
Home   All Journals   The European Journal of Finance   List of Issues   Volume 24, Issue 4

 A theory of mandatory convertibles: dist ....

Volume 24, 2018 - Issue 4

The European Journal of Finance 

512

Views 

3

CrossRef citations to date 

0

Altmetric

Original Articles

A theory of mandatory convertibles: distinct

features for large repeated financing
Susheng Wang 
Pages 347-362 | Received 29 Jan 2016, Accepted 17 Jan 2017, Published online: 02 Feb 2017

 Cite this article   https://doi.org/10.1080/1351847X.2017.1285337  

     

 

 Full Article  Figures & data   References  Citations   Metrics

  Reprints & Permissions Read this article

ABSTRACT

In recent years, mandatory convertibles (MCs) have become a popular means of raising

capital, especially for large projects. This paper is the first theoretical paper to

investigate MCs using the incomplete-contract approach. We show that MCs can be an

efficient instrument in sequential financing. MCs have some distinct features compared

to other convertibles, such as mandatory conversion, a high dividend rate, and capped

capital appreciation. We show in theory that these features are designed to achieve

efficiency.
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capped capital appreciation

 JEL CLASSIFICATIONS: G32 G31

Previous article View issue table of contents Next article 



 

We Care About Your Privacy

We and our 842 partners store and/or access information on

a device, such as unique IDs in cookies to process personal

data. You may accept or manage your choices by clicking

below, including your right to object where legitimate

interest is used, or at any time in the privacy policy page.

These choices will be signaled to our partners and will not

affect browsing data. Privacy Policy

We and our partners process data to provide:

Use precise geolocation data. Actively scan device

characteristics for identification. Store and/or access

information on a device. Personalised advertising and

content, advertising and content measurement, audience

research and services development.

List of Partners (vendors)

I Accept

Essential Only

Show Purpose

https://www.tandfonline.com/
https://www.tandfonline.com/action/showPublications?pubType=journal
https://www.tandfonline.com/rejf20
https://www.tandfonline.com/loi/rejf20
https://www.tandfonline.com/toc/rejf20/24/4
https://www.tandfonline.com/toc/rejf20/24/4
https://www.tandfonline.com/journals/rejf20
https://www.tandfonline.com/author/Wang%2C+Susheng
https://doi.org/10.1080/1351847X.2017.1285337
https://www.tandfonline.com/action/clickThrough?id=5922&url=%2Fr%2Fsubjectsample-areastudies&loc=%2Fdoi%2Fabs%2F10.1080%2F1351847X.2017.1285337&pubId=51924115&placeholderId=1074&productId=1822
https://www.tandfonline.com/doi/full/10.1080/1351847X.2017.1285337?scroll=top&needAccess=true
https://www.tandfonline.com/doi/figure/10.1080/1351847X.2017.1285337?scroll=top&needAccess=true
https://www.tandfonline.com/doi/ref/10.1080/1351847X.2017.1285337?scroll=top
https://www.tandfonline.com/doi/citedby/10.1080/1351847X.2017.1285337?scroll=top&needAccess=true
https://www.tandfonline.com/doi/metrics/10.1080/1351847X.2017.1285337?scroll=top
https://www.tandfonline.com/doi/permissions/10.1080/1351847X.2017.1285337?scroll=top
https://www.tandfonline.com/doi/abs/10.1080/1351847X.2017.1285337
https://www.tandfonline.com/keyword/Mandatory+convertibles
https://www.tandfonline.com/keyword/sequential+financing
https://www.tandfonline.com/keyword/mandatory+conversion
https://www.tandfonline.com/keyword/capped+capital+appreciation
https://www.tandfonline.com/keyword/G32
https://www.tandfonline.com/keyword/G31
https://www.tandfonline.com/doi/full/10.1080/1351847X.2016.1239586
https://www.tandfonline.com/toc/rejf20/24/4?nav=tocList
https://www.tandfonline.com/
https://www.tandfonline.com/action/showCart?FlowID=1
https://www.informa.com/privacy-policy/


Acknowledgements

We gratefully acknowledge the helpful comments and suggestions from two referees.

Disclosure statement

No potential conflict of interest was reported by the author.

Notes

1 Given the distribution function  of the project output , the distribution function F of

output  is , where  is the probability of an event. If  is random, all the results hold

except that F is replaced by the joint distribution function of . We can also allow the

randomness of  to be resolved earlier or later than .

2 We follow the incomplete-contract approach proposed by Grossman and Hart (1986).

Refer to their paper on the concepts of ‘a variable being ex ante nonverifiable but ex

post observable’, ‘an ex post decision being ex ante uncontractible’, ‘ex post

renegotiation’, and ‘an efficient bargaining outcome’.

3 Adding another random shock in the second period will add a lot of technical

complication. Such a complication is unnecessary for the purpose of this paper.

4 We will have Riemann–Stieltjes integrals of the form , where  is a real-valued function

and y is the variable of integration. A sufficient condition for this integral to be well

defined is:  is continuous and bounded on interval . We can also allow  to be

discontinuous on a measure zero set if we treat  as a Lebesgue–Stieltjes integral (Horst

1984).

5 Here,  is the total equity holding for all the investors who are holders of the two MCs

issued at  and  (or equivalently,  is the representative investor’s equity holding). Hence,

 is the total payoff to the new shareholders and  is the total payoff to the original

shareholders. Although we do not explicitly mention dividends on common stock, the

firm may pay them. No matter whether such dividends are paid or not, the investors’

total income from the equity share should be . Hence, a reader can simply assume no

dividends on common stock. However, if there is a random stock in the second period,



the timing of a dividend payment is relevant and it reflects risk sharing, which would

force us to specify dividends on common stock explicitly.
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