
MARKET VIEW
CONVERTIBLE BONDS CAN PLAY A VALUABLE ROLE IN A PORTFOLIO

Investors looking for income plus equity-like returns, but with lower volatility, 
may be surprised at the unique return profile and diversification benefits of convertibles. 

TUESDAY, MAY 30, 2017

Investors face a number of challenges and trade-offs when con-
structing a portfolio to meet their long-term goals. Many are looking 
for income, but are struggling to find it in the current low-yield envi-
ronment. At the same time, they fear the impact that rising rates 
may have on their fixed-income portfolios. Others need long-term 
growth that the equity market historically has provided, yet are con-
cerned about potential volatility and are hesitant to increase risk in 
order to reach their return targets.

To address some of the challenges of today’s market, convertible 
bonds may merit closer inspection. As we previously indicated, con-
vertibles are a relatively small asset class. Since they do not fit neatly 
into any one “style box,” many investors are unsure how convertibles 
may fit into a portfolio.

A BRIEF REVIEW
In short, a convertible bond is a corporate bond (with a coupon 

and fixed-maturity date) with an option that allows the holder to 

convert the bond into the common stock of the issuing company at 
some point in the future. The number of shares into which each bond 
can be converted and the conversion price are set at the time of 
issuance. While there are many different types of convertible bond 
structures, they generally exhibit characteristics of both equity and 
fixed-income securities. Depending on valuations and market condi-
tions, a convertible may act more like a stock or more like a bond at 
any given time.  

Since convertibles can be exchanged for equity, they offer the 
potential to participate in the upside of a rising equity. However, if the 
underlying equity does not increase in value, 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. This unique structure—which allows potentially 
for participation in a rising equity market, but protection when equity 
markets are declining—has led to attractive risk-adjusted returns 
over the long term. 
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Source: Zephyr.  *As represented by the BofA Merrill Lynch U.S. Convertibles Index. **As represented by the S&P 500 Index. 
The historical data shown are for illustrative purposes only and do not represent any specific portfolio managed by Lord Abbett or any particular investment.

CHART 1. CONVERTIBLE BONDS HISTORICALLY HAVE OFFERED EQUITY-LIKE RETURNS WITH LOWER VOLATILITY
(05/01/1997 – 04/30/2017)

Risk (Standard Deviation %)

RETURN STANDARD DEVIATION SHARPE RATIO

Convertible Bonds* 7.8% 12.8% 0.44

Stocks** 7.6% 15.2% 0.36
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BENEFITS TO INVESTORS
Here are a few reasons to consider an allocation to convertible 

bonds:

1. Income—On April 30, 2017, the U.S. convertible bond market (as 
represented by the BofA Merrill Lynch U.S. Convertible Index) 
offered a yield of 3.0%—a 50% yield advantage over the dividend 
yield of the S&P 500® Index—making convertibles an attractive 
alternative for investors looking for income through dividend-
paying stocks.

2. Equity-like returns, with lower volatility—Over the long term, U.S. 
convertible bonds have generated similar returns to the U.S. 
equity market, but have done so with lower volatility, resulting in 
higher risk-adjusted returns (as measured by the Sharpe ratio) 
over the trailing 10-, 15-, and 20-year periods. In fact, as illus-
trated in Chart 1, over the 20-year period ended April 30, 2017, 
the convertible index has generated slightly higher returns than 
the S&P 500, but with 15% lower volatility. This risk-return profile 

should make convertibles attractive to investors who need the 
growth potential of the equity market, but want to reduce their 
exposure to equity market volatility.

3. Performance during periods of rising rates—Income investors tra-
ditionally have looked to the bond market, but the potential for a 
rising-rate environment and the risks that such an environment 
may pose to a bond portfolio has kept many bond buyers on edge. 
But as we have pointed out before, there are many parts of the 
bond market that historically have fared well in the face of rising 
U.S. Treasury rates, namely short-term corporate bonds, float-
ing-rate bank loans, and high-yield bonds. Equity-related securi-
ties such as U.S. convertible bonds also have fared well, generat-
ing positive returns in seven of the past eight periods that 10-year 
Treasury yields rose by 100 basis points or more, as illustrated in 
Table 1. In fact, a review of the average returns over these eight 
periods will indicate that convertibles had the highest average 
return of any of the asset classes listed here.

TABLE1.U.S. CONVERTIBLE BONDS HAVE OFFERED STRONG RETURNS DURING PERIODS OF RISING RATES
PERIODS OF GREATER THAN 100 BASIS-POINT RISE IN THE 10-YEAR U.S. TREASURY YIELD. MONTH-END RETURNS, ANNUALIZED

Period
10-Year  

U.S.  
Treasury1

U.S. 
Investment-

Grade Bonds2

IG Corporate 
Floating Rate 

Notes3

Short-Term 
Corporates4

Floating-Rate 
Loans5

High-Yield 
Bonds6

Convertible 
Bonds7 Stocks8

09/30/1993-
11/30/1994

-8.9% -3.0% - 2.1% 11.3% 1.2% -2.7% 1.8%

01/31/1996-
08/31/1996

-6.0% -1.8% - 1.7% 4.8% 3.1% 5.4% 3.9%

09/30/1998-
01/31/2000

-7.7% -0.6% - 4.2% 4.9% 3.7% 41.4% 28.3%

06/30/2005-
06/30/2006

-5.8% -0.8% 4.6% 2.3% 6.7% 4.7% 9.4% 8.6%

12/31/2008-
12/31/2009

-9.9% 5.9% 8.8% 21.3% 44.9% 57.5% 49.1% 26.5%

08/31/2010-
03/31/2011

-6.1% -0.8% 1.6% 2.3% 7.4% 10.3% 19.2% 27.8%

07/31/2012-
12/31/2013

-6.2% -1.1% 1.8% 3.2% 7.0% 9.5% 22.9% 25.7%

06/30/2016–
12/31/2016

-7.5% -2.5% 1.2% 0.6% 5.4% 7.5% 8.3% 8.1%

Average -7.26% -0.59% 3.60% 4.71% 11.55% 12.19% 19.13% 16.34%

Source: Morningstar. The historical data shown are for illustrative purposes only and do not represent any specific portfolio managed by Lord Abbett or any particular investment.
1Citigroup 10-Year Treasury Index. 2Bloomberg Barclays U.S. Aggregate Bond Index. 3Bloomberg Barclays U.S. Floating Rate Note Index. 4BofA Merrill Lynch U.S. Corporate BBB-Rated 1-3 Year Index. 5Credit Suisse Leveraged Loan Index. 
6BofA Merrill Lynch High Yield Master II Index. 7BofA Merrill Lynch All Convertibles Index. 8S&P 500 Index.
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4. Portfolio diversification—As one may surmise from the data in 
Table 2, U.S. convertible bonds historically have had negative 
correlation with U.S. Treasury bonds and zero correlation with 
the representative Bloomberg Barclays U.S. Aggregate Bond 
Index. Adding convertibles to an investment-grade bond portfolio 
provides diversification benefits, while lowering the interest-rate 
sensitivity of the overall portfolio. Convertibles do, however, have 
positive correlation with equities, though they are not perfectly 
correlated: over the long term, adding convertibles would have 
increased total returns, while lowering volatility versus a pure 
equity portfolio. 

In addition, adding convertibles to an equity portfolio may 
broaden exposure to parts of the equity market that may be under-
represented in an investor’s portfolio. This is especially true of many 
dividend-focused equity strategies that tend to have a larger-cap, 
value tilt. Although the convertible market is represented by compa-

nies of all market capitalizations, convertibles have a heavier 
weighting to small- and mid-cap companies than most dividend 
strategies. Approximately one-third of the market value of the BofA 
Merrill Lynch U.S. Convertible Index is comprised of companies with 
a market cap of less than $5 billion; when measured by issuer, the 
number of companies below $5 billion jumps to more than two-
thirds of the index. With a current yield that is more than double the 
dividend yield of the Russell 2000® Index, U.S. convertible bonds 
may provide an attractive source of income, while providing exposure 
to the growth potential of smaller companies that typically do not 
have high dividends. 

With significant allocations to growth-oriented sectors such as 
technology and health care, a convertible strategy may be an attrac-
tive complement to a traditional dividend strategy focused on large- 
and mega-cap value stocks.

TABLE 2. A LOW OR NEGATIVE CORRELATION WITH BONDS PROVIDES DIVERSIFICATION BENEFITS

Source: Zephyr. The historical data shown are for illustrative purposes only and do not represent any specific portfolio managed by Lord Abbett or any particular investment.

TRAILING 20 YEARS (AS OF 04/30/2017 CORRELATION

S&P 500 Index 0.8

Bloomberg Barclays U.S. Aggregate Bond Index 0.0

Bloomberg Barclays U.S. Government Bond Index -0.2

CHART 2: CONVERTIBLES MAY OFFER AN INCOME ADVANTAGE OVER STOCKS
(DATA AS OF 4/30/2017)

Sources: BofA Merrill Lynch, Standard & Poor’s, and Russell. The historical data shown are for illustrative purposes only and do not represent any specific portfolio managed by Lord Abbett or any particular investment.
Convertibles are represented by the BofA Merrill Lynch U.S. Convertibles Index.  Large caps are represented by the S&P 500 Index.  Mid-cap stocks are represented by the Russell Midcap® Index.  Small-cap stocks are represented by  
the Russell 2000® Index.
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IMPORTANT INFORMATION
There is no guarantee that markets will perform in a similar manner under similar conditions in the future.

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. 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, the prices of debt securities fall, and when interest rates fall, prices generally rise. Bonds may also be subject to other types of risk, such as call, credit, 
liquidity, interest-rate, and general market risks. 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. 
Moreover, the specific collateral used to secure a loan may decline in value or become illiquid, which would adversely affect the loan’s value. Longer-term debt securities are usually more sensitive to interest-rate changes; the 
longer the maturity of a security, the greater the effect a change in interest rates is likely to have on its price. Lower-rated bonds may be subject to greater risk than higher-rated bonds. The value of investments in equity securi-
ties will fluctuate in response to general economic conditions and to changes in the prospects of particular companies and/or sectors in the economy. While growth stocks are subject to the daily ups and downs of the stock 
market, their long-term potential as well as their volatility can be substantial. Value investing involves the risk that the market may not recognize that securities are undervalued, and they may not appreciate as anticipated. 
Smaller companies tend to be more volatile and less liquid than larger companies. Small cap companies may also have more limited product lines, markets, or financial resources and typically experience a higher risk of failure 
than large cap companies. 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 Market View 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.

A basis point is a unit of measure used in finance to describe the percentage change in the value or rate of a financial instrument.  One basis point is equivalent to 0.01% (1/100th of a percent) or 0.0001 in decimal form.  

A bond coupon is a periodic interest payment that the bondholder receives during the time between when the bond is issued and when it matures.

A bond yield is the amount of return an investor will realize on a bond. Though several types of bond yields can be calculated, nominal yield is the most common. This is calculated by dividing the amount of interest paid by the 
face value.

The conversion price is the price per share at which a convertible security, such as corporate bonds or preferred shares, can be converted into common stock.  

The Sharpe ratio is a measure for calculating risk-adjusted return.  It is the average return earned in excess of the risk-free rate per unit of volatility or total risk.

Standard deviation is the measure of dispersion of a set of data from its mean.  It measures the absolute variability of a distribution; the higher the dispersion or variability, the greater is the standard deviation and the greater 
will be the magnitude of the deviation of the value from their mean. 

The BofA Merrill Lynch U.S. Convertible Index tracks the performance of publicly issued U.S. dollar-denominated convertible securities of U.S. companies. Qualifying securities must have at least $50 million face amount 
outstanding and at least one month remaining to the final conversion date.

The BofA Merrill Lynch 1-3 Year BBB U.S. Corporate Index is a subset of The BofA Merrill Lynch US Corporate Index including all securities with a remaining term to final maturity less than 3 years and rated BBB1 through 
BBB3, inclusive.

The BofA Merrill Lynch U.S. High Yield Master II Index tracks the performance of US dollar denominated below investment grade corporate debt publicly issued in the US domestic market. Qualifying securities must have a 
below investment grade rating (based on an average of Moody’s, S&P and Fitch), at least 18 months to final maturity at the time of issuance, at least one year remaining term to final maturity as of the rebalancing date, a fixed 
coupon schedule and a minimum amount outstanding of $100 million.

NAVIGATING THE MARKET

Significant resources are required to successfully navigate the 
unique characteristics of this asset class. Rigorous credit analysis 
of a company’s balance sheet, cash flow, and liquidity position is 
necessary to properly evaluate the fixed-income component of a 
convertible. Fundamental equity analysis must be done to identify 
undervalued companies with the potential for price appreciation in 
the underlying equity. And expertise in the convertible structure is 
needed in order to understand the value of the option to convert, 
and how changes in the price and volatility of the underlying stock 
will translate to the performance of the convertible. An experienced 
investment team with expertise in multiple areas (credit and equity 
research, convertible bond portfolio management, research, and 
trading) can take advantage of opportunities and mispricings that 
can frequently occur within the asset class. 

Moreover, given the nature of the asset class, an active manager 
can adjust the portfolio to adapt to the market environment, moving 
up or down in credit quality, rotating across sectors and market 
capitalizations, or modifying the portfolio’s equity sensitivity.

ROLE IN A PORTFOLIO

Although, as we said, convertibles do not fit neatly into a style 
box, they can, however, play a valuable role in a portfolio for inves-
tors who are looking to diversify a traditional bond portfolio, those 
who are seeking sources of income that may do well during periods 
of rising rates, or those who want to maintain exposure to the upside 
of the equity market, albeit with reduced volatility. The unique return 
profile and diversification benefits of convertibles also may present 
attractive opportunities for a flexible manager within a multi-sector 
bond or multi-asset-class portfolio.



INVESTMENT-LED. INVESTOR-FOCUSED.
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IMPORTANT INFORMATION CONTINUED
Source: Merrill Lynch, Pierce, Fenner & Smith Incorporated (“BofAML”), used with permission. BofAML PERMITS USE OF THE BofAML 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 BofAML INDICES OR ANY DATA INCLUDED IN, RELATED TO, OR DERIVED THEREFROM, ASSUMES NO LIABILITY IN CONNEC-
TION 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 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 asset-backed securities. Total return comprises price appreciation/depreciation and income as a percentage of the original investment. 

The Bloomberg Barclays U.S. Floating Rate Note Index measures the performance of investment-grade floating-rate notes.

The Bloomberg Barclays U.S. Government Bond Index is a market value-weighted index composed of all publicly issued, nonconvertible, domestic debt of the U.S. government or any agency thereof, quasi-federal corpora-
tions, or corporate debt guaranteed by the U.S. government. Flower bonds and pass-through issues are excluded. Total return consists of price appreciation/depreciation plus income as a percentage of the original investment. 
Indexes are rebalanced monthly by market capitalization.

The Citigroup 10-Year Treasury Bond Index is a broad measure of the performance of the medium-term U.S. Treasury securities.

The Credit Suisse Leverage Loan Index is designed to mirror the investable universe of the U.S. dollar-denominated leveraged loan market. 

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 Russell Midcap® Index measures the performance of the 800 smallest companies in the Russell 1000 Index, which represent approximately 31% of the total market capitalization of the Russell 1000 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. Read-
ers 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.

Copyright © 2017 by Lord, Abbett & Co. LLC/Lord Abbett Distributor LLC. All rights reserved.

Lord, Abbett & Co. LLC | 90 Hudson Street | Jersey City, NJ 07302-3973 | T 1.888.522.2388 | lordabbett.com
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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.

NOT FDIC INSURED-NO BANK GUARANTEE-MAY LOSE VALUE


