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ABSTRACT

If firms issue convertible securities to facilitate sequential investment, the securities
should be engineered to give sufficient flexibility to accommodate timing of follow-on
investment. We examine call provisions in convertible bonds and argue that firms
with investment options expected to expire sooner (later) will offer weaker (stronger)
call protection. We find that issues with weak or no call protection are offered by
firms that invest greater amounts soon after issuance than those issuing convertibles
with strong protection. Moreover, capital expenditure levels during the 5-year period
following issuance are inversely related to the length of call-protection periods.

MosT CONVERTIBLE BONDS AND NOTES have call provisions, and most provisions
have important qualifications or protection. Broadly speaking, convertibles may
have absolute protection (not callable), hard call protection (noncallable for a
specified period), provisional or soft call protection (callable if certain conditions
on stock price are met), or no protection (callable anytime). In this study, we
investigate the relations between the strength and length of call protection and
firms’ subsequent investment behavior.

Our hypothesis is a natural implication of the sequential financing motive for
convertible debt financing. For example, in Mayers (1998), firms finance their
planned multistage investment programs with convertibles. Besides Mayers’
sequential financing motive, other explanations for convertible financing in-
clude theories based on post-issuance risk shifting (Jensen and Meckling (1976),
Green (1984)), heterogeneous risk assessment (Brennan and Schwartz (1988)),
and asymmetric information (Stein (1992)). In a recent study, Lewis, Rogalski,
and Seward (2001) offer an explanation based on equity market rationing.

Stein’s (1992) model has at least an implicit role for callability, but we believe
Mayers’ explanation has direct implications for the nature of call provisions
that we examine here. He argues that convertible financing is well suited to
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