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HFR Convertible Arbitrage Index

$6,000 1/90-12,/07
CA Index

45,000
1 - Low 011
market returns

54,000
2 0.06
ﬂ' ﬂ.lﬂ 53,{-:":'
4 — High 017
market returns 52,000
Source: Convertible Bond Arbitrage, $1,000

Hutchison and Gallagher [2004).
Data: 1990 - 2002
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_ 1 |5 Year Bond, paying 6% interest annually. I _| Stock annual vol = 30%, current price is $50

2 | Convertible into 16 shares Treasurys yield 7% flat, and company cost of credit is 400 bps above,

3

4 Nay 1000 $50.00 $67.49 $91.11 512298 $166.01 $224.08 100% 54% 30% 16% 9% 5%

3 CR 16 537.04 550.00 $67.49 $91.11 $122.98 a6% 50% 41% 29% 20%
Stock Node

6 [ttm 5 Price $27.44 $37.04 550.00 $67.49 Probability 1% 34% 3% B%

7 Nodes 5 Iree $20.33 $27.44  537.04 Trea 9% 21% 8%

8 5 50 5$15.06 $20.33 4% 12%

5V 0.3 $11.16 2%

10 cpn 0.06

1 ftc 7 1

12 Freg 1 $80.00 $5107.99 514577 $196.77 $265.61 $358.54 58% 75% 91%  100%  100%  100%

13 credit 0.11 §59.27 S$80.00 $5107.99 $145.77 $196.77 Conversion 38% 57% 79% 100% 100%

14 |Rf 0.07 Parity $43.90 $59.27 $B0.00 $107,99 Probability 16% 30% 54% 100%

15 $32.53 54390 $59.27 Tree 0% 0% 0%

16 u 1.350 $24.10 $32.53 0% 0%

17 d 0.741 $17.85 0%

18 p 0.545

19 1-p 0.455

20 $116.88 $136.68 $165.98 $200.30 $272.23 $358.54 8.67%  7.99%  7.38%  7.00% 7.00% 7.00%

21 Convert $101.14 $111.39 5$126.92 $152.11 $196.77 credit 9.47% 8.73% 7.83% 7.00% 7.00%

22 Price $95.49 $099.87 $104.40 $107.99 Discount 10.35% 9.81% 8.82% 7.00%

23 Yiic $97.44 $101.50 $106.00 Yiia 11.00% 11.00%  11.00%

24 $101.50 $106.00 11.00%  11.00%

25 $106.00 11.00%

26

27

28 0.73 0.83 0.93 1.00 1.00 0.80 0.57 0.31 0.00 0.00

29 0.44 0.56 0.73 1.00 1.29 1.32 1.46 0.00

30 0.09 0.08 0.04 0.30 0.11 0.00

31 .l 0.00 0.00 Gaoms 0.00 0.00

32 0.00 0.00
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| $116.88] $136.68] $165.98] $209.30] s272.29 $3ss.54

5101.14 511139 512692 515211 $196.77

c::::" $95.49 $99.87 $104.40 $107.99
e $97.44 $101.50 $106.00
$101.50 $106.00
$106.00
0.73 0.83 0.93 1.00 1.00
0.44 0.56 0.73 1.00
Batia 0.09 0.08 0.04
0.00 0.00
0.00
Bond Bond Shate Price Bond Share Long Short Marked-to-
Delta Theaoretical Price Trades Paosition Position Market Balance
i} 0.73 S5116.88 5B0.00 S11688 -0.73 -558.54 5116.88 -558.34 50,00
1 u 083  $13668  $107.99 -0.10 -$45.77 $136.68 -$89.63 $1.28
2 u | 093  $16598  $145.77 010 -528.69 $165.98 -$135.26  $2.03
3 u | 100  $20030 @ $196.77 .0.07 -$10.06 $209.30 -$197.23 $2.01
4 u | 100  $272.23  $265.61 0.00 -$5.38 $272.23 -5265.61 $1.24
5 u 000 " 535854  $35854 $35854 100 $024 S0.00 5024
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Band Bond Share Long Short Marked-to-

Earon: Shicke D Theoratical Soeve Fiice Price Trades Eaes Position Position Market Balance

D 0.73 S$11688  $80.00 $116.88 -0.73 -$58.54 $116.88 -$58.34 $0.00

1 u | 0.83 513668  $107.99 010 -$45.77 $136.68 -$89.63 51.28

2 u | 093  $165.98 = $145.77 010 -$28.69 5165.98 -$135.26  $2.03

3 u 100 520930  $196.77 -0.07 -$10.06 $209.30 -$197.23 $2.01

4 u 100 527223  $265.61 0.00 -$5.38 $272.23 -$265.61

5 u 000 ' 535854 ' $358.54 $358.54 100 $0.24 ~ s0.00—C
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Bond
Delta
0.73
083
0.93
1.00
1.00
0.00

Period Move

o e (R S
= = i =

Bond
Theoretical
$116.88
" $136.68
" $165.98
" $209.30
" $272.23
| $358.54

.M 5y SHORT n» 3119 mysnNa XNOTN

| $116.88) $136.68| $165.98 $209.30 $272.23 $358.54

Convert
Price
Trea

Delta

Share Price

$80.00

" s$107.99
$145.77

2196.77

" $265.61
| $358.54

0.73

Bond
Prica

5112.00

5358.54

$101.14 $5111.39 $126.92 $152.11 $196.77

BB

Share
Trades

-0.73

-0.07
0.00
L

$99.87 $104.40 $107.99

$97.44 $101.50 $106.00
$101.50 $106.00

$95.49
0.93 1.00
0.56 0.73
0.09 0.08

Cash

-$53.66 $116.88 -558.34
.0.10 -$40.54 S136.68 -589.63
-0.10 -$23.10 $165.98 -5135.26
-$4.07 5209.30 -$197.23
$1.02 $272.23 -$265.61

57.09

Long Short
Position Position Market Balance

¥
50.00

$106.00

1.00
1Im
0.04

Marked-to-

5485
56.51
57.62
58.00
57.64
57.09
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Pricing overview for the binomial-tree model

Converiibles Daia Mean perceniage
points overpricing ()
Mean total 3.24*
Mean exchangeables .65
Mean straight — 304
convertbles
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Pricing statistics of the hnomal-tree model for different moneyness classes

Monevness Mean overpncing (%) Overpricing std.
<1180 623 0449
80095 215 0,034
0.95-1.05 2.2 0,035
1.05-1.20 256" I, D46
1.20-2.00 .87 (.0139
=20 0.17 (L03T

17919 2NN MION A 5Y TN PAITH 1IN MINDIND I¥P PPTIY ANV MYYA MY 1IN NN PN
SIN T AL MYYa

Matunty (trading days) Menn overpricing (%) Owverpricing sid.
< S0 023 0,036
SO0 100 - | 6l {030
[0 1 540 2E9 {1,040
| S00- 2500 0.7 0.03%
== 2 5000 680" 0.039

v
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