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Earnings Management and Convertible Preferred Stock Calls   
 

Abstract 

 
In this study, we examine the relation between abnormal accounting accruals measures of earnings 
management and calls of convertible preferred stocks.  Extant studies on the information content of 
calls of convertible securities yield mixed results. While the event studies clearly document a 
significant adverse stock price response to convertible call announcements, studies examining long-
term post-call stock price performance provide contradictory results.  The mixed results call into 
question if calls contain negative information as suggested by Harris and Raviv (1985).  We find that 
pre-call abnormal accruals are significantly positive, but post-call abnormal accruals are not 
significant.  The firms in the highest quartile abnormal accruals in the year before the call tend to 
have worse performance in the post-call period than the firms in the lowest-quartile abnormal 
accruals.  These results support the view that some firms opportunistically manipulate earnings 
upward before convertible calls to entice investors to convert their securities into equity.    
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I. Introduction 

In his seminal work on the valuation effect of in-the-money calls of convertible securities, 

Mikkelson (1981) documents significantly negative announcement-period abnormal returns.  

Harris and Raviv (1985) develop an information signaling explanation.  They show that a call of 

in-the-money convertibles can reveal negative information about the intrinsic value of the firm.  

They argue that an undervalued firm has no motivation to force conversion and will delay a call.  

When the good news is revealed, the convertible security-holders convert voluntarily.  Thus, 

delaying conversion is not costly. On the other hand, an overvalued firm will force security-

holders to convert and share the impact of the impending bad news.  Thus, a call of in-the-money 

securities will be viewed as a negative signal. 

Mazzeo and Moore (1992) offer an alternative explanation for the negative stock price 

reactions to in-the-money calls of convertible securities by citing selling pressure effects. 

Investors who convert, for a variety of reasons, may decide to sell their newly acquired shares at 

some point following the conversion.  Dealers respond to conversion-forcing call announcements 

by reducing bid and ask prices.  The reductions are intended to help manage order flow and to 

prevent the necessity of purchasing large amounts of new shares for their own accounts.  By 

reducing ask prices, dealers attempt to deter some of the sellers, while bid quote reductions 

attract buyers to the market to match some of the new sell orders. Resulting negative abnormal 

returns represent increased short-term liquidity costs rather than a permanent decline in firm 

value.  Using post-announcement market model estimates, Mazzeo and Moore (1992) report that 

the negative call period return is entirely reversed in the subsequent conversion period.  Thus, the 

announcement effect appears to be transitory.1  But a recent study by Brick, Palmon, and Patro 

(2007) does not find the post-call price recovery for the calls of convertible bonds and raises 
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questions about the price pressure hypothesis.  Brick et al. deem the negative abnormal returns 

around the announcement of a conversion-forcing to be an enduring “puzzle”.  

The voluminous literature spawned over the last 25 years since Mikkelson’s (1981) study 

has also examined other measures such as long-term stock performance, operating performance, 

revisions of analysts forecasts and insider trading patterns to discern the factors motivating  firms 

to make conversion forcing calls and the accompanying stock price reaction. What we can 

conclude is that this body of research provides inconclusive answers regarding every aspect of 

the inquiry as detailed in the next section. The current study intends to examine the calls of 

convertible preferred stock from the angle of earnings management.  

Evidence of earnings management has been well documented in conjunction with 

common stock offerings by Teoh, Welch and Wong (1998b), Rangan (1998), and DuCharme, 

Malatesta and Sefcik (2004). Similar evidence has been found for IPOs (Teoh, Welch, and Wong 

(1998a), and DuCharme, Malatesta and Sefcik (2004)). In general, these studies find that equity 

issuers adjust discretionary accruals to report higher net income prior to the stock offering. The 

reversal of the accruals in the post-offering periods has been identified by Rangan (1998) and 

Teoh, Wong and Rao (1998b).  

The opportunism hypothesis has been used to explain earnings management around stock 

offers.  According to this hypothesis, some stock offering firms opportunistically manage 

earnings upward before stock issues.  Investors are deceived and led to form overly optimistic 

expectations regarding future, post-issue earnings.  Thus, offering firms would be able to obtain a 

higher price than they otherwise would for their stock issue, but subsequent earnings would tend 

to be disappointing.  

                                                                               
1However, the correlation of returns in the announcement period and the conversion period is negative only 

for the convertible debt sub-sample in their study. 
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When firms call in-the-money convertible securities, the conversion value of the 

convertibles exceeds the call price.  Rational investors will normally choose to convert their 

convertibles into common stocks.2  Just like issuing common stock, more shares will be issued to 

exchange for convertibles.  As we mentioned earlier, the large body of empirical studies 

investigating post-call stock returns produce inconclusive and contradictory evidence.  In 

contrast, the evidence on the calling firms’ prior-call stock returns is clear.  In general, calling 

firms’ stock returns enjoy an upward ride in the time leading to the calls regardless how the 

abnormal returns are measured.  For example, Kadapakkam et al. (2004) find stock returns are 

positive in each of the three months preceding the month of the call.   

It is plausible that managers of some calling firms might opportunistically manage 

earnings upward before convertible calls.  Investors are led to form overly optimistic 

expectations regarding future, post-issue earnings. Thus, calling firms would be able to obtain a 

higher price than they otherwise would for their stocks. Since conversion value is directly related 

to stock price, convertible holders will be enticed to convert their convertibles into common 

stocks.  It will be interesting to see if the evidence of earnings management associated with stock 

offers also exists in the calls of in-the-money convertibles, and this is the main purpose of our 

study.  Our second research issue is to investigate the relation between the magnitude of calling 

firms’ pre-call earnings management and post-call performance.  Specifically, we examine if the 

firms that manage the earnings the most in the pre-call period have the worst post-call stock 

performance.  

We examine a sample of calls of convertible preferred stock during the years 1985-2003. 

We find evidence of earnings management in the three years before the conversion-forcing calls. 

                         
2 In-the-money calls of convertible securities are also named conversion-forcing calls. 
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Examining firm characteristics, we find that smaller firms are more likely to have positive 

abnormal accruals prior to the call. Segmenting the sample into quartiles based on these 

abnormal accruals, we document that the firms in the highest accrual quartile exhibit weaker 

long-term stock and operating performance when compared to firms in the lowest accrual 

quartile. 

We organize the remainder of the paper as follows. Section II provides a brief review of 

the literature related to calls of convertible securities. In Section III, we discuss our data and 

sample selection and in Section IV, we introduce our research design. Empirical results are 

presented in Section V and we offer our conclusions in Section VI. 

 

II. Literature Review 

A number of empirical studies have confirmed Mikkelson’s findings of negative stock 

price reactions to in-the-money calls of convertibles [See, for example, Ofer and Natarajan 

(1987); Mais, Moore, and Rogers (1989); Singh, Cowan, and Nayar (1991); and Cowan, Nayar, 

and Singh (1990 and 1992)].  They often invoke the signaling hypothesis of Harris and Raviv to 

explain their results.  Consistent with the implications of the signaling hypothesis, Tang, 

Kadapakkam, and Singer (1994) report positive stock price reactions to out-of-the-money calls of 

convertible securities. 

Kadapakkam and Tang (1996), using a larger sample for convertible preferred stock calls 

than Mazzeo and Moore, find that larger calls experience a more negative announcement 

reaction.  Consistent with temporary price pressure effects, there is a price reversal during the 

conversion period, which is greater for larger calls.  Though their evidence does not preclude the 

signaling hypothesis as an explanation for the negative announcement returns, they suggest that 
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the selling pressure effect carries more weight in explaining the overall stock return behavior 

during the entire call and conversion period. 

While these studies examine short-term stock reactions to call announcements of 

convertibles, a few studies examine long-run performance following conversion- forcing calls.  

Examining convertible bond calls, Ofer and Natarajan (1987) observe a cumulative abnormal 

return of -11 percent in the first year after calls and a cumulative abnormal return of -73 percent 

over the first five years after calls.  But Campbell, Ederington, and Vankudre (1991) show that 

the Ofer and Natarajan results are biased due to their use of pre-call data to estimate the market 

model parameters.  The bias occurs as a result of the unusually large positive stock returns that 

typically precede convertible bond calls.  Using post-call data, Cowan, Nayar, and Singh (1990) 

find statistically insignificant average abnormal returns for the first year and for the first five 

years following convertible bond calls. 

Two recent studies using similar methodology to examine long-term returns of 

conversion-forcing calls of convertible bonds also yield contradictory results.  Datta, Iskandar-

Datta, and Raman (2003) find that the common stocks of calling firms substantially 

underperform their benchmarks by a median of 64 percent over the five-year post-call period.  In 

contrast, Affleck-Graves and Miller (2003) find marginally positive long-term returns.  They 

suggest that their evidence provides weak support for the price pressure hypothesis.3   

On the earnings front, Ofer and Natarajan (1987) document a decline in earnings growth 

rates for firms calling in-the-money convertible bonds.  However, Campbell, Ederington, and 

Vankudre (1991) do not find evidence that calling firms underperform peer firms in their 

                         
3The results on conversion-forcing calls of convertible preferred stocks documented by Kadapakkam, Sun 

and Tang (2004) are consistent with Affleck-Graves and Miller’s results on convertible bonds.  Kadapakkam, Sun 
and Tang find that the convertible preferred stock calling firms’ post-call stock returns are no worse than benchmark 
firms. 
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industry.  Using Barber and Lyon (1996) methodology, Kadapakkam, Sun and Tang (2005) also 

do not find any decline in the post-call operating performance of calling firms.  Shastri and 

Shastri (1996) find no evidence of calls of in-the-money convertibles preferred stocks adversely 

affecting analysts' expectations of future firm earnings performance.  Byrd and Moore (1996) 

document that Value Line actually raises its earnings forecasts for firms that call in-the-money 

convertible bonds and preferred stocks.  Ederington and Goh (2001) document positive abnormal 

revisions in analysts’ earnings forecasts surrounding in-the-money calls of convertible bonds, 

suggesting an absence of a negative information signal in these announcements.   

A couple of studies have looked into the issue of insider trading surrounding convertible 

calls, but the results are inconsistent.  Ederington and Goh (2001) find that insiders generally buy 

equity before conversion-forcing calls, which is contrary to the prediction of the signaling 

hypothesis.  On the other hand, Gramlich and Mais (2003) find that managers of calling firms 

significantly increase their frequency of stock sales after call announcements.  Also after the call, 

substantially fewer call firms are classified as net buyers and a significantly greater number of 

call firms are classified as net sellers.  They suggest that managers alter their trading behavior as 

though calls are associated with negative information about their firms’ prospects. 

  

III. Data 

The preliminary sample of convertible preferred stock calls is collected from the Moody's 

Annual Dividend Record.  The sample period covers a long period; starting from 1985 and 

ending in 2003.  The Wall Street Journal (WSJ) Index, cited articles appearing in the WSJ, and 

the Lexis-Nexis Business News database are examined to determine the earliest date of public call 
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announcement.  In addition, various issues of Moody’s Industrial Manual are checked to find the 

conversion ratios and call prices for those calls whose conversion ratios and call prices are not 

mentioned in the aforementioned sources.       

We employ a two-stage screening process in determining the final sample for this study.  

In the first-stage, we eliminate from the initial sample any partial call, calls associated with a 

merger or acquisition, calls involved with other types of securities other than convertible 

preferred stocks, calls with preferred stocks convertible into something other than the calling 

firm’s common equity, and calls where the conversion value is less than the call price.   

We then eliminate multiple calls made by the same firms during the entire sampling 

period and the calls made by firms that do not have data on COMPUSTAT.  Since we examine 

the earnings management and performance associated with convertible calls in the three years 

before and after the calls, we require firms to have data in COMPUSTAT to calculate abnormal 

accrual, operating performance and stock return for a 7-year period surrounding the call.  Finally, 

we exclude firms that are in financial sector (SIC code 6000-6999) due to their unique disclosure 

requirements.  The final sample includes 102 calls of convertible preferred shares. 

Table 1 summarizes several characteristics of the sample.  The mean ratio of the number 

of shares issued upon conversion to the number of shares outstanding before the call is a sizable 

14.91 percent.  The median ratio of conversion size is much smaller than the mean ratio, which 

indicates that the mean ratio might be biased by some outliers.  The average and median market 

values of calling firms’ common equities are $2,787 million and $988 million, respectively.  

These values suggest that the sample is not dominated by small-cap firms.   

We measure the debt-equity ratio as the book value of long-term debt to the market value 

of common stock.  The average and median long-term debt-to-market value of common stock 
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ratios are 75.8 percent and 42.8 percent, respectively.  The average and median book-to-market 

ratios are 68.9 percent and 60.7 percent, respectively.  Finally, the average and median one-year 

raw stock returns before the call are 34.8 percent and 28.4 percent, respectively.  The calling 

firms have enjoyed significant stock price appreciation in the year before the call.  The statistics 

presented in Table 1 are similar to the statistics presented in Kadapakkam et al.’s (2004) study 

which uses a shorter sampling period of 1985 to 1996. 

[Insert Table 1 about here] 

 
 

IV. Research Design 

Measuring Abnormal accruals 

Following previous research, we use abnormal accruals in the years around a call of 

convertible preferred stock as a measure of managerial discretion in reported earnings figures 

(Teoh et al., 1998a, b; Rangan, 1998; Jones, 1991).  Abnormal accruals are defined as the 

difference between actual and expected accruals, where expected accruals are estimated using the 

Jones model (Jones, 1991).  In the Jones model, expected accruals are estimated after controlling 

for changes in a firm’s economic environment.  More specifically, the model includes the change 

in revenues and gross property, plant and equipment as explanatory variables to control for the 

portion of accruals relating to less-discretionary changes in working capital accounts and 

depreciation expense.  Expected accruals in this model are: 

)1(
REV1)(

1
3

1

it
2

1
1

1
KKK

−−−−

+
∆

+=
it

it

ititit

it

TA
GPPE

TATATA
TACCE βββ  

where ∆REVit is the change in revenues in period t from period t-1; GPPEit is the gross property, 
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plant and equipment at the end of period t; and TAit-1 is the book value of total assets at the end of 

period t-1.  Findings of Hribar and Collins (2002) suggest that studies using a balance sheet 

approach to test for earnings management are potentially contaminated by measurement error in 

accruals estimates.  We, therefore, use the alternative definitions of accruals directly from the 

cash flow statement.  The total accruals are computed as follows: 

TACC = EBXI - CFO 

where TACC = the total accrual adjustments provided on the cash flow statement under the 

indirect method; EBXI = earnings before extraordinary items and discontinued operations; and 

CFO =operating cash flows from continuing operations taken directly from the statement of cash 

flows. 

For each firm-year of interest, the model parameters β1, β2 and β3 are estimated from the 

following OLS regression, using contemporaneous data of non-calling firms in the same two-

digit SIC industry as the sample firm: 
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Using these estimated parameters and the observed value of the variables for the calling firm in 

the above equation, we estimate 1−itε  as the abnormal accrual. 

Measuring Long-Run Abnormal Operating Performance 

Commonly used earnings measures in examining operating performance include return on assets 

(ROA), return on sales (ROS) and return on equity (ROE). Grullon et al., (2005) argue that ROA 

is preferable to ROE for the main reason that ROE is sensitive to changes in capital structure 
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while ROA is not.  But ROA has its own problems. Baber and Lyon (1996) suggests that ROA 

suffers a mismatching problem since the numerator of this measure, operating income, may not 

be appropriately matched with the denominator of this measure, total assets used to generate the 

income. In addition to the fact that total assets reflect some non-operating assets, total assets are 

recorded at historic cost, while operating income is reported in current dollars. 

We follow the recommendation of Barber and Lyon (1996), who suggest that ROS 

displays desirable properties in measuring long-run operating performance, and use ROS as the 

measure of calling firms’ operating performance. ROS is defined as operating cash flow over 

total sales. Operating cash flows are operating income before depreciation and amortization 

expenses. 

Therefore, to calculate abnormal operating performance, we first measure each calling 

firm's operating performance for a seven-year period surrounding the year of the call. We then 

subtract the calling firm's operating performance (i.e., operating cash flows over sales) from a 

benchmark. The benchmark is a portfolio of firms that are similar in size and operating 

performance to the calling firm in the year before the call.  Specifically, they have a book value 

of total assets within 70 percent to 130 percent of the calling firm and have operating 

performance within 90 percent to 110 percent of the calling firm.  If no firms remain in the 

comparison group, then we use a benchmark based on a firm that meets the size criterion and is 

closest in performance to the calling firm.  To assess the statistical significance of the abnormal 

operating performance, we use the t-test to test the null hypothesis that the mean abnormal 

operating performance is equal to zero and we use the Wilcoxon signed-rank test statistic to test 

the null hypothesis that the median abnormal return is equal to zero.  
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Measuring Long-Run Abnormal Stock Returns 

The long-run abnormal stock returns of sample firms are measured as the calling firms' buy-

and-hold return for the period less the return of an appropriate benchmark. The benchmark is a 

non-calling firm that must satisfy two conditions in the year before the call: Its market value of 

equity is between 70 percent and 130 percent of the calling firm's market value of equity, and its 

book-to-market ratio is closest to the calling firm. Barber and Lyon (1997) examine many 

methods of detecting long-run stock returns, and they show that a matched sample based on size 

and market-to-book ratio is desirable.  

Specifically, the buy-and-hold abnormal return is defined as: 

 )3(                            :,':,:, KKKbakbakbak BHRBHRBHAR −=  

where BHR k,a:b is the buy-and-hold return for the calling firm from month a to month b, and 

BHRk’,a:b is the buy-and-hold return of the control firm over the same time period.   To assess the 

statistical significance of the abnormal returns, we use the t-test to test the null hypothesis that 

the mean abnormal return is equal to zero and we use the Wilcoxon signed-rank test statistic to 

test the null hypothesis that the median abnormal return is equal to zero. Barber and Lyon find 

that this procedure yields well-specified Wilcoxon test statistics in virtually every sampling 

situation that they analyze. 

V. Results 

Abnormal Accruals 

           We first examine the time series profile of abnormal accruals from year -3 to year +3 with 

respect to the convertible calls to see whether there is difference in abnormal accruals in the pre-
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call and post-call periods.  In addition, we examine if the abnormal accruals are associated with 

any particular firm characteristics.  We then compare the earnings performance of calling firms 

ranked by their abnormal accruals to find out whether the post-call underperformance is largely 

driven by calling firms who aggressively manipulate earnings in the pre-call period.  Finally, we 

compare the stock returns of calling firms ranked by their abnormal accruals. 

In Table 2, we report the abnormal accruals in a seven-year period surrounding 

convertible calls.  In the pre-call periods, -3 to -1 relative to the call, the mean abnormal accruals 

are always positive and significant.  The magnitudes are similar to each other.  The mean 

abnormal accruals are 2.63 percent, 3.07 percent and 2.28 percent respectively for years -3, -2 

and -1. They are significant at the 0.05, 0.05 and 0.1 significance levels respectively.  In the years 

after the call including year 0, the average abnormal accruals are no longer significant.  

[Insert Table 2 about here] 

In the same table, we also present the median abnormal accruals.  The pattern of median 

abnormal accruals in the 7-year period is similar to that of average abnormal accruals.  Median 

abnormal accruals are also significantly positive.  The magnitudes are 0.73 percent, 0.43 percent 

and 1.41 percent respectively for years -3, -2 and -1. They are significant at the 0.1, 0.1 and 0.05 

levels respectively.  The median abnormal accruals are the largest in the immediate year before 

the call.  Just like average abnormal accruals, in the years after the call including year 0, none of 

the median abnormal accruals is significant.  Data in Table 2 allows us to answer the first 

research question addressed in our study. The evidence suggests that some firms might have 

managed abnormal accruals upward around the time they call the convertibles.   

We then examine if the magnitude of abnormal accruals in year -1 is associated with any 

firm characteristics.  Table 3 presents the relationships between year -1 abnormal accruals and 
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four explanatory variables:  market value of the stock (LogMV), leverage, (LEV), book-to-

market ratio (BV/MV), and one-year raw stock returns (RETURN).  The existing literature 

suggests that smaller firms are more likely to engage in earnings management than larger firms 

do. We do find the coefficient for the natural logarithm of the market value of common stock to 

be significantly negative at the 0.05 level.  

[Insert Table 3 about here] 

The next variable examined is the leverage.   We expect that firms with higher leverage 

may be more motivated to manage earnings. We find no significant relationship between 

leverage and pre-call abnormal accruals.  The book-to-market ratio is examined as an indication 

of the growth prospects of the firm.  A lower BV/MV (higher MV/BV) suggests that the firm has 

higher growth prospects.  Firms with higher growth prospects are more likely to use earnings 

management to meet investors’ expectations.  We would expect an inverse relation between the 

BV/MV ratio and abnormal accruals.  However, this variable is also found to have an 

insignificant relationship.  Finally, the dependent variable, abnormal accruals, is estimated on the 

one-year pre-call raw stock returns (RETURN). The question we try to answer here is that if the 

abnormal accruals drive the stock returns since we find large stock returns preceding calls.  Then 

there should be a direct relation between RETURN and abnormal accruals. Again, the coefficient 

of the variable, RETURN, turns out to be insignificant.  Summing up, the only factor that can 

explain pre-call abnormal accruals is the size of the firm.  

Next, we then want to investigate if the magnitude of earnings management has any 

bearings on the post-call operating performance and stock returns.  To see if firms with distinct 

abnormal accruals behave differently in operating performance and stock returns, we divide the 

whole sample into four quartiles differentiated by the amount of abnormal accruals in year -1. 
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We then examine the abnormal operating performance and abnormal returns for the two extreme 

quartiles, the lowest and the highest quartiles. 

Abnormal Operating Returns 

Table 4 reports the magnitudes of the abnormal operating performance for the firms calling 

in-the-money convertible preferred stocks in the lowest and highest year -1’s abnormal accrual 

quartiles.  Operating performance is defined as operating cash flows over total sales (ROS).  

Operating cash flows are operating income before depreciation and amortization expenses.  Table 

4 provides the statistics on mean, median, probability associated with the t-value, and the 

Wilcoxon p value.  Year 0 is the year in which the call occurs.   Barber and Lyon (1996) find that 

nonparametric signed-rank test statistics are uniformly more powerful than parametric t-statistics. 

 They attribute their finding to the existence of extreme observations in the distribution of the 

operating performance measures analyzed.   

[Insert Table 4 about here] 

 In the years prior to the calls, none of the means and medians for the two extreme 

quartiles is significant.  However, starting from year 0, the first post-call year end, the two 

quartiles behave differently in their abnormal operating performances.  For the quartile with the 

lowest abnormal accruals in year -1, the mean and median abnormal operating performance 

magnitudes are all positive and significant in all the years beginning from year 0.  The means in 

years 0, 1, 2 and 3 are 3.27 percent, 4.76 percent, 3.37 percent and 4.17 percent respectively.  

They are significant at least at the 0.1 level.  In those four years, the medians are 2.39 percent, 

3.54 percent, 2.95 percent and 3.29 percent respectively.  Again, they are significant at least at 

the 0.1 level.  
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For the quartile with the highest abnormal accruals in year -1, all of the mean and median 

abnormal operating performance magnitudes are insignificant in all the post-call years. We also 

test the differences in means and medians of abnormal operating performance between the two 

extreme quartiles in each of the post-call years. The differences in means and medians between 

the lowest quartile abnormal accruals and the highest quartile abnormal accruals are all 

significant at least at the 0.1 level.  

The overall evidence presented in Table 4 suggests that the calling firms with lower abnormal 

accruals in year -1 outperform the benchmark firms.  The calling firms with higher abnormal 

accruals in year -1 don’t perform differently than benchmark firms.  The firms in the lowest 

quartile of abnormal accruals outperform the firms in the highest quartile.  

Abnormal Stock Returns 

We investigate stock returns for six periods around the call for the firms in the lowest and 

highest abnormal accrual quartiles separately.  Each period is for a length of twelve months. The 

periods are (-36, -25), (-24, -13), (-12, -1), (0, +11), (+12, +23) and (+24, +35).  The results are 

reported in Table 5.  The statistics presented in Table 5 are similar to those presented in Tables 3 

and 4.   

[Insert Table 5 about here] 

Interestingly enough in the (-24, -13) period, both the firms in the lowest and highest 

quartiles have significantly negative abnormal returns. Both the means and medians are 

significantly negative at least at the 0.1 level.  The magnitudes suggest that the firms in the 

lowest quartile have even more negative returns than the firms in the highest quartile.  But their 

stock performance takes a sharp turn in the next period, (-12,-1). Both the firms in the lowest and 
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highest quartiles have significantly positive abnormal returns other than the mean of lowest 

quartile firms.  Both the mean and median of the lowest quartile firms are significantly larger 

than those of the highest quartile firms.  The results suggest that firms in both the lowest 

abnormal accrual quartile and highest quartile enjoy significantly higher returns than matched 

firms in the one-year period leading to the call.  It is even more so for the firms in the highest 

quartile.   

In the post-call periods, the opposite pattern appears.  In all the three post-call periods, the 

mean and median abnormal returns for the lowest quartile firms are all positive and greater than 

those for the highest quartile firms.  When we test the differences between the means and 

medians of the lowest and highest quartile firms in the post-call periods, we find that in the (+13, 

+24) and (+25, +36) periods, the average and median abnormal returns of the lowest quartile 

firms are significantly greater than those of the highest quartile firms. In summary, the lowest 

quartile firms have worse stock performance than the highest quartile firms in the (-12, -1) 

period, but they have better performance in the post-call period.   

The patterns observed in Tables 4 and 5 are quite consistent with each other.  The lowest 

quartile and highest firms have no worse performance relative to benchmark firms in the pre-call 

periods in either the operating performance or the stock return.  In some cases, the highest 

quartile firms have even better performance than lowest quartile firms.  However, in the post-call 

periods, the lowest quartile firms have better performance than highest quartile firms.  

 

VI. Conclusion 

Since Mikkelson (1981) finds negative stock price reactions to conversion-forcing calls of 

convertible securities, many studies try to answer the question, “Are convertible calls bad 
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news?”.  Unfortunately the answers provided by those studies are inconsistent with each other.  

Some studies find underperformance in stock returns in the post-call period, other studies find no 

underperformance.  It prompts Brick, et al. to call this unsettled question, a puzzle.  However, 

studies do agree on one thing: Calling firms have overperforming stock returns in the pre-call 

period.  This study tries to link two important areas of studies: convertible calls and earnings 

management.   

We find that, indeed, the calling firms’ abnormal accruals are significantly positive in the 

pre-call periods and there is an inverse relation between the magnitude of abnormal accruals and 

the size of the firm when it is measured as the market value of equity.  In the post-call period, the 

abnormal accruals are no longer significant.  We then separate our sample into four quartiles 

using the magnitudes of the abnormal accruals in the pre-call year. We find that the firms in the 

lowest and highest quartiles have similar operating performance and stock returns in the pre-call 

period.  The contrast lies in the post-call period.  The firms in the lowest quartile have better 

performance in the post-call years than matching firms. On the other hand, the firms in the 

highest quartile have worse performance than matching firms.  We cannot rule out the possibility 

that some calling firms might have used earnings management to juice up the stock price prior to 

the call to entice convertible holders to make the conversion decision.   
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Table 1 
 

Descriptive statistics for 102 conversion-forcing calls of convertible preferred stock, 1985-2003 
 
Descriptive Measures                            Mean          Median          Maximum          Minimum 
       
Percentage increase in common shares  14.91%              7.08%                105.8%                      0.01%   
 
Market value (in millions)                               2787.29            988.216               29314.46                     3.53                 
  
 
Debt-to-market value ratio                               75.79%             42.76%                 552.90%                  0.00%   
 
Book-to-market ratio                                        68.90%             60.71%                342.49%                   0.10%  
 
One-year raw stock return     34.76%             28.41%                197.25%               -57.70%    
 
Percentage increase in common shares equals shares converted divided by common shares outstanding before the call 
announcement.  Debt to market value ratio is the ratio of long-term debt to market value of equity. One-year raw stock 
return is the twelve-month raw stock return of calling firm from month -12 to month -1, where month -1 is the month 
before the call occurs.
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Table 2 

 
Abnormal accruals surrounding 102 conversion-forcing calls of convertible preferred stock, 

1985-2003 
 
                                  Year -3        Year -2        Year -1        Year 0        Year +1        Year +2        Year +3  
    
 
Mean(%)                     2.63**         3.07**         2.28*           1.58              1.21            -0.41           -0.27  
P-value                        0.05             0.02             0.07             0.28              0.44             0.86            0.84     
Median(%)                  0.73*           0.43*           1.41**          1.17              1.11              0.90            0.25 
P-value                        0.08             0.06             0.01             0.11              0.24             0.18            0.88    
  
Abnormal accruals are defined as the difference between actual and expected accruals, where expected accruals are 
estimated using the Jones model (Jones, 1991).  Expected accruals are computed as:  
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where ∆REVit is the change in revenues in period t from period t-1; GPPEit is the gross property, plant and equipment 
at the end of period t; and TAit-1 is the book value of total assets at the end of period t-1.  The total accruals are 
computed as: TACC = EBXI – CFO where TACC = the total accrual adjustments provided on the cash flow statement 
under the indirect method; EBXI = earnings before extraordinary items and discontinued operations; and CFO 
=operating cash flows from continuing operations taken directly from the statement of cash flows. For each firm-year 
of interest, the model parameters β1, β2 and β3 are estimated from the following OLS regression, using 
contemporaneous data of non-calling firms in the same two-digit SIC industry as the sample firm: 
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where 1−itε  is the abnormal accrual. 
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Table 3 
 

Linear model estimation of one-year pre-call abnormal accruals on logarithm of market value of equity, 
leverage, book value to market value and one-year pre-call stock returns. 

                   Constant          LogMV          LEV            BV/MV            RETURN          R2        F 
 
                        0.152***                -0.019**                                                                                                0.057      5.75  
                       (2.76)                   (-2.40) 
 
                        0.022                                            -0.0004                                                                         0.000      0.00  
                       (1.20)                                             (-0.03) 
        
                        0.019                                                                       0.008                                                 0.001      0.09  
                       (0.88)                                                                       (0.30) 
 
                        0.023                                                                                                      -0.003                 0.000      0.01  
                       (1.33)                                                                                                     (-0.08) 
. 
                        0.223***                -0.025***             -0.011              -0.028                    -0.009                 0.072      1.69 
                        (2.69)                   (2.59)                 (-0.66)             (-0.77)                    (-0.27)  
                               
Note: Log MV is the natural logarithm of the market value of common stock. BV/MV equals 
book value per share divided by the market value per share at the year-end before the call 
announcement; LEV equals long-term debt divided by market value of common shares at the 
year-end before the call announcement. RETURN is the twelve-month raw stock return of calling 
firm from month -12 to month -1, where month -1 is the month before the call occurs. 
*** Significant at the 0.01 level. 
** Significant at the 0.05 level. 
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Table 4 
 
Abnormal operating performance of lowest and highest year -1’s abnormal accrual quartiles from 

year -3 to year 3  
 
 
                                 Year -3        Year -2        Year -1        Year 0        Year +1        Year +2        Year +3   
   
 
Lowest quartile 
Mean(%)                     0.49             1.02             0.16            3.27*           4.76**             3.37*          4.17**  
P-value                        0.85             0.58             0.17            0.06             0.01              0.09             0.04 
Median(%)                  1.13             0.52             0.02            2.39**          3.54***           2.95*           3.29**  
P-value                        0.77             0.69             0.22            0.01             0.01              0.09             0.05 
 
Highest quartile 
Mean(%)                     1.39             0.16             0.04            2.05            2.28              -1.20           -2.46  
P-value                        0.69             0.93             0.53            0.39            0.26               0.76             0.51 
Median(%)                 -1.06            -0.82            0.02            1.08            0.57              -0.30            -3.14 
P-value                        0.55             0.64             0.31            0.25            0.40               0.54             0.41 
  
**, * represent statistical significance levels at 0.05, and 0.1 levels using t-tests for the mean and Wilcoxon p 
values for the median.  Operating performance is defined as operating cash flows over total sales. 
Operating cash flows are operating income before depreciation and amortization expenses. Abnormal 
operating performance is defined as sample firm value less the benchmark’s value, where the benchmark is 
determined using a procedure based on Barber and Lyon (1996). 
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 Table 5 
 

Abnormal returns of lowest and highest year -1’s abnormal accrual quartiles from month -36 to 
month +35   

 
                                                                     Months 
                           (-36, -25)         (-24, -13)     (-12, -1)     (0, +11)      (+12, +23)     (+24, +35) 
 
Lowest quartile 
Mean(%)                     3.0 3             -21.82***        13.04            1.75              16.25               13.11    
P-value                        0.74                 0.01             0.26              0.80               0.18                 0.22 
Median(%)                 -1.74              -22.86**         17.35*             4.07              18.62               17.93 
P-value                        0.94                 0.02             0.09              0.71               0.14                 0.13   
 
Highest quartile 
Mean(%)                    -2.47              -18.10*          29.15**            0.41               5.90                -9.89  
P-value                        0.76                  0.06             0.01              0.96               0.60                 0.51         
Median(%)                 -6.52               -21.70*         30.70**           -2.22               3.19                -6.51    
P-value                        0.99                  0.09             0.01              0.96               0.59                 0.39 
  
**, * represent statistical significance levels at 5%, and 10% levels using t-tests for the mean and Wilcoxon 
p values for the median.  Abnormal returns are defined as sample firms’ buy-and-hold returns for the 
period less the returns of benchmark firms.  The benchmark is a non-calling firm that satisfies two 
conditions in the year before the call: its market value of equity is between 70 percent and 130 percent of 
the calling firm’s market value of equity, and its book-to-market ratio is closest to the calling firm.  Month 
0 is the month that the call occurs. 
  


