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Convertibles: Should You Look
at the 2021 Model?

Convertible bonds have had a strong run in 2020. Their long-term return profile, and history of downside
protection in market declines, suggests they could be a compelling addition to a portfolio in 2021.
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Figure 1. Convertible Bonds Historically Have Offered Downside Protection versus
Underlying Equities

Trailing 5-year upside and downside capture ratios versus underlying equities as of September 30, 2020
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Sources: ICE Data Indices, LLC, Lord Abbett. Data is the average of the monthly upside capture and downside capture of the ICE BofA All U.S. Convertibles
Index versus the underlying equities’ returns.
Past performance is not a reliable indicator or guarantee of future results. The historical data shown are for illustrative purposes only and do
not represent any specific portfolio managed by Lord Abbett or any particular investment.

1

MARKET VIEW

Below, we summarize some key traits of the asset class and outline why convertibles may be worth a
fresh look as we approach 2021.

What Are Convertible Bonds?
While there are many variations of convertible securities, the basic structure of a convertible bond is a
corporate bond (with a fixed coupon and maturity date) that includes an option allowing the holder to
convert the bond into common stock of the issuing company at some point in the future. The number
of shares each bond can convert into and the conversion price are set at the time of issuance.
What does that lead to? Since the convertible can be exchanged for the underlying equity, they offer
the potential to participate in the upside of a rising stock. However, if the underlying equity falls, the
convertible still maintains the investment value of the “bond floor,” or the value at which a straight bond
of the same coupon, maturity, and credit quality would trade. To illustrate the power of this downside
protection, over the trailing five years ended 9/30/20, the ICE BofA All U.S. Convertibles Index has
captured over 70% of the upside with only 32% downside capture of their underlying equities (see
Figure 1).
This structure—which allows for participation in a rising equity market, but provides potential protection
when equities decline—has led to attractive risk-adjusted returns over the long-term (see Figure 2).

Figure 2. Historically, Convertibles Have Provided Attractive Risk-Adjusted Returns
Trailing 25-year risk/return for the indicated indexes as of September 30, 2020
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Convertible Bonds

Convertible bonds represent a relatively small asset class that often gets overlooked by investors.
Some are not quite sure how to include convertibles in an asset allocation: Are they stocks or bonds?
In what “style box” do they belong? Although they often fly under the radar, “converts” have been gaining
attention recently, a result of a surge of issuance and strong performance in pandemic-stricken 2020.
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S&P 500. 2ICE BofA All Convertibles, All Qualities Index. 3Russell 2000 Index. 4ICE BofA US High Yield Index. 5Bloomberg Barclays U.S. Aggregate Bond Index.
Source: Morningstar. Data as of September 30, 2020 (latest quarterly). Risk is measured by standard deviation, which measures the dispersion of data from the
mean. Applied to a rate of return, standard deviation is an indication of an investment’s volatility.
Past performance is not a reliable indicator or guarantee of future results. Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are
not available for direct investment. The historical data from Bloomberg shown are for illustrative purposes only and do not represent any specific portfolio managed
by Lord Abbett or any particular investment.
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A key to understanding convertibles is the broad range of risk-reward opportunities within the asset
class. One important measure to be aware of is the level of equity sensitivity in a convertible (also known
as the delta, or the expected percentage change in price of the convertible for a change in the underlying
stock). For example, as the price of the underlying stock rises to the point where the option to exchange
into the stock is “in the money,” the convertible will closely match the price move of the stock
(e.g., a convertible with a delta of 1.0 would move in line with the underlying stock).
On the other hand, when the option to exchange is very far out of the money, the convertible will be little
influenced by movements in the stock and will behave more like a conventional debt instrument. Between
the extremes of “equity alternatives” or “yield investments” are “total return” or balanced convertibles,
which can exhibit favorable asymmetric upside/downside return profiles.
The asset class also offers exposure to a wide range of investment styles. The ICE BofA All U.S.
Convertibles Index is heavily weighted toward growth companies, with about 60% of the underlying
equities classified as growth and 20% core. This exposure to innovative growth companies, with nearly
half the index in technology and healthcare, has been a strong contributor to returns this year. But the
composition of the market is constantly evolving.
With nearly $100 billion in new issuance this year, the largest annual volume in almost two decades
(as shown in Figure 3), the total market value of the ICE BofA All U.S. Convertibles Index has reached
a record $325 billion.

Figure 3. In 2020, Convertibles See Robust Issuance, 20-Year High in Market Value
Data for the ICE BofA All U.S. Convertibles Index, 1998–2020 (through November 30)
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U.S. CONVERTIBLES: MARKET SIZE

350,000
300,000
$ Millions

250,000
200,000
150,000
100,000
50,000
2020*

2019

2018

2017

2016

2015

2014

2013

2012

2011

2010

2009

2008

2007

2006

2005

2004

2003

2002

2001

2000

1999

0
1998

Diverse & Evolving

Convertible Bonds: A Diverse, Evolving Universe

Source: ICE Data Indices, LLC. Based on ICE All U.S. Convertibles Index. Data as of 11/30/2020. For illustrative purposes only.
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The characteristics outlined above present active managers with a diverse investment universe to
uncover opportunities: from higher-yielding, bond-like instruments to high-delta, equity-sensitive
convertibles. While the asset class provides exposure to small and mid cap innovative growth companies, managers can rotate to more cyclical exposure and large cap value issuers as opportunities
arise. This provides multiple levers for managers to adjust to the market environment, generate alpha,
and manage risk.

Portfolio Applications for Today’s Market
Although convertibles may not fit neatly into a traditional style box, their attractive risk/reward profile
can potentially play a valuable role in a portfolio. Here’s why we believe “converts” are particularly
relevant in today’s market:

1. Reduce equity exposure while maintaining upside potential
With major U.S. equity markets at all-time highs after the surprising rally seen over the past nine
months, some investors may want to reduce their equity exposure. Shifting a portion of a portfolio from
equities to convertibles provides the opportunity to participate in future equity market gains, while
providing downside protection during market pullbacks.

2. Risk-aware allocation to innovative growth companies
Much of the past year has been a tale of two markets, with growth and innovation outperforming value
and cyclicality by a wide margin. For those who want exposure to secular growth (including small and
mid cap growth) but are concerned about valuations or a shift in sentiment, convertibles may provide a
solution. As we noted earlier, convertibles’ historical upside/downside capture versus their underlying
equities suggests the asset class may be an attractive approach to gain growth exposure while
managing risk.

3. Diversify fixed income allocations
In a yield-starved world, investors are looking for new sources of income. The 1.92% yield on the ICE
BofA All Convertibles, All Qualities Index compares favorably to the 1.15% yield on the Bloomberg
Barclays U.S. Aggregate Bond Index (as of November 30). Convertibles can help diversify fixed-income
portfolios since they provide very different sector exposures than traditional corporate credit, which
tends to have a more cyclical bias with large weightings to sectors such as energy, basic industry, and
financials.
One other consideration: A move to higher rates represents a major potential risk to core fixed-income
allocations. While higher rates do not seem to be a concern in the near term, at some point, rates may
normalize from their current low levels. Convertibles historically have demonstrated negative correlation
with U.S. Treasury bonds and have delivered strong returns during periods of rising Treasury yields.
Figure 4, which depicts the performance of various assets during periods of rising rates, shows that
convertibles historically have outperformed investment-grade bonds, high-yield bonds, floating-rate
loans, and the S&P 500 Index.

Downside Protection

While there has been a lot of issuance from the traditional growth sectors, the pandemic led to an
uptick in rescue financing and issuance from the more stressed sectors like cruise operators, airlines,
and retailers. The uptick in value issuers has resulted in a more balanced market, in our view.
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Figure 4. Convertible Bonds Historically Have Performed Well During Periods
of Rising Rates
Returns during periods when yields on the 10-year U.S. Treasury note rose by more than 100 basis points
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FTSE 10 Year Treasury Bond Index. 2Bloomberg Barclays U.S. Aggregate Bond Index. 5Credit Suisse Leveraged Loan Index. 6ICE BofA U.S. High Yield Constrained Index.
ICE BofA All Convertibles, All Qualities Index. 8S&P 500 Index.
Source: Morningstar. For illustrative purposes only and does not represent any specific portfolio managed by Lord Abbett or any particular investment. Indexes are
unmanaged, do not reflect the deduction of fees or expenses, and are not available for direct investment.
Past performance is not a reliable indicator or guarantee of future results. Performance during other time periods may have been different or negative.
Other indexes may not have performed in the same manner under similar conditions.
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Summing Up
While some investors have passed over convertibles in recent years, strong performance and $100
billion in new issuance in 2020 make it difficult to ignore this hybrid asset class. Whether you are an
investor looking to pare back on equity risk, diversify traditional bond portfolios, or access a source of
income that may do well during periods of rising rates, it may be time to take a fresh look at convertibles.
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A Note about Risk: Convertible securities are subject to the risks affecting both equity and fixed-income
securities, including market, credit, liquidity, and interest rate risk. Convertible securities tend to be more
volatile than other fixed- income securities, and the markets for convertible securities may be less liquid than
markets for common stocks or bonds. High-yield, lower-rated convertible securities carry increased risks of
price volatility, illiquidity, and the possibility of default in the timely payment of interest and principal.
No investing strategy can overcome all market volatility or guarantee future results.
Forecasts and projections are based on current market conditions and are subject to change without notice.
Projections should not be considered a guarantee.
This article may contain assumptions that are “forward-looking statements,” which are based on certain
assumptions of future events. Actual events are difficult to predict and may differ from those assumed. There
can be no assurance that forward-looking statements will materialize or that actual returns or results will not
be materially different from those described here.
Statements concerning financial market trends are based on current market conditions, which will fluctuate.
There is no guarantee that markets will perform in a similar manner under similar conditions in the future.
Glossary of Terms
Alpha measures the performance of an investment against a market index or benchmark that is considered to
represent the market’s movement as a whole.
A basis point is one hundredth of one percent.
Bond floor refers to the minimum value a specific bond, usually a convertible bond, should trade for and is
derived from the discounted value of its coupons plus redemption value.
A convertible bond is a fixed-income instrument that allows the holder to convert the bond into equity under
specific conditions. The basic structure of a convertible bond gives the holder the option to hold the bond until
maturity and receive cash par value, or to convert the bond into a specified number of shares of stock of the
same company.
Core equities generally refer to stocks of stable, blue-chip companies that represent the more conservative
part of an equity allocation.
Coupon is the interest rate stated on a bond when it is issued. The coupon is typically paid semiannually.
Delta refers to the sensitivity of the price of a convertible bond to changes in the price of the underlying stock.
Downside capture: The downside capture ratio measures a manager’s performance in down markets relative
to a particular benchmark. A down market is one in which the market’s quarterly (or monthly) return is less than
zero. For example, a ratio of 50% means that the portfolio’s value fell half as much as its benchmark index
during down markets.
Standard deviation measures the dispersion of data from the mean. Applied to a rate of return, standard
deviation is an indication of an investment’s volatility.
The Bloomberg Barclays U.S. Aggregate Bond Index represents securities that are SEC-registered,
taxable, and dollar denominated. The index covers the U.S. investment-grade, fixed-rate bond market, with
index components for government and corporate securities, mortgage pass-through securities, and assetbacked securities. Total return comprises price appreciation/depreciation and income as a percentage of the
original investment.
Bloomberg Barclays Index Information:
Source: Bloomberg Index Services Limited. BLOOMBERG® is a trademark and service mark of Bloomberg
Finance L.P. and its affiliates (collectively “Bloomberg”). BARCLAYS® is a trademark and service mark of
Barclays Bank Plc (collectively with its affiliates, “Barclays”), used under license. Bloomberg or Bloomberg’s
licensors, including Barclays, own all proprietary rights in the Bloomberg Barclays Indices. Neither Bloomberg
nor Barclays approves or endorses this material or guarantees the accuracy or completeness of any information
herein, or makes any warranty, express or implied, as to the results to be obtained therefrom and, to the
maximum extent allowed by law, neither shall have any liability or responsibility for injury or damages arising
in connection therewith.
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The Credit Suisse Leveraged Loan Index is designed to mirror the investable universe of the U.S. dollardenominated leveraged loan market.
The FTSE 10 Year Treasury Bond Index is a broad measure of the performance of the medium-term U.S.
Treasury securities.
The ICE BofA All U.S. Convertibles Index consists of convertible bonds traded in the U.S. dollar-denominated, investment- grade, and non-investment-grade convertible securities sold into the U.S. market and
publicly traded in the United States. The Index constituents are market value-weighted based on the convertible securities prices and outstanding shares, and the underlying index is rebalanced daily.
The ICE BofA All Convertibles, All Qualities Index contains issues that have a greater than $50 million
aggregate market value. The issues are U.S. dollar-denominated, sold into the U.S. market, and publicly traded
in the United States.
The ICE BofA U.S. High Yield Constrained Index is a rules-based index consisting of U.S. dollar-denominated, high- yield corporate bonds for sale in the U.S. The index is designed to provide a broad representation
of the U.S. dollar-denominated, high-yield corporate bond market. The index is a modified market valueweighted index with a cap on each issuer of 2%.
ICE BofA Index Information:
Source: ICE Data Indices, LLC (“ICE”), used with permission. ICE PERMITS USE OF THE ICE BofA INDICES AND
RELATED DATA ON AN “AS IS” BASIS, MAKES NO WARRANTIES REGARDING SAME, DOES NOT GUARANTEE THE
SUITABILITY, QUALITY, ACCURACY, TIMELINESS, AND/OR COMPLETENESS OF THE ICE BofA INDICES OR ANY DATA
INCLUDED IN, RELATED TO, OR DERIVED THEREFROM, ASSUMES NO LIABILITY IN CONNECTION WITH THE USE OF
THE FOREGOING, AND DOES NOT SPONSOR, ENDORSE, OR RECOMMEND LORD, ABBETT & CO. LLC., OR ANY OF
ITS PRODUCTS OR SERVICES.
The Russell 2000® Index measures the performance of the 2,000 smallest companies in the Russell 3000
Index, which represents approximately 10% of the total market capitalization of the Russell 3000 Index.
The S&P 500® Index is widely regarded as the standard for measuring large cap U.S. stock market performance and includes a representative sample of leading companies in leading industries.
Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are not available for direct investment.
The information provided is not directed at any investor or category of investors and is provided solely as
general information about Lord Abbett’s products and services and to otherwise provide general investment
education. None of the information provided should be regarded as a suggestion to engage in or refrain from
any investment-related course of action as neither Lord Abbett nor its affiliates are undertaking to provide
impartial investment advice, act as an impartial adviser, or give advice in a fiduciary capacity. If you are an
individual retirement investor, contact your financial advisor or other fiduciary about whether any given investment idea, strategy, product or service may be appropriate for your circumstances.
The opinions in Market View are as of the date of publication, are subject to change based on subsequent developments, and may not reflect the views of the firm as a whole. The material is not intended to be relied upon as a forecast,
research, or investment advice, is not a recommendation or offer to buy or sell any securities or to adopt any investment
strategy, and is not intended to predict or depict the performance of any investment. Readers should not assume that
investments in companies, securities, sectors, and/or markets described were or will be profitable. Investing involves
risk, including possible loss of principal. This document is prepared based on the information Lord Abbett deems
reliable; however, Lord Abbett does not warrant the accuracy and completeness of the information. Investors should
consult with a financial advisor prior to making an investment decision.

Investors should carefully consider the investment objectives, risks, charges, and expenses of the Lord Abbett funds. This and other important information is
contained in each fund’s summary prospectus and/or prospectus. To obtain a prospectus or summary prospectus on any Lord Abbett mutual fund, contact your
investment professional or Lord Abbett Distributor LLC at 888-522-2388, or visit us at lordabbett.com. Read the prospectus carefully before you invest.
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