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Convertibles: Time to Kick the Tires?
Amid concerns about rising interest rates and extended stock-market valuations, investors may 
wish to consider an asset class that historically has delivered equity-like returns with less volatility.
by Brian Arsenault, Investment Strategist, Leveraged Credit
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Auto enthusiasts know that you get the best of 
both worlds with a convertible. Flip the top down 
and enjoy a beautiful day; push a button and you are 
well protected when the weather turns inclement. 

You could make a similar statement about the 
convertible bond market. Over the years, it has al-
lowed investors to participate in the upside of equity 
rallies, while also providing downside protection 
when the markets become more volatile. In the 
current environment, it also offers a more attractive 
income stream than the equity markets.

In this report, we will give a quick review of the 
convertible bond market, drill down on its compo-
nent sectors, and summarize our view of the merits 
of investing in the asset class. We believe that now is 
a fortuitous moment to revisit the convertible bond 
market, as we encounter clients who are concerned 
by both the prospect of a further increase in interest 
rates and equity market valuations that are becoming 
increasingly stretched.

CONVERTIBLES 101
In the context of the global financial markets, con-

vertible bonds are a relatively small asset class. Based 
on BofA Merrill Lynch index data (as of March 15, 
2017), the global convertible benchmark index (repre-
sented by the BofA Merrill Lynch Global Convertible 
Index) had a market cap of $346 billion, with the U.S. 
benchmark (represented by the BofA Merrill Lynch 
Global Convertible Index) sized at $183 billion. Thus, 
many investors may not be familiar with the asset class, 
so a quick review might be helpful. In short, a convert-
ible bond is a corporate bond (with a coupon and fixed 
maturity date) that may convert into common stock 
of the issuing company at some point in the future. 
This, of course, assumes that the bondholder elects to 
convert his or her security into equity, rather than cash. 

The number of shares each bond can convert into and 
the conversion price are set at the time of issuance. 

Companies tend to issue convertibles for a few 
reasons. First, since convertibles may be providing 
the investor with an ownership stake in the future, 
the bonds often will carry a lower coupon than a 
traditional corporate debt issue. The convertible 
bond market also may afford market access to issu-
ers during periods of stress, when it may be difficult 
to access the conventional corporate debt market. It 
also allows a company to set a higher price to issue 
equity at some point in the future. 

Issuers also may come to market with a convertible 
preferred structure if they are engaged in a signifi-
cant transaction, such as an acquisition of another 
company. The convertible preferred issue has slight 
differences compared to a convertible bond (i.e., for 
common stock) transaction, but most important  
for the issuer, these securities often are accounted for 
as equity on the company’s balance sheet instead of 
debt. This allows the company to maintain a higher 
credit rating than if it had financed the transaction 
exclusively with debt.

Last, convertible bonds can be favorable to an 
issuer from a tax perspective. Under the current U.S. 
tax code, interest payments on debt typically are tax 
deductible, whereas dividends come from aftertax 
profit,1 so from a tax perspective, convertible debt 
securities are preferable to issuing equity.

Given the historically low interest rates we have 
seen in the aftermath of the 2008–09 financial crisis, 
convertible debt issuance over the last few years has 
come nowhere near the pre-crisis highs of 2001 or 
even 2007. (See Chart 1.) Issuers were easily able 
to tap the markets and pay microscopic coupons 
of 1–2% without having to give up a piece of the 

CHART 1. U.S. CONVERTIBLE BOND ISSUANCE REMAINS WELL BELOW PRE-FINANCIAL CRISIS LEVELS
Annual issuance ($ in millions), 1998–2016
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Source: BofA Merrill Lynch Global Research.
Past performance is no guarantee of future results. For illustrative purposes only and does not represent any specific portfolio managed by Lord Abbett 
or any particular investment



company. With interest rates forecast to push higher 
in 2017 and the years to come, we would expect to see 
convertible issuance increase.

RETURN PROFILE/INVESTMENT CASE
Now that we have the review out of the way, we can 

approach the key question: What’s in it for an investor 
to own convertibles? In short, over the past 15 years, 
you would have received returns very close to those of 
the S&P 500® Index—with about 80% of the volatility. 
(See Chart 2.) In addition, during periods of volatility, 
the convertible bond market has experienced much 

smaller drawdowns than the underlying equities of 
issuers in the market. (See Chart 3.) As you can see in 
the quarterly return data in Chart 3, convertibles may 
not have captured all the upside in rallying equity mar-
kets, but they have mitigated the losses to the down-
side. In fact, over the last five years, convertible bonds 
have captured 70% of the upside and only 43% of the 
downside of the underlying equities. For investors, this 
historical performance underscores the “best of both 
worlds” aspect of convertibles we spoke of above. The 
convertibles index—which had a yield of 3.11%, as of 
February 28—also provided a more attractive income 
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CHART 2. CONVERTIBLE BONDS HISTORICALLY HAVE DELIVERED EQUITY-LIKE RETURNS WITH LESS VOLATILITY
Quarterly returns and standard deviation of quarterly returns, January 2002–December 2016
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CHART 3. HOW HAVE CONVERTIBLES’ RETURNS STACKED UP AGAINST THEIR UNDERLYING EQUITIES?
Quarterly returns for the BofA Merrill Lynch U.S. Convertible Index and underlying equities of index issuers,  
first quarter 2012–fourth quarter 2016
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stream than the underlying equities (1.45%) and the 
S&P 500 (2.06%). 

How does this happen? First, there is a “bond floor” 
that will support the valuation of a convertible issue if 
the price of the equity deteriorates significantly. At the 
end of the day, a convertible note is still a bond with 
a coupon and set maturity date, so as the stock moves 
out of the money, investors will start to evaluate the in-
strument based upon its underlying credit fundamen-
tals. Within a convertible bond, there is an “option” to 
convert that bond into equity at a predetermined price 
and date. When the volatility of a stock increases, that 
option becomes more valuable. In a declining market, 
the option becomes further “out of the money,” but 
the volatility increases the value of the option, which 
offsets some of the decline in the convertible bond 
relative to the underlying equity.

UNDER THE HOOD
Another question an investor may ask is, what am 

I buying when I invest in convertible bonds? Since 
convertibles are not on the radar for many investors, it 
might help to take a closer look at the composition of 
the market. (See Chart 4.) On a market-value basis, a 
little more than one-third of the U.S. convertible bond 
market falls within the technology sector. Within the 
tech sector, meaningful subsectors include software/
services, equipment manufacturers, and network ser-
vice providers. Health care and financials are the two 
other most meaningful sectors, each accounting for a 
bit more than 15% of the market.

Health care and technology have always represented 
significant portions of the convertible bond market 
for a few reasons. First, these are two sectors of the 
economy that have seen constant growth, innovation, 
and the creation of new companies in recent years. 
These newer companies often may not yet be ready for 
financing via the leveraged loan or high-yield markets, 
but they may follow up an initial public offering with 
a convertible debt issue a few months afterward. The 

growth and risk profiles for many of these issuers do 
make them much better candidates for equity-like 
investments than credit. 

While financials are a meaningful portion of the in-
dex on a market-value basis, they do not provide much 
equity sensitivity. Most of these instruments are bank 
convertible preferred securities that were issued prior 
to the financial crisis, with the current equity price 
way out of the money relative to the conversion price 
at the time of issuance.

When we examine the underlying issuers by market 
cap, we find that about 60% of the market is large-cap 
issuers and 30% mid cap, with small caps sitting at just 
less than 10%. These weightings have been relatively 
consistent over the last several years.

HITTING THE ROAD
We hope we have provided enough evidence to con-

vince you of the merits of considering allocating a por-
tion of your portfolio to the convertible bond market. 
In an environment where many investors are grudgingly 
buying into a rising equity market, despite concerns 
about valuations, the return profile of the convertible 
bond market, we believe, warrants consideration. It’s 
quite surprising to us, however, that convertibles are so 
underrepresented in client portfolios, considering the 
fact that the market has been in existence for more than 
100 years. In the late 1800s, for example, convertibles 
helped finance the expansion of railroads, a key cog in 
the development of the modern U.S. economy. 

Fortunately, we at Lord Abbett have been investing in 
the convertible bond market for almost 50 years as part 
of our history with leveraged credit. This experience and 
our well-resourced team of investment professionals al-
low us, we believe, to continue capitalizing on the oppor-
tunities that the convertible bond market potentially can 
offer in the months and years to come. We believe that 
investors searching for an asset class that historically has 
delivered equity-like returns with reduced risk potential 
may find convertibles a vehicle worth considering. 

CHART 4. TECHNOLOGY, FINANCIALS, AND HEALTH CARE HAVE DOMINATED THE U.S. CONVERTIBLES MARKET
Sector breakdown by market value of the BofA Merrill Lynch U.S. Convertible Index, as of January 31, 2017
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IMPORTANT INFORMATION
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 securities 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 recog-
nize 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 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.
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 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. 
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 THERE-
FROM, 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 credit quality of the securities in a portfolio is assigned by a nationally recognized statistical rating organization (NRSRO) such as Standard & Poor’s, Moody’s, or Fitch, as an indication of an issuer’s credit-
worthiness. Ratings range from ‘AAA’ (highest) to ‘D’ (lowest). Bonds rated ‘BBB’ or above are considered investment grade. Credit ratings ‘BB’ and below are lower-rated securities. High yielding, non-invest-
ment-grade bonds involve higher risks than investment-grade bonds. Adverse conditions may affect the issuer’s ability to pay interest and principal on these securities.
The opinions in the preceding commentary are as of the date of publication and are subject to change. Additionally, the opinions may not represent the opinions of the firm as a whole. The document is not intended for use 
as forecast, research or investment advice concerning any particular investment or the markets in general, and it is not intended to be legal advice or tax advice. This document is prepared based on information Lord Abbett 
deems reliable; however, Lord Abbett does not warrant the accuracy and completeness of the information.
This material is provided for general and educational purposes only and is not intended to provide legal or tax advice. Investment decisions should always be made based on an investor’s specific financial 
needs, objectives, goals, time horizon, and risk tolerance. The charts provided are for illustrative purposes only, do not represent the performance of any specific portfolio managed by Lord Abbett, and are not 
indicative of any specific investment. Lord Abbett does not determine an investor’s investment objectives or risk tolerance. These matters, including the selection of suitable investments, should be made with 
a financial advisor; investors should consult their financial advisor for help selecting the appropriate investment, based on an evaluation of your investment objectives, and risk tolerance.
Investors should carefully consider the investment objectives, risks, charges and expenses of the Lord Abbett Funds. This and other important information is contained 
in the fund’s summary prospectus and/or prospectus. To obtain a prospectus or summary prospectus on any Lord Abbett mutual fund, you can click here or contact 
your investment professional or Lord Abbett Distributor LLC at 888-522-2388. Read the prospectus carefully before you invest or send money.
The information provided herein is not directed at any investor or category of investors and is provided solely as general information about our products and services and to otherwise provide general investment 
education. No information contained herein should be regarded as a suggestion to engage in or refrain from any investment-related course of action as Lord, Abbett & Co LLC (and its affiliates, “Lord Abbett”) 
is not undertaking to provide impartial investment advice, act as an impartial adviser, or give advice in a fiduciary capacity with respect to the materials presented herein. If you are an individual retirement 
investor, contact your financial advisor or other non-Lord Abbett fiduciary about whether any given investment idea, strategy, product, or service described herein may be appropriate for your circumstances.
Copyright © 2017 by Lord, Abbett & Co. LLC. All rights reserved. Lord Abbett mutual funds are distributed by Lord Abbett Distributor LLC. For U.S. residents only.

WHT-ARSENAULT 
(03/24/17)For more information, visit us at lordabbett.com.

1  ”Overview of the Tax Treatment of Corporate Debt and Equity,” U.S. Senate Committee on Finance, May 24, 2016.


