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VALUATION s SEPARATION ANXIETY: VALUING CONVERTIBLE BONDS

contingent interest, make-whole provisions, and call and put 
features that may be classified as embedded derivatives and 
may require bifurcation for accounting purposes. Furthermore, 
even if the conversion option does not require bifurcation 
under Financial Accounting Standards Board (FASB) Accounting 
Standards Codification (ASC) Topic 815, Derivatives and 
Hedging (ASC 815), the issuer must evaluate the instrument to 
determine if ASC Topic 470-20, Debt with Conversion and Other 
Options (ASC 470-20, formerly FASB Staff Position APB 14-1) is 
applicable. This requires the issuer to separately account for the 
liability and equity components of an instrument in a manner 
that reflects the issuer‘s nonconvertible debt borrowing rate.

    Overview of Convertibles 

Convertibles are hybrid securities that exhibit characteristics of 
both debt and equity. On one hand, convertibles are debt-like 
in that investors earn periodic coupon or dividend payments, 
maintain liquidation preference over common stock, and 
may have a defined maturity date (provided the security is 
not converted or otherwise called earlier) at which time the 
investor receives the full principal amount plus accrued but 
unpaid interest. On the other hand, convertibles are equity-like 
in that the investor has the option to convert the security into 
common equity, at a contractual conversion price and during 
a predefined time period, and typically has voting rights on an 
“as if” converted basis throughout the life of the convertible.

Plain-vanilla convertibles can be seen 
as a straight bond with an equity call 
option attached.
Given their hybrid nature, convertibles are often viewed as a 
straight bond with an equity call option. A company issuing a 
convertible is effectively exchanging call options on its equity 
for lower borrowing costs.

Convertibles often have additional call and put provisions. For 
example, a convertible can include a covenant allowing the 
issuer to call the bond before maturity at a predefined price 
(usually at a premium). In this case, the issuer might find it 
economical to exercise such an option when interest rates have 
decreased and the issuer can borrow at a lower cost. Or, if the 
underlying equity crosses a given threshold, the issuer might 
be able to force conversion, in which case the investor loses 
some of the equity upside. Conversely, the investor might enjoy 
a protective provision under certain conditions (e.g., a change 
of control) that provides the ability to return the bond to the 
issuer at a predefined price (usually at par value), allowing for 
further downside protection.

Issuers use convertible financing for several reasons:

s  The company can lower the cash flow burden of its debt 
financing rather than issue straight debt or preferred 
stock alone. In periods of rising stock prices or high 
volatility, the reduction in coupon or dividend payments 
can be substantial.

s  Lower-credit companies that may not be able to access 
the traditional debt or preferred stock markets can 
more readily find financing via convertibles.

s  Companies that anticipate equity appreciation can  
use convertibles to defer equity financing to a time 
when growth has been achieved, thus lowering  
interim dilution.

Convertibles allow an issuer to pay 
lower interest rates in exchange for  
a share of the upside in its equity,  
and generally increase flexibility for  
the issuer.

    Applicable Accounting Guidance 

Given that convertibles often have distinctive attributes that 
are specific to each security, it’s no wonder the accounting 
literature pertaining to these instruments is complex. In 
general, ASC 815 governs the treatment of derivatives 
embedded in convertibles. In addition, the accounting 
considerations for convertible debt often go beyond ASC 815 
and require consideration of other literature such as ASC 
470-20. Furthermore, any aspect of the convertible that is 
measured at fair value must adhere to ASC Topic 820, Fair Value 
Measurement (ASC 820).

The FASB views convertibles as “hybrid instruments,” or 
contracts that embody both a host contract and an embedded 
derivative. The straight bond component of a convertible is 
viewed as the host contract; the equity call option and any 
other call and put options are together viewed as the embedded 
derivatives.

Separately identified embedded 
derivatives must be measured at  
fair value on each balance sheet date, 
with changes in fair value flowing 
through earnings.



3

VALUATION s SEPARATION ANXIETY: VALUING CONVERTIBLE BONDS

When evaluating the appropriate way to treat the accounting 
for convertibles, the principal issue (addressed herein) is 
whether the embedded derivative requires separate recognition 
from the host contract. Separately identified derivatives must 
be measured at fair value on each balance sheet date, with 
changes in fair value flowing through earnings. The host 
contract (i.e., the straight debt component) may not require fair 
value measurement in subsequent reporting periods. Thus, due 
to the potential impact on earnings volatility, the accounting 
treatment can be particularly critical for reporting entities that 
issue convertibles.

ASC 815-15-25 outlines three primary criteria that must 
be met if derivatives embedded in a convertible are to be 
accounted for as a separate liability:

The economic characteristics and risks of the embedded 
derivative are not clearly and closely related to the economic 
characteristics and risks of the host contract. That is, if the 
two components of a convertible exhibit similar economic 
characteristics and risks, the embedded derivative does not 
require separate recognition.

The hybrid instrument is not remeasured at fair value under 
otherwise applicable generally accepted accounting principles 
(GAAP), with changes in fair value reported in earnings as 
they occur. If the hybrid instrument is already reported at 
fair value under other applicable GAAP, there is no need 
to separately recognize the embedded derivative, because 
changes in the derivative’s fair value would already be 
incorporated in the fair value measurement of the security 
as a whole.

A separate instrument with the same terms as the embedded 
derivative would, pursuant to ASC 815-10-15, be considered 
a derivative instrument subject to the requirements of ASC 
815. If the embedded derivative would not necessitate fair 
value measurement on a stand-alone basis, there is no 
need to separate the derivative from the host contract.

In addition to these three criteria, the approach to accounting 
for these convertibles, particularly in the case of convertible 
preferred stock, may differ based on the settlement alternatives 
for the instrument. Convertible preferred stock may be 
classified on the balance sheet as equity or as a liability, 
depending on whether the security may ultimately be settled in 
cash or in shares of common stock. While all convertibles must 
initially be measured at fair value, those classified as equity 
may not require subsequent measurement whereas those 
classified as liabilities must be remeasured, with changes in fair 
value being reported in earnings.

In general, unless the economic substance of the 
instrument indicates otherwise, a convertible is initially 
classified as a liability if it:

s  requires net cash settlement upon conversion or 
maturity; or

s  gives the counterparty (i.e., the investor) the choice of a 
settlement in net cash or in shares.

The balance sheet classification  
for convertibles generally depends  
on whether the instrument is assumed  
to be settled in cash (liability) or  
shares (equity).
Conversely, a convertible is initially classified as equity  
if it:

s  requires physical or net share settlement upon 
conversion or maturity; or

s  gives the reporting entity (i.e., the issuer) the choice of a 
settlement in net cash or in shares.

s  This is not the case under International Financial 
Reporting Standards (IFRS), where net settled 
contracts are classified as liabilities even if the 
settlement method is at the issuer’s discretion.

    Valuation Methodology 

When a reporting entity determines that an embedded 
derivative requires separate recognition, the derivative’s fair 
value must be determined as of each reporting period. As 
described earlier, the value of the convertible is essentially that 
of a straight bond plus a plain-vanilla call option. A back-of-
the-envelope approximation might include valuing the straight 
bond discretely through an income approach, and then using 
a closed-form option pricing model (e.g., the Black-Scholes 
model) for the derivative. 

However, a lattice or binomial option pricing model is widely 
preferred over a closed-form option pricing model (e.g., the 
Black-Scholes model) because it can capture all features of 
the instrument and allows for greater analytical flexibility, 
including accounting for the relationship between the straight 
bond and the derivative from a default risk perspective. As 
such, for any issuer (aside from the theoretical riskless one that 
does not face the prospect of default), using the closed-form 
call option value as proxy for the conversion feature value 
in fact undervalues both the convertible and the conversion 
feature of the embedded derivative. 
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