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Book review: Just about all you need to know
about convertible securities

By Martin Fridson

PROFESSIONALS who contemplate
investing in, hedging, or issuing in-
vestment-grade or speculative-
grade convertible bonds or pre-
ferreds in the public or private mar-
ket in North America, Europe, or
Asia will find just about everything
they need to know in Convertible
Securities: A Complete Guide to In-
vestment and Corporate Financing
Strategies.

Pointers on such matters as us-
ing convertibles to diversify a port-
folio or to optimise a capital struc-
ture are meticulously supported
with empirical data and amplified
with case studies.

If, on certain subjects, readers
desire more details than even the
book’s 560 pages could accommo-
date, they can follow up on handy
references to material on the web-
site of Advent Capital Manage-
ment, where the book's authors
Tracy V Maitland, F Barry Nelson
and Daniel G Partlow, apply their
expertise in managing convert-
ibles.

In addition, the book recounts
the asset class’ evolution from its
19th century origins right through
the investment implications of the
Tax Cuts and Jobs Act of 2017, and
recent modifications of accounting
standards for convertible issuers.

The authors address a broad au-
dience, Lay investors can apply ba-
sic financial theory, presented by
way of background, to activities
well outside the convertible mar-
ket's confines. Atthe same time, the
book presents quantitatively so-
phisticated valuation methods and
trading strategies, invoking terms
of art that will be new even to many
seasoned practitioners - for exam-

ple, “ASCOTs"; “zomma”; “nuking”;
and "happy meal”.

It is incumbent on the reader to
pay strict attention to the authors'

carefully considered wording
throughout. Recollecting his intro-
duction to financial markets in the
1980s, Advent founder Tracy Mait-
land mentions in his preface “long-
term returns from convertibles
that were equivalent to the returns
from common equities, but with
significantly less risk”.

Bringing the story up to date in
the main text, the authors state that
“convertibles historically have re-
turned approximately as much as
common stocks over the long-
term” (italics added).

Careful to avoid overstating
matters, they write at another
point, “Convertibles typically pro-

vide less volatility than stocks.”
Equally circumspect is this com-
ment: “The record of convertible in-
dices essentially matching the re-
turns of equity indices overthedec-
ades may partly reflect the superi-
or growth of convertible issuers
relative to the growth of companies
found in the equity indices” (italics
added in the preceding sentences).

One message that comes
through clearly is convertibles’
asymmetric behaviour, capturing
much of the associated stocks’ up-
side while cushioning the down-
side via the bond side of their na-
ture,

Among many useful observa-
tions that are tangential to the main
topic, two call for a bit of annota-
tion. First, the authors state that
“because risk increases with re-

spect to time, longer-term securi-
ties tend to have wider credit
spreads than shorter-term securi-
ties". Records from ICE Indices,
LLC, confirm that except from De-
cember 2007 to March 2009, the
option-adjusted spread (OAS) on
10- to 15-year US investment-grade
corporate bonds has consistently
exceeded the OAS on three- to five-
year issues. For high-yield bonds,
however, the three-tofive-year OAS
has usually exceeded the 10- to 15-
year OAS.

Second, the authors state that
“entities that have the ability to
print money are considered to be
completelyrisk-free because under
any circumstances they can repay
their debt with currency that they
alone can create”.

Actually, control of a currency is

anecessary butnotasufficient con-
dition for posing zero risk of de-
fault.

History records a number of
sovereign defaults on debt denom-
inated in the home currency, such
as Russia's 1998 defaultonits ruble
debt. Alsoworth keeping in mind in
this connection is the fact that the
US Treasury has a Standard & Poor’s
rating of only AA+, not the agency’s
highest rating (AAA).

“Busted” (out-of-the-money)
convertibles represent another
time-honoured topic in fixed-in-
come circles. Some bond salesmen
have promoted the belief that these
issues invariably get neglected
once they cease to be of interest to
convertible investors, consequent-
ly becoming bargains with yields
higher than the yields on compara-

Convertible securities
have historically returned
approximately as much as
common stocks over the
long term. PHOTO: PIXABAY

ble straight (non-convertible)
bonds. Maitland, Nelson, and Par-
tlow judiciously state that convert-
ibles priced at discounts to par
merely “have the potentialto signif-
icantly outperform non-convert-
ible bonds” (italics added).

As with most books, a few minor
items in Convertible Securities bear
cleaning up in a future edition. The
book refers to the ICE BofA US High
Yield Corporate Index by its former
name, the “High Yield Master II In-
dex”. Other editorial slips include
mentions of the BlackRock “Alla-
din” fund, the “Capital Assets Pric-
ing Model,” and the "Discounted Di-
vidend Model".

These stylistic peccadillos do
not detract from the many delights
awaiting readers of Convertible Se-
curities. One does not expect to dis-
cover in a weighty tome on finance
the Latin antecedent of the saying,
coined by Shakespeare, “It's Greek
to me”,

Similarly serendipitous is a Tal-
mudic commentary on the symbaol-
ism of the Hebrew analogues of the
Greek letters gamma and delta.
Most important, though, are the
original research contributions
that enrich the coverage of every
aspect of the convertible ecosys-
tem. York Capital Management
chief executive officer Jamie Dinan
is right to call Convertible Securities

a ‘remarkably comprehensive
book.”
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