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Figure 1 Impact of Non-systematic Risk Volatility
on the Implied Value of Convertible Bonds
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Figure 2 Impact of Initial Firm Value
on the Implied Value of Convertible Bonds
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Utility-Based Pricing of Perpetual Convertible Bonds

Wang Xiaolin, Yang Zhaojun
School of Finance and Statistics, Hunan University, Changsha 410079, China

Abstract ; We assume that the value of a firm is observable in an incomplete market condition and the firm only issues shares and
non-redeemable and non-defaulting perpetual convertible bonds with a fixed coupon rate. Bondholders have the right but not the
obligation to convert the bonds into shares by a certain percentage. Based on the structural pricing model of convertible bonds,
the study illustrates an optimal conversion strategy, deduces the semi-enclosed solution for the consumption utility-based indiffer-
ence price of the bonds. Employing the finite difference method, we obtain the implied value ( consumption utility-based indiffer-
ence price) and the numerical solution on optimal consumption strategy and converting strategy of convertible bonds. The results
show that bondholders' risk attitude and non-systematic risk has a significant impact on the optimal converting strategy and the
implied value of convertible bonds. In contrast to the complete market, conversion trigger level is lower and the implied value of
convertible bonds is less in the risk aversion condition. In addition, the higher the volatility of risk asset price is, the more the
implied value of convertible bonds is.
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