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Market view
Bonds ThaT hav e d el iv ered equiT y-l ik e  

reTurn s wiT h l ess risk 
High-yield bonds and convertibles compare favorably with stocks over the long run.

CharT 1. high-yield Bonds or ConverTiBles ouT-
perforM invesTMenT-grade Bonds 93% of The TiMe
OutperfOrMance Over rOlling 10-year periOds,  
January 1, 1988–March 31, 2014

CharT 2. high-yield and ConverTiBle Bonds CoM-
pare favoraBly wiTh sToCks on risk and reTurn
average annual returns and standard deviatiOns,  
January 1, 1988–april 30, 2014

source: Morningstar.
investment-grade bonds (intermediate-term) are represented by the Barclays 
u.s. aggregate Bond index. high-yield bonds are represented by the Barclays u.s. 
high yield index. convertibles bonds are represented by the Bofa Merrill lynch all 
convertibles all Qualities index.

source: Morningstar.
return is represented by the average annual return. risk is represented by  
standard deviation.
high-yield corporate bonds are represented by the Barclays u.s. high yield index. 
convertible bonds are represented by the Bofa Merrill lynch all convertibles all 
Qualities index. equities are represented by the s&p 500 index.

Past performance is not a reliable indicator or a guarantee of future results. The historical data shown in the chart above are for illustrative purposes only and do not represent any specific Lord Abbett mutual fund, or 
any particular investment, and are not intended to predict or depict future results. Investors may experience different results. Due to market volatility, the market may not perform in a similar manner in the future. High-yield 
securities carry increased risks of price volatility, illiquidity, and the possibility of loss in the timely payment of interest and principal. Stock prices fluctuate, sometimes rapidly and dramatically, due to factors affecting indi-
vidual companies, particular industries or sectors, or general market conditions. High-yielding, non-investment-grade bonds (junk bonds) involve higher risks than investment-grade bonds. Adverse conditions may affect 
the issuer’s ability to pay interest and principal on these securities. Convertible securities have both equity and fixed-income risk characteristics. Indexes are unmanaged, do not reflect the deduction of fees or expenses, 
and are not available for direct investment. The value of investments in equity securities will fluctuate in response to general economic conditions and to changes in the prospects of particular companies, including market, 
liquidity, currency, and political risks. The value of investments in fixed-income securities will change as interest rates fluctuate and in response to market movements. Generally, when interest rates rise, fixed-income prices 
fall, and when interest rates fall, fixed-income prices generally rise.

the improvement of growth in the united states, which prompted 
the federal reserve to taper its monthly bond purchases, will likely 
support both lower-quality bonds and convertibles in 2014. this is good 
news for investors who are concerned about the effect of rising interest 
rates on the bond market but who may still be somewhat wary of stocks. 

as chart 1 shows, over rolling 10-year periods between January 
1, 1988, and March 31, 2014, convertibles and high-yield bonds have 
outperformed investment-grade bonds 93% of the time. 

as chart 2 shows, high-yield bonds and convertibles historically 
have generated returns that are comparable to those of the stock 
market. the risks, as measured by standard deviation, however, are 
notably less.

investors may be concerned about the prospects of rising interest 
rates and their effect on these alternatives. the fed’s return to a 
less accommodative monetary policy seems certain to push interest 
rates higher, especially on those securities that it will no longer 

purchase, namely agency mortgage-backed securities and longer-
dated treasuries. in 2013, the mere anticipation of tapering pushed 
longer-term u.s. treasury yields higher and, subsequently, produced 
negative returns among traditional high-quality bond havens.

as for the impact of higher interest rates on high-yield bonds, in 
a previous Market View we examined why the spread between the 
yield on high-yield bonds and that on u.s. treasuries is below the 
long-term average, and why it may stay that way for some time. we 
noted that spreads typically rise in anticipation of increasing defaults 
and that indications are that default rates will remain low through 
the end of 2015.

why are default rates likely to stay low? companies have refi-
nanced their borrowings at lower interest rates. this means decreased 
interest costs for the company because the payments it has to make 
on its debt are smaller. the relief from higher interest costs could 
also free up cash for capital spending to boost revenue growth. 
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More important, it could make these companies better able to with-
stand economic downturns.

an additional effect of the refinancing push is that the maturity 
dates on much of the debt have been extended into the future.  with 
more time until their debt is due and lower interest expense in the 
interim, high-yield issuers are much better positioned to meet their 
debt obligations. therefore, default rates should remain low. 

as a result of all the factors we’ve listed here, yield spreads on 
high-yield bonds relative to treasuries could remain below average 
for a continued period of time, and supply and demand factors could 
create a continued positive environment for high yield. this could give 
investors the opportunity for attractive income, with the additional 
prospect of total return.

“while lower-quality bonds, because of their economic sensitiv-
ity, should perform relatively well as the fed tapers, convertibles 
offer perhaps an even more interesting alternative,” said Zane 
Brown, lord abbett partner and fixed income strategist. “convert-
ibles may provide relatively attractive income while enabling  
participation in rising equity markets. and, historically, they have 
provided some downside protection during periods of declining 
stock prices.” [There is no guarantee, however, that they will continue 
to do so in the future.] 

if fed tapering is dependent on better economic growth, that 
growth could enhance corporate earnings and promote respectable 
equity returns. Bonds that are convertible into equities tend to  
participate in that equity movement, depending on the proximity of 
the price of the underlying stock to the strike price of the convertible. 

when equity prices decline, so will those of related convertible 
issues, though probably not as significantly as one may think. at 
some point, the bond characteristics of the convertible kick in, and 
the price stops falling when the convertible becomes attractive as  
a pure bond. indeed, the traditional return profile of convertible 
securities indicates that while they might capture approximately 
70% of an upswing in the underlying equities, they might participate 
in only about 40% of a decline in the underlying equities.

this could mean that investors who would like to increase equity 
holdings, but are fearful of a market decline, might consider con-
vertible bonds as a less volatile strategy to gain equity exposure. 
Other equity investors who want to protect their downside risk, yet 
are fearful of missing out on additional upside moves in the market, 
may also select convertible bonds as a less volatile substitute for 
current equity holdings. 

IMPORTANT INFORMATION

A Note about Risk: The value of investments in equity securities will fluctuate in response to general economic conditions and to changes in the prospects of particular companies and/or sectors in the economy. The value 
of investments in fixed-income securities will change as interest rates fluctuate and in response to market movements. As interest rates fall, the prices of debt securities tend to rise, and as interest rates rise, the prices of 
debt securities tend to fall. Investments in high-yield securities (sometimes called junk bonds) carry increased risks of price volatility, illiquidity, and the possibility of default in the timely payment of interest and principal. 
Bonds may also be subject to other types of risk, such as call, credit, liquidity, interest-rate, and general market risks. Longer-term debt securities are usually more sensitive to interest-rate changes. The longer the maturity 
date of a security, the greater the effect a change in interest rates is likely to have on its price. Convertible securities have both equity and fixed-income risk characteristics. Like all fixed-income securities, the value of 
convertible securities is susceptible to the risk of market losses attributable to changes in interest rates. Generally, the market value of convertible securities tends to decline as interest rates increase and, conversely, to 
increase as interest rates decline.

No investing strategy can overcome all market volatility or guarantee future results.

Treasuries are debt securities issued by the U.S. government and secured by its full faith and credit. Income from Treasury securities is exempt from state and local taxes. Although U.S. government securities are guaranteed 
as to payments of interest and principal, their market prices are not guaranteed and will fluctuate in response to market movements.

Spread is the difference in yield between two different investments.

A basis point is one one-hundredth of a percentage point.

Yield is the annual interest received from a bond and is typically expressed as a percentage of the bond’s market price.

Strike price refers to the price at which a specific derivative contract can be exercised. For convertible securities, this refers to the agreed-upon price at which a bondholder may convert his or her creditor position to that of 
an equity holder.

Standard deviation is statistical measure of dispersion. It expresses the amount of dispersion of data around an average. This measure is also used to quantify the volatility of an investment’s returns.

The Barclays U.S. High Yield Index covers the universe of fixed rate, non-investment-grade debt. Eurobonds and debt issues from countries designated as emerging markets (sovereign rating of Baa1/BBB+/BBB+ and 
below using the middle of Moody’s, Standard & Poor’s, and Fitch) are excluded, but Canadian and global bonds (SEC registered) of issuers in non–emerging market countries are included. Original issue zeroes, step-up coupon 
structures, 144-As and pay-in-kind bonds (PIKs, as of October 1, 2009) are also included.

The Barclays U.S. Aggregate Bond Index is an unmanaged index composed of securities from the Barclays Government/Corporate Bond Index, Mortgage-Backed Securities Index, and Asset-Backed Securities Index. Total 
return comprises price appreciation/depreciation and income as a percentage of the original investment. Indexes are rebalanced monthly by market capitalization.

The BofA Merrill Lynch 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 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 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 before making an investment decision.
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