presented by Myers in connection with net profit. He

conceded that in many cases the critical event theory v;ould come to

37
the same conclusion as the certainty theory but that where they

differed the critical event should be controlling because "it is a

theory based on a fundamental economic process rather than upon such

frequently used rationalizations as convenience, conservatism,

certainty, tax timing, and legal passage of title."

The point at which the conversion value of a convertible bond

becomes equal to the call price is therefore seen as an "event,"

the outcome of which is sufficiently certain to constitute a material

fact, v;hich should be appropriately treated in the financial reports

in the corporation.

^ Ibid .
, p. 8 (Emphasis added).

^''john H. Myers, "The Critical Event and Recognition of Net

Profit." The Accounting Review (October 1959), P- 530.

^^Ibid., p. 532.



CHAPTER 6

SUMMARY AND CONCLUSIONS

In Chapter 1 it was asserted that this study derived its major

significance from the common accounting convention of classification

because any system of classification indicates that the data to be

classified has certain discernible characteristics which support tfie

selected classification. Therefore, in order to appropriately classify

convertible securities, as well as any other accounting data, for

financial statement purposes, it was deemed necessary to understand

the characteristics of those securities.

There v/ere two major objectives of this study set forth in

Chapter 1. The first objective was to test the hypottiesis that con-

vertible bonds and convertible preferred stocks have sufficient common

characteristics for them to be placed in the same major classification

on the statement of financial position rather than being classified

as debt and ovjner's equity, respectively. The second objective was to

test the hypothesis that both convertible bonds and convertible preferred

stocks should be classified as equity rather than debt. In order to

test these hypotheses it was necessary to establish the characteristics

of convertible securities and the Factors to be considered in deter-

mining whether a transaction is debt or equity.

The purpose of this chapter is to summarize the findings of

the study and to draw some conclusions relative to those stated objectives

160
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While the accounting literature, prior to the past two or

three years, has contained only brief reference to convertible

securities writers in the fields of corporation finance and invest-

ment analysis have long addressed themselves to such securities. For

that reason, and also because it was expected that the viev;s of those

writers would provide insight into the nature of convertible securities,

Chapter 2 was devoted to a summation of the viewpoints of several

writers in those fields.

it was generally agreed by those writers that convertible

securities are issued (l) when the corporation wants to raise capital

by issuing bonds or preferred stocks and finds that a "sweetner"

is needed to make the issue more attractive to investors, or (2) v;hen the

corporation wants to raise capital by issuing common stock but for

various reasons decides that secLirities convertible into common are

more advantageous than a direct issue.

Historically the first reason was considered to be the most

common motive for issuing convertibles. The implication of a

"sv/eetner" being necessary was that the corporation had an unfavorable

capital structure or ]ovj earnings or some other inadequacy which created

a high risk factor. Therefore, in order to market a senior security

it was necessary to give the investor some potential for greater retui'n

on his investment. In the case of convertibles the potential results

from the right to convert to common and thus enjoy a capital gain,

assuming that the market value of common increases. Obviously not
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all corporations which issued convertibles were weak financially,

because, frequently strong corporations have made use of converti-

bles.

Many of the writers expressed the belief that the majority

of convcitible securities issued during the past 20 to 30 years were

issued by corporations which had a desire to raise common equity

capital and, for various reasons, considered the indirect method of

convertibles to provide the most advantageous means of accomplishing

their purpose. The following were seen to be the more important

of those reasons: (l) to avoid the dov/nward price pressures on

the firm's stock which would result from placing a large new issue

of common on the market; (2) to avoid dilution of earnings and

increased dividend requirements while the expansion program is

getting underway; (3) to avoid the direct sale of common stock when

the corporation believes that its stock is currently undervalued

in the market; (^') to penetrate that segment of the capital market

which is unwilling or unable to participate in a direct common

stock issue; and (5) to minimize the flotation costs.

From the investor point of view several motives for buying con-

vertible securities were presented: (l) they may be presently fashiona-

ble; (2) they combine protection with capital gro\\fth possibility;

(3) institutions are not restricted in their purchase of securities;

('+) they serve as a hedge against stock market declines; and (5) a much

larger portion of the purchase price may be borrowed.
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Chapter 2 also served to test the hypothesis that convertible

bonds and preferred stocks should receive similar accounting treatment

in reporting the capital structure of the corporation. The financial

writers usually discuss both under the single heading "Convertible

Securities" which implies that the discussion of one is automatically

a discussion of the other. In order to evaluate this rationale, it

was necessary to consider the views concerning non-convertible deben-

ture bonds and preferred stock which they usually treat separately.

It was concluded that legally bonds and preferred stocks are two

distinct kinds of securities, but, that from the point of viev>/ of

the financial manager, and on the basis of maturity, claim on

income, claim on assets, voice in management, and cost of capital,

non-convertible preferred stocks should be considered as debt rather

than equity.

The purpose of Chapter 3 vjas to establish the accounting

perspective concerning convertible securities. It was pointed out

previously that historically accounting writers have made only brief

reference to convertibles. Certain basic tenets of accounting,

however, apply to convertibles as well as any other transaction,

for example, clas sification in a significant manner of those financial

transactions which are considered to be material in order to provide

financial statements which are useful for decision-making, especially

investment decision.

The data presented in Chapter 2 and Chapter 5 provided evidence

that convertible securities represent a material factor on tiie statement
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of financial position. The number of corporations using convertibles

as well as the dollar amount of those issues has been increasing at

a substantial rate for several years. As the amount of convertible

securities issued and outstanding has grown the potential dilution

of earnings per share becomes greater, inasmuch as these securities

may be converted. There is also an increased possibility that

investors, both present and potential, will be misled by an inappro-

priate or inadequate classification and reporting of these securities.

Inasmuch as the primary significance of the study was predicated

upon the asserted accounting convention of classification it was deemed

necessary to determine the source for the classification of claims

against the corporation into liabilities and owner's equity. Without

this distinction it would not make any difference whether convertible

bonds and preferred stocks have similar characteristics and whether

they are treated as debt or equity in the financial statements.

The investigation was conducted In terms of some selected

general theories of accounting. It was determined that while several

geneial theories, such as the proprietary theory, entity theory,

fund theory, social institution tiieory, commander theory, and economic

theories of the firm, have been advanced in the accounting literature

the proprietary and entity theories have tlie most widespread support.

Therefore, only these two theories were evaluated for their bearing

on the treatment of convertible securities.

.According to the proprietary theory the business enterprise

is owned by some specified person or group. The ownership interest
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may be represented by a sole proprietor, a partnership, or by a

number of stockholders. The assets of the business belong to these

people and any liabilities of the business are their liabilities.

Revenues received by the firm immediately increase their net interest

in the firm which is the total assets minus the total liabilities.

Likewise all expenses incurred by the firm decrease their net interest

This is the same thing as saying that profits become the property

of the owners, and not the firm, at the time they are earned, whether

or not they are distributed.

The proprietary theory places the proprietors at the center

of interest and asserts that their viewpoints should be the ones

reflected in accounting activities. Everyone who ascribes to the

proprietary theory accepts the preceding proposition, but not

everyone agrees on the composition of the proprietorship. Some

accountants adopt the view that only the common stockholders have

an enterpreneurshi p position in the corporation because preferred

stocks, as well as bonds, reflect a hiring of capital services by

the common stockholders, and therefore neither of these represents

a proprietary interest. Other accountants adopt the view that all

long-term investors, including bondholders, preferred stockholders,

and common stockholders, constitute the proprietorship interest of

the corporat ion.

The entity theory also reflects a point of view toward the

business enterprise and the people concerned with its operation.

Those who hold the entity viewpoint place the firm, rather than the
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owners, £it the center of interest. The essence of the theory is that

the owners, and this usually has reference to stockholders, as well as

creditors are outside the corporation. The corporation exists as a

separate and distinct entity apart from those who contributed the

capital of the corporation. The assets and liabilities belong to the

entity and not the owners. As revenue is received it becomes the

property of the entity. Likewise, expenses incurred are obligations

of the entity. Any net profits are the property of the entity and

accrue to the stockholders only when a dividend is declared. The

undistributed profits, if any, still belong to the entity.

The discussion of the various general theories of accounting

provided sufficient evidence that the adoption of a particular view-

point significantly influences the accounting treatment of converti-

ble securities. The adoption of the entity theory, which treats all

capital contributors as being outside the corporation, means that,

in effect, all claims against the assets of the corporation are

creditor claims. Therefore, an investigation of the debt or equity

characteristics of convertibles would be meaningless.

On the other hand, the determination of whether convertible

security holders are creditors or owners becomesan essential factor

when the proprietary theory is adopted. The more traditional inter-

pretation of this theory includes preferred and common stockholders in

the proprietor group and bondholders in the creditor group. The addi-

tion of the conversion feature to bonds and preferred stocks did not
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alter the classification. If the narrov-y interpretation of the pro-

prietorship interest, which includes only common stockholders, were

followed both convertible bonds and preferred stocks would be treated

as debt. The broad interpretation of the proprietorship, which

includes all long-term investors, would require that both convertible

bonds and preferred stocks be treated as equity.

In brief, the debt-equity classification possibilities for con-

vertible securities which would be supported by a particular viewpoint

were: (l) no classification; (2) both treated as debt; (3) both

treated as equity; and (^f) convertible bonds treated as debt and

convertible preferred stocks treated as equity. Thus, having established

four classification possibilities it appeared necessary to give some

consideration to which of the viewpoints is most commonly reflected

in current accounting practice and on the basis of the evidence

presented it was concluded that the proprietary theory and the resulting

possibility {h) above is most frequently adhered to by accountants in

the preparation of financial statements.

The remainder of Chapter 3 was concerned with summarizing and

evaluating the views expressed by several accounting writers in

reference to convertible securities, with primary attention given to

the pronouncements of the Accounting Principles Roard. Thus far

the Board has discussed convertibles in four opinions and an exposure

draft of another opinion.

Initially the Board was concerned with the potential dilution of

earnings per share created by convertible securities and with the
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financial position statement treatment of that portion of the pro-

ceeds attributable to the conversion feature. The Board thus recog-

nized that the market price of a convertible bond was composed of two

factors; the straight debt value and a premium for the conversion

feature. In tlie opinion of the Board the premium should be treated

as paid-in capital on the statement of financial position. On the

other hand, v.'hen dealing v;ith earnings per share calculations the

Board expressed the opinion that when the security derived more than

50 percent of its value from the conversion feature the entire issue

should be treated as a residual security. There was no explanation

for the position that under some circumstances a portion of the

proceeds from the sale of convertible bonds should be treated as

equity for financial position statement purposes and totally as equity

in calculating earnings per share information on the income statement.

After one year the Board chose to suspend the requirement that the

proceeds attributable to the conversion feature be recorded as paid-in

capital while it conducted further study. In a recent new opinion the

Board renounced the original view and declared that no portion of the

proceeds should be attributed to the conversion feature. The Board

was motivated partly by the practical difficulties involved, but

mostly by what it considered to be the inseparable debt and equity

characteristics of convertible securities.

The Board's previous views concerning earnings per share calcu-

lations, when convertibles are present, were expanded in the exposure

draft. For earnings per share purposes only, residual securities,
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according to the Board, are those which clearly derive a substantial

portion of their value from their conversion features or other common

stock characteristics, and that is determined by the relationship

between the market value of the convertible and its straight invest-

ment value.

The rationale of the Board is not at all clear to this writer.

On the one hand the Board asserts that the debt and equity characteris-

tics of convertible bonds are inseparable. On the other hand, the

residual ity of a convertible security is determined by the relationship

between investment value and the market price. if this test can be

validly applied in the second instance there appears to be no reason

why it could not be applied in the first case. The obvious conclusion

seems 1o be that while the Board recognizes the strong equity charac-

teristic of many convertible bonds, and thus requires their inclusion

in earnings per share calculations, it is not yet prepared to break

v/Ith tradition to the point of classifying a portion, or all, of a

so-called bond issue as equity on the statement of financial position.

This study was concerned v/ith establishing the characteristics

of convertible securities in order to determine whether they were

more nearly debt or equity. Such a determination obviously is not

possible without a reference frame as to what constitutes debt

or equity. The purpose of Chapter k was to derive that reference frame.

The factors which should be evaluated in determining the debt or equity

classification of a particular security were developed from accounting.
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finance, and legal sources. The factors were as follows: (l) maturity

date; (2) claim on assets; (3) claim on income; (h) voice in manage-

ment; (5) maturity value; (6) intent of parties; ("/) pre-emptive right;

(8) name of security; (9) conversion feature; (lO) potential dilution

of earnings per share; (ll) right to enforce payments; (12) good

business reasons for issuing; and (13) Identity of interest between

creditors and owners.

It was not asserted that the above factors comprise an all-

inclusive list of factors which may in some way relate to the determi-

nation of debt or equity. On the other hand, because the factors

vyere determined from several recognized accounting, finance, and

legal sources it Is believed that no significant factors were omitted.

No ertort was made to establish the relative Vv^elght of each of the

factors; however, vjhen the empirical data which was collected in

Chapter 5 were evaluated on the basis of each of the factors, it

appeared that in a given case certain of the factors may be less

significant than others.

In order to illustrate the evaluation process and to shovj the

different results which may be obtained for specific issues, two

hypothetical convertible bond issues will be considered: one which

supports treating the entire issue as equity on the statement of

financial position and one which supports debt treatment.

In the first case assume that the issue was a $50 million, 5

percent convertible subordinated debenture for which the common
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stockholders had the pre-emptive right to subscribe. The bonds are

callable at 105, decreasing to 100 at maturity 25 years later; each

bond is convertible into 20 shares of common at $50 per share. The

common stock is currently selling at $80 which gives a conversion

value of $1600. The market price of the bonds is also 160 while

the approximate straight debt value is 75.

In this case the presence of a maturity date and maturity

value, which is supposed to indicate debt, has no operational sig-

nificance because the date will not be reached and the bonds wi 1 1 not

be redeemed at their maturity value. The reason for this conclusion

is that once the conversion value exceeds the call price or maturity

value the bonds will not be allowed to mature. The corporation may

call the bonds and force conversion whenever it chooses, and the

bondholders may convert whenever they desire and they vyill certainly

convert prior to the redemption date, whether that be the maturity

date or call date. To do otherwise would mean receiving 105 or less

for their bonds when they could obtain common shares with a market

value of 160.

On the basis of the bondholders claim on assets the debt or

equity nature of the bond is uncertain. The classification depends more

upon a point of view than characteristics. First of all this factor

is derived from the legal treatment of liquidation proceeds. There are

six major levels of claims involved in the distribution of those

proceeds: ( l) priority creditors; (2) claims secured by specific assets;
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(3) unsecured claims; {k) subordinated unsecured claims; (5) claims of

preferred stockholders who have preference as to assets; and (6) claims

of common stockholders. One viewpoint holds that all claims other than

the first are equity while another viewpoint holds that all claims

except the last are debt. According to the first view the convertible

bond issue would be equity whereas under the second it would be debt.

In any event this factor appears to be of minor significance because

liquidation is unlikely with a company vjhicli is doing vye 1 1 enough for

the market price of its stock to move up to the point vjhere the con-

vertible has a market value of 1 60

.

The bonds have a fixed interest rate and therefore a known

periodic claim on income which indicates that they are debt securities.

It is assumed, hovs/ever, that the market value is 160 because of

earnings' therefore the bondholders have the same total, and fluctuating

claim on earnings as the common stockholders.

The bondholders do not have a direct voice in the management of

the corporation, bul they can obtain a voice at any time they choose

by converting their holdings into common stock. The fact that they

have not converted suggests that having a voice is not as important

to them as some other factors.

It is not possible to say much about the intent of the parties

in a hypothetical case, but in practice the accountant should be able

to determine the corporate intent in issuing a convertible security.

It may be reasoned tiiat when a rational investor is willing to buy
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a convertible bond which has greater risk and pays lower interest

than a non-convertible his intent is to acquire a potential for

capital growth, an equity characteristic.

In this hypothetical case, as is quite usual, the common stock-

holders had the pre-emptive right to subscribe to the convertible

bonds, therefore the identity of interest between the owners and

bondholders is presumed to be the same. Both of these factors are

seen as indication of an equity security.

The name of the security has been established by the courts

as one of the factors to be evaluated and on that basis this con-

vertible bond would be a debt.

The convertible security under discussion certainly meets the

test of having conversion features, an obvious redundancy, but more

importantly the market price is such that the holders can convert

whenever they choose and tlie corporation can force conversion at its

will by calling the issue. It is also clear that there is a present

potential for dilution of earnings per share because conversion can

occur, and in addition the market value relationship to the straight

debt value is such that the Accounting Principles Board would consider

this issue to be a residual security for purposes of calculating

earnings per share. Therefore, this particular issue has two additional

equity characteristics.

The convertible bondholders have the legal right to enforce pay-

ment of their periodic interest and the face amount at maturity. Neither
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of these rights appears rel evant to an issue which v/i 1 1 not reach

maturity and vjhich has attained a market value of 1 60 because of the

success of the corporation.

There may have been several good business reasons for the

corporation to issue a convertible security and again the accountant

should be able to evaluate those reasons.

In the second hypothetical example, v;hich v/ill illustrate

support for treating the issue as debt the same assumptions apply

except that it is now assumed that there is no pre-emptive right

and the conversion value is 75, the same as the straight debt value.

In this case all of the factors except the following reflect

debt: intent of the parties; conversion feature; good business

reasons for issuing; and identity of interest between creditors and

owners. The conversion feature is meaningless under the circum-

stances because conversion would not occur. The other three

may have particular relevance if the stockholders are the ones vjho

acquired the bonds despite the absence of the pre-emptive right. The

corporation may have been in a position where no one other than the

present owners would risk an investment and bonds were used to take

advantage of the tax-deduct i b i 1 i ty provision. Under such circum-

stances the courts might rule that the security v/as equity despite

the fact that a majority of the factors evaluatec' reflected debt.

On the other hand, an entirely different set of circumstances

may exist v;hich reduces or e 1 imi nates the relevance of those three
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factors, in which event the security should be treated as debt on the

statement of financial position.

In the two hypothetical cases there were only two assumed dif-

ferences: conversion value and the pre-emptive right, yet one was

determined to be appropriately classified as an equity security and

the other as a debt security. in the opinion of the writer the

controlling factor in arriving at the proper classification, in these

cases, was the conversion value. «

In the first example the conversion value was sufficiently

great to effectively eliminate maturity date and maturity value as

debt characteristics; the claim on income reflects both a fixed

periodic claim and a residual interest; and because conversion was

possible the potential for earnings per share to be diluted was

present. On the other hand, the fact that the market value of the

common stock was below the conversion price in the second example

resulted in all of those factors being reversed.

The first objective of this study was to test the hypothesis

that convertible bonds and convertible preferred stocks have sufficient

common characteristics for them to be placed in the same major classi-

fication on the statement of financial position rather than being

classified as debt and owner's equity, respectively. Contrary to

the views of those finance writers who suggest that preferred stocks

are like debt, it is concluded, based upon the evidence presented in

this study, that the two securities are different when the conversion
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«

value of the common stock into which they are convertible is below

the call price of the securities.

On the basis of the prescribed set of decision factors for

determining debt or equity and the empirical data presented in this

study it is concluded that convertible preferred stock should rarely,

if ever, be classified as debt. The strongest debt characteristic

is a fixed claim on income to the extent of the dividend rate, which

is usually cumulative. Convertible bonds, on the other hand, are

believed to be most appropriately treated as debt prior to the time when

conversion value exceeds the call price.

The fact that convertible bonds and convertible preferred

stocks at times have dissimilar characteristics does not negate the

second objective of this study which was to test the hypothesis that

both should be classified as a part of owner's equity on the statement

of financial position, but it is necessary to qualify the conclusion.

On the basis of the evidence presented it is concluded that

those convertible bonds whose conversion value exceed the call price

and all convertible preferred stocks should be classified as owner's

equity on the statement of financial position since a preponderance

of tiie decision factors indicate equity. Once that value has been

attained the characteristics of convertible bonds undergo a major

transition. The maturity date and maturity value no longer have

significance as a debt characteristic because the corporation can either

call the bonds and force conversion or the investors can voluntarily
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convert, v/hich they v/ould certainly do rather than have their bonds

redeemed at the lower price. The prior claim on assets upon liqui-

dation is unimportant when the company is performing well enough

for its stock price to be increasing.

In addition to the above factors which lose their significance

when the conversion value exceeds the call price of the bond there

are certain positive changes. First while the periodic claim on

income is fixed by the interest rate, the bondholders have an interest

in the retained earnings whicii they can acquire whenever they desire

and the value of their Investment reflects that interest by keeping

pace v/i th the market value of the common stock. Second, the con-

version privilege becomes operational and the potential dilution of

earnings becomes a real possibility because the corporation can call

the bonds anytime it chooses knowing that conversion will occur when

the call notice is issued.

The significance of this potential dilution is reflected by the

amount of outstanding convertible bond Vv/hich should be classified as

equity. In Chapter 5 reference was made to the 5^1^ outstanding con-

vertible bond issues which were being actively traded at the end of

1968. When the conversion value of those 5^'> bonds was compared to

an estimated average call price of 105 it was found that 311 of the

Issues, amounting to $3,7'^8 million, had conversion value in excess of

the call price. Furthermore, the evidence presented concerning the

exercise of the call provision indicates that many companies bring about
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conversion rather quickly once it becomes feasible. V/hether the

corporation exercises Its right immediately is immaterial to the

conclusion. The important point Is that once the conversion value

is above the call price the corporation has the power to transform

the convertible bonds into common stock, assuming, of course, that

the investors are rational.

In the practical application of the above general conclusion

it may be desirable to add a cushion to the critical point of equality

between conversion value and call price. Otherv/ise fluctuations in

the market price of the common stock could result in the bond being

frequently alternated between debt and equity classification on the

statement of financial position. The size of the cushion could be

based upon the probability of market fluctuations for the Individual

company. This practical adjustment in no v/ay negates the general

conclusion, rather It serves only to minimize the frequency of

changes in the statement of financial position classification of

convertible bonds.
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LIST OF COMPANIES ISSUING CONVERTIBLE
BONDS DURING I968

1

.

APL Corporati on

2. Allegheny Airlines, Inc.

3. Allied Supermarkets, Inc.

h. Alloys Unliniited, Inc.

$. American Broadcasting Company, Inc.

6. American Export Industries, Inc.

7. American Financial Corp.

8. American Hoist and Derrick Co.

S . Apco Oi 1 Corp

.

10. Ashland Oil and Refining Co.

11. Baxter Laboratories, Inc.

12. Becton, Dickinson and Co.

13- Beech Aircraft Corp.

1^. Belco Petroleum Corp.

15- Burroughs Corp.

16. Carolina Telephone and Telegraph Co.

17- Ceco Corporation
18. Chase Manhattan Banks (N.A.)

IS. Chelser Industries, Inc.

20. Chemical Bank New York Trust Co.

21. Chi' i s--Craf t Industries, Inc.

22. Condec Corporation
23. Crown Central Petroleum
24. Di Giorgio Corp.

25- Diversified Metals Corp.

26. Eastern Air Lines, Inc.

27. Eckerd D'-ugs of Florida, Inc.

28. El Paso Natural Gas Co.

29. Fibreboard Corp.

30. Fidelity Corporation
31. General Fi reproofing Co.

32. Girard Trust Bank (Phi la.)

33. Gordon Jewelry Corp.

34. Harris Trust and Savings Bank (Chicago)

35- Indian Head inc.

.36. J. C. Penny Co. Inc.

37

•

Jos tens , I nc.

38. Lincoln Telephone and Telegraph Co.

39- Lone Star Cement Corp.

kO

.

Lucky Stores, inc.

h] . McDonald ' s Corp.

42. Medusa Portland Cement Co.

43. Mesa Petroleum Co.

kk . Metro-Goldwyn-Mayer , Inc.

180
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^5

•

Mohawk Airlines, Inc.

46. National Bank of Detroit

hi. National Can Corp.

48. National City Lines, Inc.

kS. New Jersey Bank and Trust Co.

50. OKC Corp.

5 1 . Ogden Corp.

52. Oneida Ltd.

53- Ozark Air Lines, Inc.

54. Pepsi-Cola General Bottlers, Inc.

55. Piedmont Aviation, inc.

56. Pueblo Supermarkets of New York, Inc.

57- Reading and Bates Offshore Drilling Co.

58. Restaurant Associates Industries, Inc.

59- Riegel Textile Corp.

60. SCM Corporation
61. Santa Fe Industries, Inc.

62. Saturn Industries, Inc.

63. Sun Electric Corp.

64. Sunstrand Corp.

65. Susquehanna Corp.

66. United Nuclear Corp.

67. United States Finance Co. Inc.

68. United States Smelting and Refining Co.

69. Uni ted Uti 1 i ties. Inc.

70. Walt Disney Productions

71. Western Air Lines, Inc.

72. White Motor Corporation

73

.

Whi ttaker Corp.

74. Witco Chemical Co.

75- Wyle Laboratories

76. Zapata Off-Shore Co.

LIST OF COMPANIES ISSUING CONVERTIBLE

PREFERRED STOCKS DURING I968

1. Allied Products Corp.

2. American Electronics, Inc. (3 issues)

3. Baltimore Gas and Electric Co.

4. Bangor Purita Corp.

5. Blue Bel 1 , Inc.

6. C i ty I nvest I ng Co.

7. Colt Industries, Inc.

8. Combustion Engineering, Inc.

9. Consolidated Edison Co. of New York

10. Crowell, Collier and MacMIllan, Inc.
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1 1 . Cyc I ops Corp .

12. Guidance Technology, Inc.

13. Gulf Resources and Chemical Corp.

1^+. Gulf and Western Industries, Inc. (3 issues)

15- Indianapolis Pov;er and Light Co.

16. Jim V/al ters Corp.

17. Kaman Corp.

18. Koehring Co.

19. Management Data Corp.

20. Mesa Petroleum Co.

21. Pennzoi 1 United, Inc.

22. Pratt and Lambert Inc.

23. Public Service Co. of New Hampshire

2h. Ralston Purina Co.

25- Reliance Electric and Eng. Co.

26. Southern California Edison Co.

27. Sperry-Hutchi nson Co.

28. Stauffer Chemical Co.

29. U. S. Gypsum Co.

30. U. S. Industries, Inc.

31. Wallace Murry Corp.
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