Hybrid capital warrants and convertible securities


1- Warrants : 
A warrant is a certificate issued by a company that gives the holder the right to
buy a stated number of shares of the company’s stock at a specified price for
some specified length of time. Generally, warrants are issued along with debt,
and they are used to induce investors to buy long-term debt with a lower
coupon rate than would otherwise be required. For example, when Infomatics
Corporation, a rapidly growing high-tech company, wanted to sell $50 million
of 20-year bonds in 2007, the company’s investment bankers informed the financial vice president that the bonds would be difficult to sell, and that a coupon rate of 10% would be required. However, as an alternative the bankers suggested that investors might be willing to buy the bonds with a coupon rate of only 8% if the company would offer 20 warrants with each $1,000 bond, each warrant entitling the holder to buy one share of common stock at a strike price (also called an exercise price) of $22 per share. The stock was selling for $20 per share at the time, and the warrants would expire in the year 2017 if they had not been exercised previously.
Why would investors be willing to buy Infomatics’ bonds at a yield of only
8% in a 10% market just because warrants were also offered as part of the pack-
age? It is because the warrants are long-term call options that have value since
holders can buy the firm’s common stock at the strike price regardless of how high the market price climbs. This option offsets the low interest rate on the bonds and makes the package of low-yield bonds plus warrants attractive to investors. 
 Use of Warrants in Financing 
Warrants generally are used by small, rapidly growing firms as sweeteners when
they sell debt or preferred stock. Such firms frequently are regarded by investors
as being highly risky, so their bonds can be sold only at extremely high coupon
rates and with very restrictive indenture provisions. To avoid such restrictions,
firms such as Infomatics often offer warrants along with the bonds. However,
some years ago, AT&T raised $1.57 billion by selling bonds with warrants. At the time, this was the largest financing of any type ever undertaken by a business firm, and it marked the first use ever of warrants by a large, strong corporation.5 Getting warrants along with bonds enables investors to share in the company’s growth, assuming it does in fact grow and prosper. Therefore, investors are willing to accept a lower interest rate and less restrictive indenture provisions. A bond with  warrants has some characteristics of debt and some characteristics of equity. It is a hybrid security that provides the financial manager with an opportunity to expand the firm’s mix of securities and thus to appeal to a broader group of investors. Virtually all warrants issued today are detachable. Thus, after a bond with attached warrants is sold, the warrants can be detached and traded separately from the bond. Further, even after the warrants have been exercised, the bond (with its low coupon rate) remains outstanding. The strike price on warrants is generally set some 20% to 30% above the market price of the stock on the date the bond is issued. If the firm grows and prospers, causing its stock price to rise above the strike price at which shares may be pur-chased, warrant holders could exercise their warrants and buy stock at the stated price. However, without some incentive, warrants would never be exercised prior to maturity—their value in the open market would be greater than their value if exercised, so holders would sell warrants rather than exercise them. There are three conditions that cause holders to exercise their warrants: (1) Warrant holders will surely exercise and buy stock if the warrants are about to expire and the market price of the stock is above the exercise price. (2) Warrant holders will exercise vol- untarily if the company raises the dividend on the common stock by a sufficient amount. No dividend is earned on the warrant, so it provides no current income.
However, if the common stock pays a high dividend, it provides an attractive dividend yield but limits stock price growth. This induces warrant holders to exercise  option to buy the stock. (3) Warrants sometimes have stepped-up exercise prices, which prod owners into exercising them. For example, Williamson Scientific Company has warrants outstanding with an exercise price of $25 until December 31,2011, at which time the exercise price rises to $30. If the price of the common stock is over $25 just before December 31, 2011, many warrant holders will exercise their options before the stepped-up price takes effect and the value of the warrants falls.
Another desirable feature of warrants is that they generally bring in funds only if funds are needed. If the company grows, it will probably need new equity capital. At the same time, growth will cause the price of the stock to rise and the
warrants to be exercised; hence the firm will obtain the cash it needs. If the com-
pany is not successful, and it cannot profitably employ additional money, the price of its stock will probably not rise enough to induce exercise of the warrants.



2- Convertible Securities
Convertible securities are bonds or preferred stocks that, under specified terms
and conditions, can be exchanged for (that is, converted into) common stock at
the option of the holder. Unlike the exercise of warrants, which brings in addi-
tional funds to the firm, conversion does not provide new capital; debt (or pre-
ferred stock) is simply replaced on the balance sheet by common stock. Of
course, reducing the debt or preferred stock will improve the firm’s financial
strength and make it easier to raise additional capital, but that requires a sepa-
rate action.
Conversion Ratio and Conversion Price
One of the most important provisions of a convertible security is the conversion
ratio, CR, defined as the number of shares of stock a bondholder will receive upon conversion. Related to the conversion ratio is the conversion price, Pc, which is the effective price investors pay for the common stock when conversion occurs. The relationship between the conversion ratio and the conversion price can be illustrated by Silicon Valley Software Company’s convertible debentures issued at their $1,000 par value in July of 2007. At any time prior to maturity on July 15, 2027, a debenture holder can exchange a bond for 20 shares of common stock.
Therefore, the conversion ratio, CR, is 20. The bond cost a purchaser $1,000, the
par value, when it was issued. Dividing the $1,000 par value by the 20 shares
received gives a conversion price of $50 a share: 



Conversion price = Pc = Par value of bond given up/ shares recieved
                            = 1000/ CR = $1000/20 = $50 
Conversely, by solving for CR, we obtain the conversion ratio:
Conversion ratio = CR = $1,000/ Pc 
                                      = = $1,000/ $50 = 20 shares. 
Once CR is set, the value of Pc is established, and vice versa.
Like a warrant’s exercise price, the conversion price is typically set some 20%
to 30% above the prevailing market price of the common stock on the issue date.
Generally, the conversion price and conversion ratio are fixed for the life of the
bond, although sometimes a stepped-up conversion price is used. 

Use of Convertibles in Financing :
Convertibles have two important advantages from the issuer’s standpoint:
(1) Convertibles, like bonds with warrants, offer a company the chance to sell
debt with a low interest rate in exchange for giving bondholders a chance to
participate in the company’s success if it does well. (2) In a sense, convertibles
provide a way to sell common stock at prices higher than those currently pre-
vailing. Some companies actually want to sell common stock, not debt, but feel
that the price of their stock is temporarily depressed. Management may know,
for example, that earnings are depressed because of start-up costs associated
with a new project, but they expect earnings to rise sharply during the next year
or so, pulling the price of the stock up with them. Thus, if the company sold
stock now, it would be giving up more shares than necessary to raise a given
amount of capital. However, if it set the conversion price 20% to 30% above the
present market price of the stock, then 20% to 30% fewer shares would be given
up when the bonds were converted than if stock were sold directly at the cur-
rent time. Note, however, that management is counting on the stock’s price to
rise above the conversion price to make the bonds attractive in conversion. If
earnings do not rise and pull the stock price up, hence conversion does not
occur, then the company will be saddled with debt in the face of low earnings,
which could be disastrous.
How can the company be sure that conversion will occur if the price of the
stock rises above the conversion price? Typically, convertibles contain a call provision that enables the issuing firm to force holders to convert. Suppose the conversion price is $50, the conversion ratio is 20, the market price of the common stock has risen to $60, and the call price on a convertible bond is $1,050. If the company calls the bond, bondholders can either convert into common stock with a market value of 20($60)  $1,200 or allow the company to redeem the bond for $1,050. Naturally, bondholders prefer $1,200 to $1,050, so conversion would occur.
The call provision thus gives the company a way to force conversion, provided the market price of the stock is greater than the conversion price. Note, however, that most convertibles have a fairly long period of call protection—10 years is typical.
Therefore, if the company wants to be able to force conversion fairly early, then it will have to set a short call-protection period. This will, in turn, require that it set a higher coupon rate or a lower conversion price.
From the standpoint of the issuer, convertibles have three important disad-
vantages: (1) Although the use of a convertible bond may give the company the  opportunity to sell stock at a price higher than the price at which it could be sold
currently, if the stock greatly increases in price, the firm would have been better
off if it had used straight debt in spite of its higher cost and then later sold com-
[bookmark: _GoBack]mon stock and refunded the debt. (2) Convertibles typically have a low coupon
interest rate, and the advantage of this low-cost debt will be lost when conversion occurs. (3) If the company truly wants to raise equity capital, and if the price of the stock does not rise sufficiently after the bond is issued, then the company will be stuck with debt.



















