Works directed on warrants

Exersise :
When Infomatics issued its bonds with warrants, the firm received $1,000 for each bond. Simultaneously, the company assumed an obligation to pay $80 interest for 20 years plus $1,000 at the end of 20 years. The pre-tax cost of the money would have been 10% if no warrants had been attached, but each Infomatics bond had 20 warrants, each of which entitles its holder to buy one share of stock for $22.
What is the percentage cost of the debt? As we shall see, the cost is well above the 8% coupon rate on the bonds As we demonstrated earlier, when the warrants expire 10 years from now and are exercised, the expected stock price is $51.82.7 The company would then have to issue one share of stock worth $51.82 for each warrant exercised and, in return, Infomatics would receive the strike price, $22. Thus, a purchaser of the bonds, if he or she holds the complete package, would expect to realize a profit in Year 10 of $51.82 -$22 = $29.82 for each common share issued.8 Since each bond has 20 warrants attached, and each warrant entitles the holder to buy one share of common stock, investors would have a cash flow of 20($29.82)= $596.40 per bond at the end of Year 10. What is the time line of the expected cash flow stream to an investor ?
The time line of the expected cash flow stream to an investor: 
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the IRR of this stream is 10.7%, which is the investor’s overall expected pre-
tax rate of return on the issue. This return is 70 basis points higher than the 10%
return on straight debt. The higher return reflects the fact that the issue is riskier
to investors than a straight-debt issue because much of the return is expected to
come in the form of stock price appreciation, and that part of the return is more
risky than interest income.
The expected rate of return to investors is the same as the before-tax cost to
the company—this is true of common stocks, straight bonds, and preferred stocks, and it is also true of bonds sold with warrants.  
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