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Market Overview

Prices of convertible bonds rose in the
quarter, but the convertible market return
ended a volatile year in negative territory.
The Bank of America Merrill Lynch All
Convertibles All Qualities Index returned
4.3% for the fourth quarter, but lost 5.2% for
2011. By way of comparison, the convertible
market outperformed the ten-year Treasury
return of 1.2%, but underperformed the
S&P 500 return of 11.8% for the quarter.
The S&P 500 was up 2.1% for 2011.

After a rough third quarter, the equity
market rebounded nicely to end the year.
Corporate profits, political headlines and
related macroeconomic data all influenced
the markets. Unlike the third quarter, where
most of the headlines were negative, much
of the data in the fourth quarter was
positive, Third quarter earnings for a
majority of companies exceeded
expectations and the outlooks remained
positive. In Europe, sovereign debt worries
made daily headlines, but the Fed and other
major central banks agreed to implement
supportive measures to ease the crisis. In
the U.S., economic statistics were better
than expected, consumer spending trended
positively and even housing showed some
signs of life.

Besides a positive equity market, an
increase in bond floor valuations had a
positive impact on the convertible market.
Corporate bond spreads tightened as prices
rose. Bond prices rose to more accurately
reflect the lack of balance sheet risk for the
average issuer in the market.

While credit spread tightening and a
positive equity market drove convertible
returns, the upside participation rate in the
fourth quarter was less than expected.
Historically, convertibles have captured
around 70% of the upside move of the
underlying equity. Prices were slower to
move in the quarter because of the more
bond-like positioning of the convertible
market.

Industry-level performance was mostly
positive for the period. The economically
sensitive issuers such as Consumer
Discretionary, Industrials and Technology,
outperformed for the quarter on better-
than-expected U.S economic statistics and
corporate profits.

The Transportation and Materials industries
were lower in the quarter. The Transporta-
tion industry was lower largely due to the
bankruptcy of American Airlines. The
Materials industry was off on slowing global
GDP fears.

Performance (%)

Investment grade issuers and larger-
capitalized companies underperformed in
the quarter, while total-return convertibles
outperformed the yield and busted
categories for the quarter.

New convertible issuance was steady in the
fourth quarter. Eleven new deals priced for
$2.9 billion in total proceeds. For 2011,
there was $23.3 billion of issuance, which
was below last year's level. Many companies
are still accessing the corporate debt
markets instead of the convertible markets
because of the absolute low level of interest
rates.

Portfolio Specifics

For the fourth quarter, the Convertibles
strategy outperformed the Bank of America
Merrill Lynch All Convertibles All Qualities
Index. The net result of the quarter was
decidedly positive, but this was only after a
significant upswing in October, a retreat in
November and finally a rebound in
December.
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Portfolio Specifics (continued)

In this environment, an all-weather design
aided relative performance. The
cornerstone of such a design is consistently
identifying companies that met or
exceeded fundamental expectations. Also
limiting or eliminating exposure to
companies that did not meet or exceed
expectations.

Positions in the Energy, Industrials and
Technology industries helped performance
in the quarter. Energy issuers were higher
as better macro data drove up oil prices and
increased investors’ confidence in future
earnings. Industrial issuers outperformed as
third quarter profits met or exceeded
expectations. Technology companies were
up on continued positive demand for their
respective products. In addition, a software
company announced it would be acquired
ata large premium by a competitor.

Outlook

The outlook for the convertible market is
unchanged and constructive. The positive
asymmetric risk/reward convertible bonds
currently offer is very favorable, especially
during periods of high volatility.

While convertibles had less upside than
expected in the fourth quarter, upside
participation going forward should be
higher, without sacrificing downside
protection. Leverage ratios and interest
coverage ratios are near or better than
levels seen in the past twenty years, and
cash levels remain high. Default rates are
low and should stay low for an extended
period. Given these dynamics, convertible
bond floors should hold, diminishing the
downside participation rate.

While credit spread volatility will continue
to impact convertible performance, equity

In 2012, companies are expected to use the
high cash levels on their balance sheets and
future free cash flow to boost shareholder
value. Share buybacks, increased dividends
and merger and acquisition activity are
possible uses of excess cash. These factors
will benefit equity and convertible investors.

Our disciplined approach of focusing on
companies that are exceeding expectations
and improving their credit statistics should
be rewarded as those companies
differentiate themselves from their peer
group. In this environment, we believe
companies that have reasonable earnings
visibility should command premium
valuations relative to other companies.

We continue to build the portfolio one
company at a time, by identifying those that
are opportunistically capitalizing on change.
In addition, we are maintaining our

discipline of seeking to identify the best
convertibles with the optimal risk/reward
profile, 70%-80% of the upside and 40%-50%
of the downside. At Allianz Global Investors
Capital, a discriminating environment that
rewards corporations for exceeding
expectations bodes well for our convertible
investment process.

market volatility will also be a driver of
future convertible returns. Macro factors
are having an impact on daily volatility and
prices of higher beta issues, which warrants
close monitoring.

Commodity prices eased in the quarter and
should be a tailwind to earnings in the first
half of 2012 versus a headwind for much of
2011. In addition, economic statistics have
generally been improving in the U.S, which
should allow a majority of companies to
meet or exceed expectations for the fourth
quarter.

Select issuers in the Healthcare and
Telecommunication industries hurt
performance. Healthcare device
manufacturing companies were lower
during the quarter on worse-than-expected
quarterly profits. In addition, a
telecommunications company was sold
after an acquisition candidate reported
disappointing results.

The conversion premium at quarter end
was approximately 31%. The portfolio’s
conversion premium has returned to a
more balanced, asymmetric risk return
level. The portfolio is well positioned to
participate on the upside and protect on the
downside.
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The Convertibles Composite (the “Composite”) consists of accounts that invest primarily in U.S. Dollar denominated, convertible bond and convertible preferred securities. The Bank of America Merrill Lynch All Convertibles All
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investment Risks: Small- and mid-cap stocks may be subject to a higher degree of risk than more established companies’ securities. The illiquidity of the markets for these stocks may adversely affect the value of these investments.
Convertible securities are often rated below investment grade or not rated because they fall below debt obligations and just above common equity in order of preference or priority on the issuer’s balance sheet. Hence an issuer with
investment grade senior debt may issue convertible securities with ratings less than investment grade or not rated.



