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The Forecast for Interest Rates is Changing.
Is it time to add convertible bonds?
“Let me warn you, Icarus, to take the middle way…”

The words of Daedalus to his poor son Icarus ring loudly in our ears as we watch the
equity markets continually reach new highs and see bond values begin to sink with the
offing of increased interest rates. So, how does one find the middle way in a rising rate
environment? As long-time market observers and participants, we’ve never seen a
more attractive moment for convertible securities.

These hybrid securities have outperformed stocks and bonds when interest rates
increase.

If you invest in bonds for safety, you have to be concerned about interest rates going
up, because as rates increase the value of your bond portfolio declines. If the economy
grows, as experts expect, and the stock market continues to provide positive returns,
these returns can be reduced by sticking with bonds.

Still, depending on your risk profile, you may not want to increase your equity
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exposure because markets are near historic highs and any slight bump in the road
could cause a pullback in stock prices.

Fortunately, there’s another kind of investment that combines the stability and income
of bonds with the growth potential of stocks.
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What’s the outlook for the economy and interest rates?
We’re coming off one of the longest bull markets in bonds in history. Rates have been
falling since the early 1980s. It’s like the inverse of gravity. What goes down, must
eventual come back up. The CFA-types in our office call it mean reversion. Most
economists think that the economy will continue to grow at a steady pace for the next
couple of years, and that rates will rise along with this moderate growth. Right now the
economy is expanding by between 1 to 2%.

At the same time, the Federal Reserve has already started putting the brakes on this
growth in its efforts to fight inflation beyond the Fed’s 2% target. The Fed has already

raised its benchmark Federal Funds Rate by 0.25% three times since it shifted
monetary policy in 2015 – December 2015, December 2016 & March 2017. Experts
expect that it will make two more increases in 2017, thus providing more room for
poor Icarus to fall.

The net effect? We expect growth of 2.5% to 3% this year – that’s assuming that the
steady but slow growth that we’ve experienced over the last several years gets a boost
from the fiscal policy and deregulation initiatives. In this scenario, long-term rates
should rise. We expect 10-year Treasury yields to rise from about 2.30% now to close
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to 3% by year end.

Understand your options
Rising rates aren’t necessarily good or bad, rather it’s about how certain securities
react to it. Let’s look at how rising rates would affect the major asset classes right now:
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Bonds: Bond yields are still at historically low levels following a 30+ year bull
market. This run could be over and the value of most bond portfolios would fall if
rates continue to rise.



Stocks: By some metrics, stocks are also expensive compared to historic prices, so
they too may have limited potential for further appreciation with heightened risk.

Yet if the President can push through tax reform or regulatory reform or
infrastructure spending, the markets could move higher. Investors are in a tough
spot – not wanting to miss out on future appreciation, but also worried about risk.


Convertible bonds: Convertible bonds offer the income and stability of bonds, but
they tend to be less sensitive to rising rates. Just as important, they allow investors
to participate in the growth potential of stocks – but with less exposure to risk. In
fact, as Chart A below shows, convertible bonds have outperformed stocks and
bonds during most periods when rates rose sharply.

Convertibles have historically outperformed in rising rate environments
Chart A: Average Annualized Return in Rising Interest Rate Environments
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Rising interest rate environment periods based on SSI internal research/evaluation where the 10-Year Treasury rises at least 100 bps in a
twelve-month rolling period.
Analysis Periods
12/21/89 - 4/30/90
12/31/95 - 6/13/96
10/31/01 - 4/1/02
12/30/08 - 6/10/09
7/24/12 - 4/29/14
10/8/93 - 11/18/94
10/8/98 - 1/21/00
6/3/03 - 6/28/06
10/6/10 - 2/16/11
7/8/16 - 2/14/17
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As a result, convertibles can
be a very useful tool for
managing risk in a diversified
portfolio, while still allowing
investors to benefit from
stock market gains.
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protection with bonds, investors do incorporate convertibles into the
fixed income portion of their portfolio. Because they participate
substantially in the underlying equity’s upside with muted risk, other

investors incorporate them in the equity portion of their portfolios.
Some rely on their hybrid nature to include them in an “alternative
investment allocation,” if they have one. Chart B below outlines how
convertibles perform differently enough from stocks and bonds that
they can provide meaningful diversification benefits.
Chart B:

Equity Market Concerns

Equity

However, convertible bonds
can be exchanged for stock of
the underlying company that
issued them. As the
company’s stock price rises,
this conversion feature
becomes more and more
valuable. Investors can
exchange their convertibles
for stocks and participate in
any gains in the company’s
value. This makes them like
stocks.

with stocks. Because they share the characteristic of principal

Fixed
Income

Viewed as a bond, it pays a
fixed interest rate over a
predetermined period. When
that period is over, investors
get their original investment,
or principal, back. Unless the
issuer defaults on interest or
principal payments, you can’t
lose your original investment
if you hold it to maturity. That
makes it like a bond.

Convertible bonds share certain characteristics with bonds and others

Multi-Asset Class

A convertible bond is a hybrid
security that has
characteristics of both stocks
and bonds. Like Daedalus’
wings, they allow the user to
navigate between extremes.

Incorporating convertibles in a diversified portfolio

Income

Understanding
Convertibles

 More defensive positioning with a yield booster
 Upside capture 70%-80% and downside capture 60%-70%
compared to equities

Interest Rate Risk
 Convertibles tend to perform well in rising rate environments
 Low duration: ~2

Multi-Asset Class Option
 Including convertibles potentially improves the risk/return
profile of the overall portfolio
 Complimentary to high yield by providing exposure to issuers
not readily present in the high yield market (e.g. Technology
and Healthcare)
 Target date fund/Balanced strategy options for DC plans

Income Portfolio Diversifier
 Potential to add capital appreciation by sacrificing a small
amount of yield to obtain equity exposure
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Over time, however, convertible bonds perform more like stocks than any other asset
class. As Chart C below shows, they have an 80% correlation to the S&P 500 Index,
meaning that 80% of their performance mirrors that of the index. Interestingly,
convertible have a negative correlation with most bond indexes – quite often
convertibles and bonds can move in opposite directions.

Convertibles perform more like stocks than bonds
Chart C:
Correlation Analysis
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By combining assets that perform differently under the same market conditions,
investors can increase their chances of having part of their portfolio in the best parts of
the market – while reducing exposure to the worst. Over time, diversified portfolios
tend to perform better than single-asset portfolios with less volatility.

Diversifying with convertibles
Let’s look at two scenarios for diversifying with convertibles, one for an equity-oriented
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investor, the other for an investor focused on fixed income.
First consider an investor who holds convertibles as part of his or her stock allocation.
If you own equities but are concerned about a disruptive market event—like last
summer’s Brexit Vote or escalating tensions in North Korea— convertibles can help you
reduce risk. Remember even if stock prices fall, you can always hold the convertible to
maturity and get back your principal plus interest1.
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issuer does not default.
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Yet at the same time, you continue to have exposure to stocks, which historically and
over long periods of time have produced higher returns than any other asset class.
Now let’s look at how convertibles can add value as part of a bond portfolio.
As we saw in the correlation table, convertibles function differently from most
government and corporate bonds. In fact, during most market environments,
convertibles do the opposite of bonds. Generally, when rates rise and bond prices fall,
convertibles outperform while when rates fall and bond prices go up, convertibles may
underperform. As a result, by adding convertibles to a fixed income portfolio, you can
obtain diversification benefits that increase returns without adding volatility.

As you can see in Chart D below, adding a modest allocation to convertibles boosts

returns while reducing overall fluctuation in portfolio value. The size of that allocation
will vary depending on each investor’s goals and risk tolerance, but in most cases, it
ranges from 5% to 20%.

Adding convertibles can increase portfolio returns without adding risk
Chart D: Risk / Return Profile*
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Each point on the line represents a blended portfolio of either stocks & bonds or convertibles & bonds. Each incremental data point represents a 5% change in allocation between the paired
assets. Risk is measured by standard deviation.
Bonds are represented by the Bloomberg Barclays US Aggregate Bond Index. Stocks are represented by the S&P 500 Index. Convertibles are represented by the BofA Merrill Lynch All US
Convertible Index (VXA0)
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Finding value in the convertible market: One size does not fit all
Not all convertibles are created equal. Some are more like stocks, in that their
performance mostly comes from increases in the value of the issuing company. Others
act more like bonds, because their companies’ stock prices have stayed the same or
declined, so that most of the return comes from interest payments. Still others provide
a mix of interest income and appreciation potential.

Over time, this middle category – called total return convertibles – has produced the
best risk-adjusted returns for investors, combining the relative stability and income of
bonds with the growth potential of equities.

At SSI Investment Management, our portfolios emphasize total return convertibles
under most market conditions, because we believe they provide investors with the
best mix of return and limited risk.

The importance of research
Investing in convertible securities requires several different types of expertise. Analysts
must first understand the structure of each convertible – length of time before the
bond matures, how many shares it can be converted into, and how far has the stock
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price of the issuer risen or fallen since the bond was issued.

Then, because convertible performance is so tightly linked to stock performance,
convertible portfolio managers need to have access to research on the underlying
companies. How much is the company earning now? What is its competitive landscape
like? What are its prospects for future growth?
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And finally, because convertibles pay interest and return principal like bonds, investors
need to know how credit-worthy the issuers are. How strong is the issuing company’s
balance sheet? How much has it borrowed and at what cost? What are the chances
that it will default on interest payments or principal?

It takes access to all three types of research to succeed in managing convertibles. If
you’re considering investing in a convertible fund or portfolio, make sure your manager
has the right kind of analytical capability and support.

Our process: Making our wings
SSI Investment Management has managed convertible portfolios for more than 30 years
using a process that combines quantitative screening and hands-on fundamental
research. Our convertible portfolio management team has decades of experience, and
key members have been working together since the early 1990s. This experience, our
disciplined process, our seasoned research professionals, and our capacity to make
significant investments in the convertible space set us apart from other investment
firms.


We begin with a quantitative screen that we developed in-house. It screens the
entire universe of convertibles to find the ones that have the best potential for
capturing market appreciation while limiting risk.
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Once we have a list of these high potential convertible securities, our
fundamental research team takes over, probing each company on the list to make
sure the underlying business is sound and growth prospects are good.



We construct a diversified portfolio from the convertibles that pass both levels of
analysis. Our holdings are spread across a range of industries and sectors, and
include equity-like, bond-like, and total-return convertibles.
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Our portfolio managers can over- and underweight individual issues, industries,
sectors and convertible types relative to the index if they think it will enhance the
portfolio’s performance.



Convertibles in the portfolio are continually re-evaluated, so that portfolio
managers can make changes when a holding no longer makes sense for the fund
or if there’s a better alternative.

Making convertibles a strategic part of the portfolio
In an environment of rising rates and stock prices, like the one we’re currently in,
convertibles help minimize downside risk while participating in the upside of the stock
market. While convertibles are attractive right now, they also make sense as a
permanent strategic part of most investment portfolios. They offer significant
diversification benefits for both stock and bond investors, as well as protection from
the risks of sharp market downturns.

We know it’s tempting to fly to the sun, but experience and history remind us that a
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middle way often offers the best way.
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