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he failure of Lehman Brothers doesn’t 

conjure up many images of salvation 

but the aftermath did throw a lifeline 

to the surviving members of the convertible 

arbitrage strategy. The fallout resulted in a 

significant loss of capital and the closure of 

numerous hedge funds and prop desks and 

restored a favourable competitive dynamic 

to the convertible market that I have not 

seen since the 1990s. Many investors have 

underestimated the extent of these changes 

and the likely duration and attractiveness 

of the opportunity within the convertible 

markets as a result. Investors bypassing the 

sector also risk overlooking a new breed 

of niche funds which are not reliant on 

traditional convertible arbitrage for their 

returns.

In its most simple form a convertible bond 

(CB) pays a fixed coupon and provides the 

holder with either a return of principal at 

maturity or the option to convert into a 

fixed number of common shares underlying 

the bond. It isn’t hard to imagine that this 

package might be misvalued and from 

the inception of the product there have 

been investors focused on exploiting that 

opportunity. In the realm of “once upon a 

time” it was possible in the product’s infancy 

to buy a convertible bond for less than the 

value of the underlying equity, convert the 

security and realise an arbitrage profit. That 

strategy was a close fit with the academic 

definition of arbitrage (a risk-free profit at zero 

cost) and convertible arbitrage was born.  

The markets evolved dramatically in the 

ensuing decades and with greater efficiency 

the simple arbitrage disappeared; however, 

the convertible arbitrage moniker remained. 

Ironically, it wasn’t until the maturity of the 

market for credit default swaps (CDS) that 

managers had a broad enough range of tools 

to engage in anything closely resembling true 

arbitrage. This evolution was accompanied 

by healthy growth in the market for single 

stock options and advances in the modelling 

of convertible bonds (and the availability of 

those models). These factors contributed to 

a convergence in the investment approach 

employed by CB arbitrage funds and to an 

attendant rise in correlations as a result.  

Convertible funds would also become a 

victim of their own success with capital 

flows chasing performance and the market 

becoming progressively more crowded. Years of 

compelling returns came to an end and along 

with them any ideas of a “happily ever after” 

for the majority of convertible arbitrage funds.  

The convertible market cheapened very 

significantly in the fall of 2008 and although it 

has retraced some of that move, it still trades 

at an attractive discount to fair value. The 

opportunity for investors is further enhanced 

by a dramatically improved competitive 

landscape with prop desks nearly eliminated 

and hedge funds still a fraction of their former 

presence. However, the commonality of 

approach amongst the majority of arbitrage 

funds acts as a deterrent to many alternatives 

investors looking at the space and it seems 

reasonable (as they fear) to presume the 

market will again trade in a broadly efficient 

manner. For this reason, and because the 

hedge funds active in the space are almost 

exclusively focused on traditional convertible 

arbitrage, the market is often overlooked as a 

source of opportunity by alternatives investors 

(i.e. there is no “box” in which to place 

convertible focused funds with a different 

mandate).  

The convertible bond is seldom used outside 

the arbitrage community - this is nearly 

astonishing for an instrument with such 

powerful characteristics: it straddles the 

capital structure, has valuable optionality, 

and contains terms and conditions which 

vary widely from one bond to the next (and 

are frequently the source of significant 

opportunity). A simple security like common 

equity has attracted countless hedge fund 

strategies and yet a product with far greater 

versatility remains almost exclusively an 

instrument of favour with convertible 

arbitrageurs. There is ample opportunity for 

a thoughtfully structured fund with the right 

combination of skills and strategy to exploit 

this inefficiency, targeting situations outside 

the expertise or scope of traditional arbitrage 

players.  To better understand the extent of 

this opportunity an examination of the history 

of CB arbitrage and the many formative 

changes it has witnessed is a prerequisite.

A brief history
The advancement of the methodology and 

tools used to model a convertible bond greatly 

unified the perception of relative value within 

the arbitrage community. It was, however, 

the development of the market for single 

stock options and credit default swaps which 

radically changed the investment approach 

itself and was to have a more profound impact 

on convertible arbitrage. Those two securities 

provided a separate market for the constituent 

pieces of a convertible bond, simultaneously 

shedding light on the appropriate assumptions 

to use in valuing a convertible and enabling an 

actual arbitrage between those markets and 

the convertible bond. It had previously been 
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