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are the claims of convertible Debt Holders 
at risk in Bankruptcy?

brAD b. ereNS AND tImotHy W. HoFFmANN

The authors examine various issues and arguments for and against 
the theory for reducing the amount of allowed claims in a bank-

ruptcy arising from convertible debt instruments.  

Business organizations often utilize convertible debt or other similar 
hybrid debt/equity instruments to raise funds.  for example, real 
estate investment trusts sold approximately $27 billion of convert-

ible bonds between 2005 and 2007.1  approximately $15 billion of these 
convertible bonds likely will mature in the next two years.2  a portion of 
these and other companies with outstanding convertible bond debt may 
be unable to refinance this debt and thus forced to restructure through the 
filing of chapter 11 bankruptcy cases.  
 the other creditors of a debtor in bankruptcy have a significant incen-
tive to reduce the amount of claims arising from convertible debt offerings, 
as these types of claims often constitute a sizeable portion of the overall 
unsecured claim pool in a bankruptcy case.  therefore, the reduction of the 
amount of claims arising from convertible debt instruments may allow other 
creditors to increase their respective recoveries.  Despite this incentive, his-
torically, it has been accepted that the amount of a bankruptcy claim arising 
from a convertible debt instrument equals the amount of funds loaned under 

brad b. erens is a partner and timothy W.  Hoffmann is an associate in the busi-
ness restructuring and reorganization practice at Jones Day in chicago.  the 
authors, who can be reached at bberens@JonesDay.com and thoffmann@Jones-
Day.com, respectively, thank Dennis chi for his contributions to this article.  
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the instrument.  In the iconic words of EsPn college football analyst lee 
corso, however, “not so fast my friends,” as evidenced from an objection 
filed in the chapter 11 bankruptcy cases of SONICblue Inc.3

 In 2007, the trustee appointed in the SONICblue bankruptcy cases filed 
an objection seeking to reduce the value of claims arising from certain 
notes convertible into equity rights of the debtor.  the objection sought to 
reduce the amount of the claims based upon the value of the conversion 
rights associated with the notes at the time of their issuance.  specifically, 
the SONICblue trustee argued that the face amount of the debt should be 
discounted by the value of the equity rights because the unamortized por-
tion of the equity rights represented a claim for unmatured interest that is 
not valid under section 502(b)(2) of the Bankruptcy code.4  
 the trustee and noteholders in SONICblue resolved the claim ob-
jection as part of a comprehensive settlement between the parties in  
SONICblue’s chapter 11 plan.5  In addition, no reported cases have de-
finitively ruled on this issue.  this article examines various issues and 
arguments for and against the SONICblue trustee’s theory for reducing the 
amount of allowed claims in a bankruptcy arising from convertible debt 
instruments.  

tHe fundamentals of Convertible notes and  
soniCblue, inC.

the basics of Convertible debt instruments 

 the most basic convertible debt instruments are convertible by their 
holders at any time at a fixed conversion price per share, either at the 
discretion of the holder or in certain cases upon demand of the issuer.  
other forms of convertible debt instruments convert upon the occurrence 
of certain “triggers,” rather than at the option of the issuer or the holder.6  
originally, companies issued these “contingent converts” to avoid the di-
lution of existing shares, as historical accounting rules did not require such 
convertible debt instruments to count as outstanding shares for purposes of 
calculating diluted earnings per share.8  the accounting rules changed in 
2005 to provide that all convertible debt instruments, including those that 
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convert upon the occurrence of specific “triggers,” constitute outstand-
ing shares for purposes of calculating diluted earnings per share.  never-
theless, the issuance of convertible debt instruments remains a common 
method for companies to raise capital.8  
 convertible debt instruments provide their holders with several ad-
vantages, including the ability to access the upside of the issuing compa-
ny’s stock, while maintaining a potential distribution priority over equity 
holders in the event of a bankruptcy filing.  In exchange for these benefits, 
the issuing company generally will pay a below market interest rate on the 
convertible debt instrument.  thus, the economic question for a company 
issuing convertible debt is whether access to funds at a reduced interest 
rate adequately compensates the company’s shareholders for the potential 
dilution of their equity interests in the company that would occur if the 
debt converts to equity.  
 from the perspective of the purchaser of a convertible debt instrument, 
the value of the instrument consists of two separate components:  (i) the 
value of the loan portion of the instrument; and (ii) the value of the option 
to convert the loan into equity.  this compares to a debt instrument with no 
conversion option where the issuer only provides the purchaser with a prom-
ise to repay the principal amount of the loan and pay a market interest rate.  
 It is important to note that the documents governing convertible note 
instruments generally do not place a separate value on the conversion 
rights.9  as such, under the terms of the vast majority of convertible debt 
instruments, the debt component of the instrument equals the face amount 
of the instrument.  

the SOnICblue Inc. objection

 In the chapter 11 cases of SONICblue, the chapter 11 trustee attempt-
ed to reduce the amount of claims arising from an investment package 
issued by the debtors.10  the investment package at issue in SONICblue 
included the purchase of the following instruments for $62.25 million:  
(i) a note in the principal amount of $75 million with a 7.75 percent per an-
num interest rate; and (ii) certain equity rights, including warrants to pur-
chase shares of sonIcblue’s common stock, options to purchase stock in 
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united Microelectronics corporation, a taiwanese computer chipmaker, 
from sonIcblue and the right to convert the $75 million note to shares of 
sonIcblue stock.11  
 In SONICblue, the trustee argued that the value of the conversion and 
other investment rights associated with the investment package represent-
ed “original issue discount” from the $75 million face amount of the debt 
component of the investment package.12  original issue discount exists 
when an entity issues a bond or other debt instrument for less than its face 
value.13  the SONICblue trustee contended that the value of the conver-
sion and other equity rights represented “original issue discount” because 
the value of those rights provided the purchaser of the investment package 
with additional consideration beyond the mere right to repayment of the 
debt portion of the investment package.14  under this theory, any portion 
of the value of the conversion and other equity rights associated with the 
investment package that were not amortized prior to the bankruptcy filing 
(i.e. the “original issue discount”) would represent “unmatured interest” 
disallowed under section 502(b)(2) of the Bankruptcy code.  
 section 502(b)(2) provides that allowed claims in a bankruptcy case 
do not include unmatured interest — i.e. interest accruing after the peti-
tion date15 — and bankruptcy courts have utilized section 502(b)(2) to 
reduce the allowed amount of claims based on debt instruments issued at 
a discount on the theory that the discount constitutes unmatured interest.16  
following this line of reasoning, a bankruptcy claim based upon an un-
secured convertible debt instrument that contains original issue discount 
will not be allowed at the face amount of the debt instrument.17  Instead, 
the value of the claim will equal the face amount of the instrument, minus 
the value of the conversion rights at the time of issuance (i.e. the “original 
issue discount”), plus the amount of the amortized portion of the original 
issue discount as of the filing date of the bankruptcy case.18    
 the main tenet and underlying principle of the SONICblue trustee’s 
argument was that the various equity rights (including the conversion 
rights) associated with the investment package had values separate from 
and in addition to the value of the note.19  using the Black-scholes mod-
el, a valuation model commonly used to value “call option” derivatives, 
the trustee asserted that the equity components had an aggregate value 
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of roughly $41 million at their time of issuance, including $7.7 million 
allocable to the conversion rights.20  Based upon the Black-scholes valua-
tion, the trustee argued that, in order to reflect the economic reality of the 
investment package, $41 million of the noteholders’ claim arising from the 
amounts owed on the notes actually represented “original issue discount” 
on the debt portion of the investment package, and thus, the actual amount 
loaned to the debtor was only $21 million.21  as a result, the SONICblue 
trustee concluded that the unamortized portion of the $41 million (i.e., the 
“original issue discount”) represented unmatured interest that the bank-
ruptcy court should disallow as a claim.22 

tHe legal issues surrounding Convertible debt 
Claims

legal precedent for and against the separate valuation of Conversion 
rights and Characterization as original issue discount

 no definitive legal precedent exists regarding whether conversion 
rights embedded within a convertible debt instrument may be separately 
valued and classified as original issue discount on the face amount of the 
debt component of the instrument.  section 101(16) of the Bankruptcy 
code, however, provides one potential argument that the separate valua-
tion of conversion rights is inappropriate for purposes of reducing a claim 
based on a convertible debt instrument.  section 101(16) defines the term 
“equity security” as follows:

(16) the term “equity security” means — 

(a) share in a corporation, whether or not transferable or de-
nominated “stock”, or similar security;

(B) interest of a limited partner in a limited partnership; or

(c) warrant or right, other than a right to convert, to purchase, 
sell, or subscribe to a share, security, or interest of a kind 
specified in subparagraph (a) or (B) of this paragraph.23  
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thus, the Bankruptcy code expressly excludes a “right to convert” from 
its definition of “equity security.”24  
 furthermore, a review of legislative history from the Bankruptcy re-
form act of 1978 — the source of the language found in section 101(16) 
— specifically reveals that congress did not intend the definition of “eq-
uity security” to include “a security, such as a convertible debenture, 
that is convertible into an equity security, but has not been converted.”25  
therefore, based upon the definition of “equity security” ultimately in-
cluded in the Bankruptcy code, one could infer that congress intended 
that bankruptcy courts view a convertible debt instrument as purely debt 
until the requisite election or trigger occurs, and the debt actually converts 
to equity.  
 further support for the notion that a convertible debt instrument con-
stitutes only debt prior to conversion may be found in the Calpine Corpo-
ration chapter 11 cases.26  In Calpine, a group of convertible noteholders 
holding three different series of convertible notes asserted a claim against 
the debtors for damages arising from the termination of certain conver-
sion rights as a result of the early repayment of the notes under the Calp-
ine plan of reorganization.  absent the early repayment, such conversion 
rights would have remained available for exercise, in the event that certain 
contingent triggers were satisfied, for an additional seven, eight and 16 
years, respectively.27  
 the Calpine noteholders unsuccessfully argued that the early repay-
ment of the notes deprived them of distinct and valuable conversion rights, 
and that the loss of the “time value” of those options, as established under 
the Black-scholes method, gave rise to a valid claim against the Calpine 
bankruptcy estate.28  the bankruptcy court rejected this argument, reason-
ing that “a convertible debenture is an indivisible unit” and that an issuer 
is obligated only either to redeem the note or convert it to stock; “[an is-
suer of convertible debt] can never be required to do both.”29  thus, the 
court held that the convertible noteholders were not entitled to receive 
payment of their debt and damages on the account of the loss of their con-
version right.30  the bankruptcy court’s decision in Calpine favors the in-
divisibility of conversion rights, and one may utilize the decision to argue 
against the separate valuation of conversion rights.  regardless of one’s 
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interpretation of the case, its precedential value is limited, as the case was 
ultimately decided on other grounds on appeal, and the district and bank-
ruptcy courts’ decisions remain unpublished.  
 In contrast to the above, courts addressing the separate valuation of 
conversion rights in other contexts have recognized that conversion rights 
possess an independent value.31  for example, in the bankruptcy case of 
Bridge Information Systems, Inc., the court held that the unsecured debt 
and conversion components of a convertible note were discrete and should 
be valued separately.32  the Bridge court examined this issue in evaluat-
ing a lender’s assertion of the new value defense to a preference action 
under section 547 of the Bankruptcy code brought by the administrator 
of the Bridge debtor’s confirmed plan.33  one of the requirements of the 
new value defense to a preference action is that the transferee must prove 
that it gave the debtor “money or money’s worth in goods, services, or 
new credit” in exchange for the alleged preference payments and that the 
debtor did not make an additional transfer to the transferee on account of 
the new value.34  
 In Bridge, welsh carson,  a lender to and equity holder in the debtor, 
received approximately $20 million in alleged preference payments from 
the debtor as part of the debtor’s repayment of a loan agreement with vari-
ous creditors.35  after receiving the alleged preference payments, welsh 
carson transferred $30 million to the debtor in exchange for promissory 
notes that carried an interest rate of 12% per annum and matured on De-
cember 31, 2005.36  two months later, welsh carson exchanged the prom-
issory notes for convertible notes that could be converted into the debtor’s 
common shares, carried an interest rate of 8% per annum and matured on 
December 31, 2005.37  the plan administrator admitted that the $30 mil-
lion loan was new value for purposes of the new value defense, but argued 
that the conversion rights granted to welsh carson in connection with the 
convertible notes held an independent value that prevented welsh carson 
from utilizing the entire $30 million face amount of the convertible debt 
instrument for its new value defense.38

 the Bridge court examined the conversion rights embedded in the 
convertible notes and found that the conversion rights were discrete and 
had a value separate from the promissory note.39  the court reasoned that, 
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because the convertible notes gave welsh carson the right to exchange 
the debt for common stock at a specified rate, the conversion rights were 
“functionally equivalent” to a call option on the debtor’s common stock.40  
the grant of the conversion rights thus constituted a transfer of value be-
cause the transfer both:  (i) deprived the debtor of something of value 
because the sale of common stock is a means by which a corporation may 
raise capital; and (ii) gave the transferee something of value, because the 
right to buy the common stock at a specified price is a right that may be 
sold to others.41  
 the court further cited to the separate valuation of convertible debt 
instruments embodied in the Internal revenue code and the statements of 
the financial accounting standards Board.42  the Internal revenue code 
requires the issuer of a convertible debt instrument to treat the value of 
call options contained in a financial instrument as an ordinary business 
expense.  the issuer may then deduct the expense from the issuer’s gross 
income.43  similarly, the financial accounting standards Board requires 
parties to a convertible debt transaction to “separate the value of the [con-
version rights] from the value of the unsecured debt for accounting pur-
poses.”44  thus, the conversion rights associated with a convertible debt 
instrument must be accounted for as a derivative financial instrument, and 
the debt component of a convertible debt instrument must be accounted 
for as ordinary unsecured debt.45  
 Based upon these authorities, the court found that the unsecured debt 
and conversion rights components in the convertible notes should be val-
ued separately and that the debtor transferred value to welsh carson on 
account of the alleged preference payments to the extent of the value of 
the conversion rights associated with the convertible notes.46  Importantly, 
the court further noted that the fact that the conversion rights lacked value 
at the time of the hearing was irrelevant, and the proper time for valuation 
was the time of the transfer of the conversion rights.47

 another case that supports the argument that a separate value should 
be placed on conversion rights is the ninth circuit’s decision in Custom 
Chrome, Inc. v. IRS.48  In Custom Chrome, a borrower attempted to deduct 
on its tax return the cost of warrants the borrower granted to a bank that 
provided financing to allow the borrower to complete a leveraged buy-
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out.49  the Custom Chrome borrower issued the warrants as additional 
compensation (beyond the interest rate attached to the loan) to compensate 
the bank for the perceived high level of risk associated with providing the 
loan.50  several years after receiving the warrants, the bank exercised the 
warrants and realized gains in excess of $3 million.51  the Custom Chrome 
borrower attempted to claim the entire $3 million that the bank received — 
i.e., the value of the warrants at the time that the bank exercised the war-
rants — as a deduction on the borrower’s tax return.52  the court ultimately 
held that the cost of the warrants was deductible, but that the appropriate 
deduction was the value of the warrants at the time of issuance, and not the 
ultimate exercise value of the warrants.53

 while addressing the ability of the Custom Chrome borrower to de-
duct the value of the warrants, the ninth circuit made two determinations 
that may apply to convertible debt instruments in the context of a bank-
ruptcy case.  first, the ninth circuit determined that the warrants granted 
to the Custom Chrome borrower had an independent value, and the proper 
time to measure that value was at the time of issuance, rather than the time 
of exercise.54  In reaching this conclusion, the ninth circuit employed a 
similar rationale to that employed in Bridge.55

 second, the ninth circuit determined that the value of the warrants 
represented original issue discount to the face amount of the loan, which 
discount the issuer of the warrants could deduct ratably over the life of the 
loan.56  In deciding that the value of the warrants constituted original issue 
discount, the ninth circuit noted that the value of the equity rights associ-
ated with the loan compensated the bank for risk associated with the loan, 
“raising the effective interest rate of the loan and resulting in [original is-
sue discount].”57  
 In addition to the Custom Chrome decision, a district court decision in 
an appeal from the bankruptcy cases of ICH Corp. provides further poten-
tial support for the theory that a court may find that the value of conver-
sion rights granted under a convertible debt instrument constitutes original 
issue discount.58  In ICH Corp., the debtor became liable for the payment 
of a $30 million convertible debenture as a result of a merger with the 
original issuer.59  the original issuer issued the convertible debenture and 
provided an additional $15 million cash payment to purchase a controlling 
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equity interest in another company called Hca, Inc.60  the stock purchase 
agreement indicated the stock had a value of $45 million.61

 the trustee appointed in the ICH Corp. case filed an objection to the 
debenture-holder’s proof of claim, arguing that the value of the stock was 
less than $45 million at the time of the transaction, and therefore, the de-
benture contained original issue discount, because the actual proceeds of 
the loan could only equal the value of the stock minus the $15 million cash 
payment.62  the bankruptcy court determined that, as a matter of law, the 
debenture did not contain original issue discount, because the stock pur-
chase agreement designated the value of the stock as $45 million.63  the 
district court reversed the bankruptcy court decision, determining that the 
stock purchase agreement was not conclusive evidence of the value of the 
stock, and noted that the bankruptcy court should have considered other 
extrinsic evidence to determine the value of the stock at the time of the 
transaction.64  the ICH Corp. decision thus supports the notion that courts 
may independently evaluate whether original issue discount exists based 
upon the economics associated with a particular transaction, despite lan-
guage in a governing document that would indicate otherwise.  
 In short, legal precedent is minimal with respect to valuing claims 
arising from convertible debt instruments in the bankruptcy context.  It 
is plausible that a bankruptcy court could apply the reasoning set forth in 
Bridge, Custom Chrome and ICH Corp. and determine that the value of 
conversion rights at the time of their issuance constitutes original issue 
discount on the face amount of a convertible debt instrument.  the propo-
nent of such a position would argue that, from a purely economic perspec-
tive, the characterization of the value of the conversion rights as original 
issue discount accurately reflects the true economics of a convertible debt 
instrument, as the purchaser of a convertible debt instrument receives both 
the right to repayment of the debt portion of the instrument and the value 
associated with the conversion rights.  the issuer of a convertible debt 
instrument generally is entitled to pay a below market interest rate on the 
debt. the benefit of that reduced interest rate accrues over the life of the 
debt instrument and that benefit corresponds to the value of the equity 
conversion rights granted to the holder of the instrument.  accordingly, 
classifying the value of the conversion rights as original issue discount 
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and amortizing the value of the conversion rights over the life of the con-
vertible debt instrument mirrors the benefit the issuer of a convertible debt 
instrument receives from the reduced interest rate over the life of the debt 
instrument.  

What is the appropriate method to value Conversion rights?

 If a bankruptcy court were to decide that conversion rights associated 
with a convertible debt instrument should be valued separately from the 
promise to repay the debt, it is open to question what method the court 
would utilize to determine that value.65  the valuation method is impor-
tant, because the value of the conversion rights directly corresponds to the 
amount of original issue discount on the face amount of a convertible debt 
instrument.  accordingly, the larger the amount of original issue discount 
attached to a convertible debt instrument, the larger the potential reduction 
in the allowed amount of a bankruptcy claim arising from the convertible 
debt instrument.  
 as discussed above, the SONICblue trustee used the Black-scholes 
method to place a value on the conversion rights.66  this method is com-
monly used by financial experts and considers six separate variables in 
valuing a “call option,” a derivative comparable to an equity conversion 
right, including:  

• the time to expiration of the option; 

• the expected future volatility of the underlying security; 

• the price of the underlying security; 

• the exercise price of the option; 

• the “risk free” rate of return (which is generally considered to be the 
return on a u.s. treasury Bill); and 

• the dividend yield of the underlying security.67 

 although the Black-scholes model is recognized as the most common 
method used to value “call option” derivatives, alternative methods, such 
as the “binomial option pricing model” (upon which the Black-scholes 
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model is based) and more sophisticated versions of the Black-scholes 
model that take into account an issuer’s call rights and the dilutive conse-
quences of conversion may also be used.68 
 one other potential method is to base the value of the conversion rights 
on the value of the reduced interest rate on the debt portion of the convert-
ible debt instrument.  where the issuer and the purchaser of a convertible 
debt instrument have engaged in an arm’s-length transaction, this method 
may most accurately reflect the economic realities of a convertible debt in-
strument because, in exchange for the equity conversion rights associated 
with a convertible debt instrument, the purchaser of the instrument agreed 
to a below market interest rate.  thus, the value of the reduced interest rate 
to the issuer of a convertible debt instrument arguably should equal the 
value of the conversion rights received by the purchaser of a convertible 
debt instrument.  
 In Monarch Cement Company v. U.S., the tenth circuit valued certain 
warrant rights issued in conjunction with a debt instrument in the manner 
described above.69  In approving the valuation method, the tenth circuit 
noted that section 1.1232-3(b)(2)(ii) of the treasury regulations directs 
that the value of warrants should “be determined by reference to the prob-
able interest rate at which the note could have been issued without the war-
rants.”70  In addition, the ninth circuit and the Bridge bankruptcy court 
have specifically noted that the valuation method utilized in Monarch rep-
resented a reasonable approach.71  Both courts also observed, however, 
that other potential valuation methods may be appropriate as well.  thus, 
the propriety of the Black-scholes method and other valuation methods in 
this context remains an open issue.72  

ConClusion

 as there exists no definitive law in the context of bankruptcy, it is un-
clear whether a bankruptcy court would adopt the theory that the value of 
conversion rights attached to a convertible debt instrument represents origi-
nal issue discount on the instrument.  the existence of cases such as Bridge, 
Custom Chrome and ICH Corp., however, make the adoption of such a the-
ory plausible.  as such, the theory poses a risk to the holders of convertible 
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debt instruments that their claims may be reduced in bankruptcy.  
 It is important to note, however, that the theory would not apply in all 
bankruptcy cases involving claims arising from convertible debt instru-
ments.  to the extent a company filed for bankruptcy due to an inability to 
refinance a convertible debt issuance that had matured, the holders of such 
convertible debt would possess a bankruptcy claim for the full amount of 
the debt portion of the instrument.  this result would occur, because, at 
the time a convertible debt instrument matures, any original issue discount 
would be fully amortized.  as a result, the above theory only poses a risk 
to the holders of convertible debt instruments in certain cases.  

notes
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