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CYPRESS SEMICONDUCTOR: 1.25% CONVERTIBLE NOTES

The treasury department staff at Cypress Semiconductor Corporation (Cypress) had just
received the final draft of the proposal for the pending $600 million convertible bond issue. This
would be the latest in a series of convertible bond issuances by Cypress. But this time the
situation was quite different. The last offerings were in 2000 when Cypress’s stock price was
trading in the $40 to $50 range for the year and had, in fact, hit a high of $57.75 in May 2000.
The picture had changed dramatically in the last three years. One day earlier, on May 16, 2003,
the closing price was $10.51. Of course, the situation had been the same for almost all high-tech
stocks, but that did not make the prospect of issuing an equity-based security any less painful
given the current stock price.

The current proposal was to issue $600 million in new 1.25% 5-year convertible
subordinated notes. The proceeds would be used to retire about $400 million in outstanding
convertible notes that were due to mature in 2005 with coupon rates of 3.75% and 4.00%. These
convertible notes had conversion prices-of $62.50 and $49.36 respectively. Issuing a new
convertible and retiring those outstanding bonds would result in substantial savings in interest
costs over the next two years. But a major concern of management was the potential dilution
effects associated with issuing a convertible bond when the stock price was so low. The staff was
asked to review the proposal for pricing and to consider management’s dilution concerns.

Cypress Semiconductor

Cypress Semiconductor was incorporated in California in December 1982. The initial
public offering of the common stock was made in May 1986. Since October 1988, Cypress
shares had been listed and traded on the New York Stock Exchange. Figure 1 shows the stock
price from May 1986 through May 2003.

The company designed, developed, manufactured, and marketed a broad line of high-
performance digital and mixed-signal integrated circuits. It did this for a range of markets
including data communications, telecommunications, computing, consumer, and instrumentation
systems. Cypress had two business segments: Memory and Non-memory.
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In the Memory business, Cypress offered a broad selection of static random access
memory (SRAM) products, including high-speed synchronous SRAMSs, high-performance
micropower SRAMs, and fast asynchronous SRAMs. SRAM was used for the storage and
retrieval of data in data communication, telecommunication, computation, consumer,
automotive, and other electronic systems. The overall SRAM market was characterized by the
need for many different densities (number of bits per memory circuit); organizations (number of
bits available to the user in a single access of the RAM); performance (number of bits transferred
per cycle); and levels of power consumption (low power and ultra-low power devices are
required for portable battery-operated equipment).

Non-memory products included a variety of devices that served the networking,
telecommunications, computation, and consumer markets. The Non-memory portfolio included
physical-layer devices, framers and network search engines for data communications line cards,
along with a broad selection of clocks, universal serial bus (USB) controllers, specialty
memories, optical products, mixed-signal arrays with embedded microcontroller capabilities, and
programmable logic devices.

Exhibits 1 and 2 show the income statement and balance sheets for Cypress for the last
three years.

In recent years, Cypress had shifted its focus from the design and manufacture of
commodity-type products—with significant exposure to fluctuations in supply and demand,
average selling price, and gross margin—to the development of higher-margin, proprietary
products, which tended to be more resistant to market volatility and trends. It developed higher-
value products in both Memory and Non-memory businesses.

Management firmly believed that at the current stock price levels the firm as well as the

whole high-tech sector was significantly undervalued. There were a number of developments
specific to Cypress that would help create a rebound in share price over the next year.

The Proposal

There are two parts to the proposal. The first is the convertible notes and the second is a
call spread.

Convertible notes

Maturity and coupon: The notes are limited to $600 million aggregate principal amount,
which will mature on June 15, 2008, and carry an annual interest rate of 1.25% payable twice a
year on June 15 and December 15. The initial payment with be December 15, 2003.

Conversion rights: Investors have the right to convert $1,000 of face value to 55.172
shares plus $300 in cash. The company at its option may pay the $300 in common stock valued
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at 95% of the average closing prices of the common stock for the 5 trading days prior to the
conversion date. But the company will not be allowed to pay the $300 cash in shares, if 95% of
the average price is below $11.65 per share.

Termination of conversion rights: Under certain circumstances, the company may elect to
terminate the investors’ right to convert the notes. If at any time prior to the final maturity, the
conversion value of the notes is greater than 150% of the principal amount of the notes for at
least 20 out of 30 consecutive trading days, the company can—with 20 days notice—terminate
the investors’ right to convert. The conversion value equals the common stock price times 55.172
plus $300. Investors can convert during this 20-day period. If an investor fails to convert by the
conversion termination date, the right to convert the notes will terminate.

If the company elects to terminate the conversion rights prior to June 20, 2006, then the
company will make an additional payment to each converting note-holder equal to the aggregate
interest due from the conversion termination date to June 15, 2006.

Optional redemption by the company: The company may redeem the notes at any time on
or after June 20, 2006, on at least 20 days and no more than 60 days notice, in whole or in part at
100% of the principal amount plus accrued interest. If fewer than all the notes are redeemed, the
trustee will select the notes to be redeemed by lot, or at its discretion, on a pro rata basis.

Call spread

In conjunction with the convertible bond issue, the investment bank has made the
following proposal: Cypress would buy 32 million call options each on one share of Cypress
stock with a maturity of 14 months and an exercise price of $15 and at the same time sell 32
million call options with a maturity of 14 months and an exercise price of $24.50. The net cost of
the transaction is estimated to be about $49.3 million to Cypress.

Current Situation

Cypress had two outstanding convertible bond issues. The outstanding convertible bonds
included one with a 4% coupon rate, a conversion price of $46.39, and about 2 years left to
maturity; and the other convertible with a coupon of 3.75%, a conversion price of $62.50, and a
maturity of 2.5 years. Both of these bonds were selling at a yield of about 7.0%. This was a risk
premium of about 5% over the yield of U.S. Treasury notes with similar coupons and maturities.
Given the relatively short maturities on the convertibles and the huge spread between the current
stock price and the conversion prices on the bonds, it was generally assumed that these were
trading as straight bonds in the market.

The last few years had been a volatile period for Cypress’s stock. With about 230 million

shares outstanding, Cypress has seen its market cap go from a high of over $13 billion to a little
less than $2.5 billion at the current market price of $10.51 per share. Figure 1 shows Cypress’s
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