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Finally, if a firm takes unexpected actions that harm 

bondholders, bondholders might revise their expectations of only 

this firm's behavior. For instance, assume that bondholders 

initially believe that a firm's managers would be reluctant to 

increase leverage because the managers are risk averse and much 

of their human capital is tied to the survival of the firm. In 

this case, an increase in leverage could tell bondholders that a 

firm's managers are more willing to tolerate risk to their human 

capital than the bondholders had previously thought. If 

bondholders believe that this information is relevant primarily 

to this particular firm, then we would expect that they would 

demand more explicit protection only from this particular firm. 

This type of bondholder behavior is predicted by reputation 

models such as Diamond (1989) and Klein and Leffler (1983). 

This paper tests whether the relationship between 

bondholders and firms is captured by these reputation models. Do 

bondholders actually demand more protection from those firms that 

have taken actions in the past that were harmful to them? 

Specifically, this paper considers whether firms that have 

increased leverage in the past are more likely than other firms 

to issue convertible debt rather than straight debt.2 The first 

section of this paper discusses the advantages and disadvantages 

2 More detailed bond indentures also give bondholders more 
explicit protection. However, it would be difficult to obtain 
some quantitative measure of how well bondholders are protected 
by both the covenants of a particular bond issue and the 
covenants of a firm's other bond issues. For this reason, this 
paper only uses a convertibility privilege to proxy for explicit 
bondholder protection. 

2 





with greater variance. The shareholders gain because they 

receive the benefits when the riskier projects succeed and 

bondholders bear the losses when the riskier projects fail. 3 

A convertibility privilege partially protects bondholders 

against a wealth loss arising from these agency problems, because 

the convertibility privilege represents a claim on the upper tail 

of the distribution of cash flows. 4 Also, because bondholders 

can reclaim part of any wealth that shareholders expropriate by 

increasing leverage or the variability of the firm's cash flows, 

shareholders have less incentive to expropriate bondholder 

wealth. Masulis (1980) finds that convertible debt fares better 

than nonconvertible debt when leverage is increased. Also, 

Marais, Schipper, and smith (1989) find that convertible debt 

fares better than nonconvertible debt when leveraged buy-outs are 

announced. 

Convertible debt is not a costless means of protecting 

bondholders against a wealth loss. Convertible debt dilutes the 

shareholders claim on a firm's residual return, because it offers 

bondholders a claim on the upper tail of a firm's payoff 

distribution. Consequently, convertible debt reduces the 

incentive of shareholders to monitor a firm's managers. Thus, 

convertible debt ameliorates the shareholder-bondholder agency 

problem at the cost of exacerbating the shareholder-management 

agency problem. For this reason, we would expect that 
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See Jensen and Meckling (1976) 

See Jensen and Meckling (1976) and Green (1984). 
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convertible debt would be used only where bondholders have little 

information regarding a firm's riskiness or where the 

shareholder-bondholder agency problem is especially severe. 

In a previous study, Mikkelson (1980) used a probit model to 

test whether the offer of debt with options privileges was 

correlated with a set of regressors that proxied for the severity 

of the shareholder-bondholder agency problem. Mikkelson found a 

statistically significant positive relationship between the offer 

of debt with options privileges and the maturity length of a debt 

issue, the leverage of the firm (debt/equity or debt/assets), and 

the growth opportunities of the firm (measured as the growth rate 

of assets). The size of the debt issue (issue size/equity or 

issue size/assets) was negatively correlated with the offer of 

debt with options privileges, but this relationship was not 

statistically significant. Mikkelson argued that these results 

generally support the agency explanation for convertible debt. 

III Empirical Results 

In this section, a probit model is used to test whether the 

probability that a firm issues convertible debentures rather than 

straight debentures is related to both past changes in the firm's 

debt/assets ratio and the firm's present characteristics. Thus, 

whereas Mikkelson's model examines the present characteristics of 

the firm, this model examines both the firm's present 

characteristics and its past behavior. In this model an 

observation is an issue of debentures by a nonfinancial, 

nonutility firm between Jan. 1, 1980 and Dec. 21, 1987. To be 
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included the issuing firm must have had outstanding debt ten 

years prior to the issue. The data were collected from two 

sources. Moody's Bond Record publishes a list of corporate debt 

offerings. From this list I obtained the issuing firm, the issue 

date, the 
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The coefficient of RND should be positive. Shareholders can 

more easily increase the riskiness of a firm's payoff 

distribution when the firm has a wide range of investment 

opportunities. The ratio of research and development to sales 

proxies for the scope of these investment 







their estimate of the probability that that particular firm will 

take future actions that are harmful to bondholders. If 

bondholders do revise their estimate, then we would expect that 

bondholders would demand more explicit protection against an 

expropriation of their wealth from these firms. To test whether 

this is the case, this paper examines whether bondholders are 

more likely to demand convertible debt rather than straight debt 

from firms that have increased leverage. I find that among firms 

that have increased leverage, firms that have substantially 

increased leverage are more likely to issue convertible debt than 

firms that have increased leverage only 



Table I 

Descriptive statistics for models where increases in 
leverage proxy for opportunistic behavior by the firm 

(N=614) 

Variable Description Mean std. Dev. 

LEV - the change in the debt/assets 0.0239 0.1264 
ratio between the two five year 
periods prior to the bond issue 

DLEV - slope dummy variable indicating 0.0471 0.1028 
if LEV is positive 

RND - the ratio (research and 0.0281 0.0183 
development/sales) 

SIZE - size of the new issue 0.1340 0.1261 
($ billion) 

ASSETS - the total assets of the firm 6.284 12.333 
in the year the debt was 
issued ($ billion) 

MATUR - the maturity length of the 23.187 6.864 
debt issue (years). 
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