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Speculative convertibles (convertibles rated BB+/Ba1 or lower and not including non-
rated securities) fell by 28.1% in the fourth quarter of 2008. Perhaps more interesting
was the plethora of high yielding convertible securities with solid balance sheets and
manageable credit profiles with yields-to-maturity of between 10% and 30%. We saw
yields that could only be described as representative of a once-in-a-generation
opportunity. Investors could buy a high yield convertible bond yielding 20% (or more) to
maturity and get a “free option” to buy the underlying stock.

Convertibles Were Cheap and Yields Historically High

When we published “The Case for Convertibles” in the fourth quarter of 2008,
convertibles as an asset class were statistically inexpensive with the average convertible
price approximately 4.9% below fair value. Many convertibles were much cheaper as
investors had fled the most speculative securities. The yield-to-maturity of the
convertible securities universe climbed to 7.4% while speculative convertibles yielded
10.9%.

Convertible Performance Since Publishing “The Case for Convertibles”

Our timing may not have been perfect, but our recommendation to consider an
investment in convertible securities was prescient. An investment in convertibles
initiated on the date that we published “The Case for Convertibles” (October 10, 2008)
would have returned 16.5% based on the return of the Merrill Lynch All US Convertibles
Index through May 31, 2009. Stocks, as measured by the S&P 500 Index, advanced just
4.1% over the same period.

We believe that the superior performance of convertibles versus stocks over the
observation period was largely due to the tightening of credit spreads. From the time
of our initial posting through the end of May 2009, high yield option adjusted credit
spreads derived from the Merrill Lynch High Yield Master II Index narrowed by 366
basis points, from 1536 bps over Treasuries to 1170 bps over Treasuries. Over that same
period, the Merrill Lynch All Convertibles Speculative Quality Index soared by 25.6%,
as investors responded to high yields.
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Convertible Performance versus the S&P 500
Since the Original Case for Convertibles was Published

(October 10, 2008-May 31, 2009)
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*Convertible return is the return of the Merrill Lynch All US Converibles index for the period of the study.

Speculative Convertibles Have Been Strong in 2009

The first five months of 2009 have been difficult for the financial markets, and the period
has included a new stock market low for the decade. Convertibles though, have
performed quite well, far exceeding the performance of equities. The Merrill Lynch All
US Convertibles Index advanced by 18.7% through the end of May. By comparison, the
S&P 500 Index rose by 3.0% over the same period. Once again, and even more striking,
was the performance of the All Convertible Speculative Quality Index, which rose by a
staggering 37.6% over the period. This performance was boosted by considerable
interest in speculative convertibles as high yield spreads narrowed.


