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2016 was a solid year for convertibles, despite a somewhat volatile start to the year. The BAML All US Convertibles
Index (VXA0) returned +10.43% for the full year, an 87% capture of equity market total return, as measured by the S&P
500 Index. On a long term basis, convertibles have maintained superior risk adjusted metrics relative to the equity
market, with strong return capture:
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For 2016, strong underlying equity performance was a major driver of convertible total returns, as was massive spread
tightening particularly in the lower grade credits. As such, the equity-sensitive and credit sensitive portions of the
convertible universe outperformed traditional balanced, convex convertibles, a rare occurrence in an asset class where
the balanced convex zone typically represents the best risk-reward tradeoff.
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The coming year represents a seminal change in the macroeconomic fundamentals relative to the experience of the last
few years. The 2016 economic backdrop was characterized by tepid 1% to 2% GDP growth, depressed productivity
growth, and exceptionally easy monetary policy by all major central banks. By contrast, the November election outcome
of a unified Republican administration in the White House and Congress has brought into focus the highly likely
prospects of dramatic corporate tax relief, deregulation and expansionary fiscal policy. Indeed, economic indicators and
earnings surprises already turned positive last year, and rates had begun to creep up ahead of the macro shifts we
expect in 2017. Given our view for the year ahead, these factors should continue to improve and accelerate, barring any
drastic unforeseen shifts in policy. Besides the expansionary fiscal policy initiatives, there has been a meaningful
inflection in monetary policy by the Fed, to a tightening stance. Prospects seem likely for at least two additional Fed
Funds rate hikes in 2017, given comments by chair Yellen as well as action in fed funds futures. Elsewhere in Europe,
the economy has been strong and the pace of monetary expansion could be slowed down and even halted, as evidenced
with Draghi’s recent tapering stance, set to commence in spring 2017. The large moves in treasury yields and bund
yields since the November election reflect both the changing course of monetary policy, and the policy changes expected
of the new Trump administration.
Given the backdrop of fiscal stimulus along with improving GDP growth and economic data, we expect the high yield
market to be generally stable and healthy, with the potential for further spread tightening across the lower end of the
credit spectrum. High yield default rates are likely to be cut in half in 2017 based on the economic acceleration, the
maturity profile and the improvement in the fundamentals of the most stressed sectors – energy and materials. The
convertible market, with its low representation in the stressed sectors, is likely to witness an even lower default rate.
With the potential for stronger GDP growth and fiscal stimulus in the form of lower corporate tax rates, a rotation to value,
cyclicals, and small-caps has already begun. We expect it will continue, however there are risks to our outlook. The
prospect of deleveraging and a slowdown in China could be a meaningful shock to the global economy, as could political
events in Europe surrounding French, Italian and German elections. In addition, the Fed is closely monitoring fiscal
developments, and the path of future rate hikes may be calibrated to the pace of policy changes – if these go out of sync,
one could expect potential volatility shocks to the markets. Additionally, the prospects of protectionism or trade wars
could unsettle the markets. Meanwhile, to achieve revenue neutrality to offset potential tax cuts, the new administration
will likely attempt to impose a border tax, which could cause a spike in the US Dollar. This could introduce volatility into
corporate earnings and to the equity market.
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With their unique combination of fixed income and equity attributes, convertibles appear well poised to navigate the market
environment ahead. This is because the asset class offers defensive downside protection through a par redemption value,
while participating in equity market appreciation and minimizing duration risk. The asset class is highly convex at this point in
time, and average dollar prices have moderated towards par, compared with the recent past:
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We expect convertible returns to be impacted by the following factors:
 The asset class is expected to participate in the appreciation of the equity market in line with its equity sensitivity, or delta.
 We expect some further tightening of credit spreads after last year’s large move thereby lifting the fixed income value and
causing price appreciation.
 In contrast to equity and fixed income assets that are likely to suffer under conditions of rising volatility and rising interest
rates respectively, convertibles have a built in offset in the former and much more muted reaction in the latter
environment. The equity option in a convertible rises in value when volatility rises, providing a meaningful offset in
contrast with equities that generally suffer a drawdown when volatility rises. The muted reaction to rising rates relative to
fixed income is a result of a duration that is less than half that of the Barclay’s Aggregate Index.

The economic backdrop is supportive of increased convertible new issuance, as trends such as M&A, GDP growth, and
higher bond yields tend to lead to companies tapping the convertible market to raise capital. These factors should bring about
a rise in the volume of convertible new issuance, as well as a healthy increase in average new issue yields.

Convertible New Issue Yield
4.0%

Yield

© 2017 SSI Investment Management Inc.

5.0%

4%

3.80%

3.60%

3.0%

2.70%

2.90%

2013

2014

4.50%

4.30%

2015

2016

2.0%
1.0%
0.0%
2010

2011

2012

Convertible New Issue Yield

Source: Barclays

Continued

SSI Investment Management

In summary, we believe convertibles are competitively positioned for attractive returns on a relative and absolute basis
in 2017.
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Our return outlook for the general convert market is derived from expected price moves in the underlying equities, the
current income of the asset class and expectations regarding the impact of moves in credit spreads and rates. As to
equity market returns, we expect them to be in line with the growth in underlying earnings. While rising rates are likely
to be a headwind for equity multiples, improving economic growth prospects and the decisive extinction of deflation risk
are likely to act as tailwinds to multiples, by reducing the higher than normal level of current equity risk premium. The
net result could be unchanged equity market multiples. Our equity market outlook is 11.4% as a base case, based on
analyst expectations of S&P EPS growth of the same amount. Between the convertible market delta of approximately
55% and an average gamma of 0.5%, we calculate a price return for convertibles to be 6.6%. In addition, we expect
3.1% from current income, combined with spread tightening by 40 bps and rise in rates of 50 bps. Given the low
duration of the asset class, the net effect of spread tightening and rate increases is likely to be immaterial in 2017. This
brings the base case outlook to 9.7% for convertibles in 2017, and ignores potential improvement in volatility and
vega effects, which we believe could be an incremental positive for asset class returns.
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Notes on Forward Return Calculations:
The calculations and comparisons used reflect the belief or investment thesis of the portfolio management team on a
prospective basis, and as such, due to various risks and uncertainties, actual events or projected results may differ
materially from those reflected in the document.
SSI Investment Management Inc. believes all the information contained in the report to be accurate but we do not guarantee its
accuracy. The analyst(s) principally responsible for the preparation of this research report certify that the views expressed in this
research report accurately reflect his/her (their) personal views about the subject security (ies) or issuer(s) and that his/her (their)
compensation was not, is not, or will not be directly or indirectly related to the specific recommendations or views contained in this
research report. None of the information reported or opinions expressed constitute a solicitation of the purchase or sale of securities
or any commodities.
Investors must assess the suitability of any particular investment opportunity and carry out any due diligence that they require in
relation to the strategy or investments or individual holdings of the strategies that SSI manages. In doing this, investors should seek
separate advice. It should not be assumed that recommendations made will be profitable and any investment is at risk of loss. This
summary represents the views of the portfolio managers as of the date noted at the beginning of this document. Any holdings
mentioned in the accompanying summary are from its stated strategy. Portfolio holdings are subject to change without notice and
are not intended as recommendations of individual securities. The information in this article is not intended to be personalized
recommendations to buy, hold or sell investments. The information, statements, views and opinions included in this article are based
on sources (both internal and external sources) considered to be reliable, but no representation or warranty, express or implied, is
made as to their accuracy, completeness or correctness. Such information, statements, views and opinions are expressed as of the
date of this article, are subject to change without further notice and do not constitute a solicitation for the purchase or sale of any
investment referenced in the article. Changes in any assumptions may have a material impact on the results. Due to various risks
and uncertainties, actual events or projected results may differ materially from those reflected in the document.
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THIS MATERIAL IS INTENDED ONLY FOR QUALIFIED INVESTORS. IT DOES NOT CONSTITUTE AN OFFER TO PURCHASE
AN INTEREST IN ANY PRIVATELY OFFERED FUND MANAGED BY SSI. SSI BELIEVES THAT RESULTS WERE GENERATED
WITH AN INVESTMENT PHILOSOPHY AND METHODOLOGY SIMILAR TO THAT DESCRIBED HEREIN. FURTHERMORE, THE
PERFORMANCE DISCUSSED HEREIN REFLECTS INVESTMENT OF LIMITED FUNDS FOR A LIMITED PERIOD OF TIME AND
DOES NOT REFLECT PERFORMANCE IN DIFFERENT ECONOMIC OR MARKET CYCLES. FUTURE INVESTMENTS,
HOWEVER, WILL BE MADE UNDER DIFFERENT ECONOMIC CONDITIONS, IN DIFFERENT SECURITIES AND USING
DIFFERENT INVESTMENT STRATEGIES. IT SHOULD NOT BE ASSUMED THAT FUTURE INVESTORS WILL EXPERIENCE
RETURNS, IF ANY, COMPARABLE TO THOSE DISCLOSED HEREIN. THE INFORMATION GIVEN IS HISTORIC AND SHOULD
NOT BE TAKEN AS ANY INDICATION OF FUTURE PERFORMANCE. THE PERFORMANCE DATA WAS PREPARED BY SSI
AND WAS NOT COMPILED, REVIEWED OR AUDITED BY AN INDEPENDENT ACCOUNTANT. BEING REGISTERED AS A
REGISTERED INVESTMENT ADVISOR DOES NOT IMPLY A CERTAIN LEVEL OF SKILL OR TRAINING. ANY INVESTMENT IS
SUBJECT TO RISK OF LOSS. ANY USE OF LEVERAGE INCREASES THE INVESTMENT GAIN OR LOSS IN DIRECT
PROPORTION TO THE DEGREE OF LEVERAGE USED.
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