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Possible Accounting Change 
May Hurt Convertible Bonds
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Wall Street is going cuckoo over CoCo bonds.

The strangely named securities have been a boon for big Wall Street firms over the past three years. But a potential accounting-rule change could make the securities much less attractive for corporate issuers, while also taking a bite out of the earnings of some major companies, including General Motors Corp., Merrill Lynch & Co. and Omnicom Group Inc.

Last week, word came out that the Financial Accounting Standards Board was planning to propose new accounting treatment for the bonds, which are formally known as contingent convertible bonds. They get their name because they have an interest-payment coupon like a bond, but can be converted into stock if the share price rises -- usually by 30% or more -- from the level at which the bond is issued.

Large issuers of CoCo bonds have benefited by the current accounting treatment of the securities, which aren't counted toward overall diluted shares unless the stock price has hit the trigger. A lower number of shares helps a company's per-share earnings and therefore makes it look more attractive to investors.

Under the proposal by FASB's Emerging Issues Task Force, the accounting would be changed to book contingent convertible shares from the date of the initial deal, instead of counting them only when the stock price hits the target.

Of course, FASB could ultimately decide against changing the rule or could alter it in a way that hurts company earnings less. But as currently envisioned, the tentative rule would cause at least 300 companies to "retroactively restate diluted earnings per-share numbers," according to a recent report by Chris Senyek, a Bear Stearns accounting analyst.

The possible change also may force the previously hot area of convertible-bond issuance to dry up, at least for awhile. Companies considering these convertible deals "will wait and see" what the changes are before following through, predicts Craig Farr, co-head of U.S. equity capital markets at Citigroup. "There will be some delays or reduction in issuance."

Recently, CoCo bond deals have been the flavor of the month. Through early June, 84% of the 100 convertible-bond deals this year have featured a conversion contingent on a particular stock-price move, up from about 65% last year and 35% in 2001, according to Bear Stearns.

Convertible bonds in general have also gained popularity as companies shied away from issuing new stock amid the downturn in stock prices. Instead of shares, they issued convertibles, which are hybrid securities that also pay a bond-like coupon but that can be converted into a stock.

Traditional convertible securities are popular for investors looking for an attractive yield or who want a potentially cheap way to buy a company's stock. The CoCo variety, which has accounted for 306 of the 433 convertible-bond deals since 2002, also is popular with hedge funds that use the security as part of complex arbitrage bets.

The accounting change could hurt the per-share earnings at about 250 companies, according to a report written this week by Lehman Brothers analyst Venu Krishna. While the change doesn't affect the companies' profits, it would increase the number of shares. And a higher number of shares means a lower earnings-per-share number.

The "new accounting doesn't change economics, but investors [are] still likely to care," said the heading in report published yesterday by Goldman Sachs auto analyst Gary Lapidus.

In the report, Mr. Lapidus said that the accounting change would slash 87 cents a share, or 12%, from GM's projected 2004 earnings. "The impact of the new guidelines would be merely accounting and wouldn't change cash flow in any way," wrote Mr. Lapidus. But earnings per share "remains a key performance metric for many."

GM's stock price has declined 5% since last week, when the FASB task force reached its tentative conclusion that CoCo bonds should be accounted for differently.

Companies may be able to take some steps to minimize the impact of the change, which Lehman Brothers said in its report Tuesday had a "very high" chance of enactment within the next six weeks to two months. Those include using cash instead of stock to pay back part of what bond investors are owed upon conversion. But some analysts warn that making such changes can be difficult, requiring new bondholder approvals.

Lehman noted that CoCo bonds would cause a dilution of 5% or more at about 130 companies in the current fiscal year if the new earnings-per-share methodology were applied. Bear Stearns analyst Mr. Senyek noted several companies could sustain earnings-per-share dilution of 10% or more including GM, Omnicom, Serena Software Inc. and Millennium Chemicals Inc. Other large companies such as Merrill Lynch, Lucent Technologies Inc. and Wells Fargo & Co. have less potential dilution of 1% to 5%, according to the Lehman report.

Even though some stock prices may be hurt, a change probably won't directly affect the value of most convertible bonds themselves any more than they would the stock of the company whose earnings are being diluted. And some convertible-bond managers would welcome the change. "I don't like deals that don't have a real reason other than an accounting gimmick," says Ted Southworth, a fund manager at Northern Trust. The CoCo, he says, is "close enough to a gimmick that we'd probably be better off without it."


