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The outlook for convertible bonds

Convertible bonds are likely to post positive
returns over the next 12 months as equity
markets keep recovering in fits and starts
and as liquidity, which evaporated from the
convertibles market after the collapse of
Lehman Brothers, continues to return.

A convertible is a corporate bond that can be
exchanged, at the option of the holder, for a
specific number of shares in the company. In short,
convertibles are a hybrid between a corporate
bond and an equity. Consequently, around two
thirds of their returns can be explained by the
direction of equity markets and the direction of
corporate bond yields. Typically, when equity
markets rally, convertibles rise in value, because the
option to convert to equity becomes more
valuable; when equities fall, convertibles tend to
decline in value. As yields on corporate bonds fall,
convertibles generally rise in value, and vice versa.
Of these two factors, the direction of the equity
market has much the stronger influence. Indeed,
convertibles’ correlation with equities tends to
increase to close to one during equity bear markets
as liquidity evaporates and fear dominates all asset
prices. Like equities, convertibles fell sharply in
value after Lehman Brothers collapsed last autumn.

There is a clear link between the performance of
convertibles and the economic cycle. In and around
US recessions, convertibles deliver negative returns
in absolute terms, but they outperform equities,
which fall in value further than convertibles. The
bond element of the convertible offers some
protection but is not enough to shield them fully
against the fall in value of their embedded option to
convert. Indeed, convertibles do not offer as much
protection during recessions as pure corporate
bonds, let alone government bonds.

In periods when the economy is growing,
convertibles usually deliver stronger positive
returns than pure corporate bonds, but they lag
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behind rising equity markets, with which they have
a beta of 0.22 — in other words, when equity
markets return 10%, convertibles on average
return 2.2%. There is some evidence that, in the
early stages of an economic recovery, convertibles
can sometimes outperform both corporate bonds
and equities. Yet, as the recovery becomes more
established, equities tend to deliver superior
returns.

Having a good handle on what tends to drive the
absolute and relative performance of convertible
bonds allows us to form an educated view of their
prospects for the year ahead. We expect equity
markets to deliver positive returns over the next
12 months. Given that the main driver of returns
from convertible bonds is the direction of the
equity market, we also expect convertibles to post
positive returns over the same period, although
their returns would be lower than those from
equities. This expectation is reinforced by the fact
that convertible bonds were hit particularly hard as
liquidity dried up after the collapse of Lehman
Brothers. The continuing process by which liquidity
is returning to markets should be beneficial for
convertible bonds.
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England No. 36695. Registered office: 440 Strand, London WC2R 0QS.

The value of investments, and the income from them, can go down as well as up, and you may not recover the amount of your
original investment. Past performance should not be taken as a guide to future performance. Where an investment involves
exposure to a foreign currency, changes in rates of exchange may cause the value of the investment, and the income from it, to
go up or down.

The information in this document is not intended as an offer or solicitation to buy or sell securities or any other investment or
banking product, nor does it constitute a personal recommendation. The information is believed to be correct but cannot be
guaranteed. Any opinion or forecast constitutes our judgement as at the date of issue and is subject to change without notice.
Any Coutts company, or a connected company, its clients and officers may have a position or engage in transactions in any of
the securities mentioned.

The analysis contained in this document has been procured, and may have been acted upon, by Coutts & Co and connected
companies for their own purposes, and the results are being made available to you on this understanding. To the extent
permitted by law and without being inconsistent with any applicable regulation, neither Coutts & Co nor any connected
company accepts responsibility for any direct or indirect or consequential loss suffered by you or any other person as a result of
your acting, or deciding not to act, in reliance upon such analysis.

Not all products and services offered by the individual Coutts companies are available in all jurisdictions, and some products and
services may be available only through particular Coutts companies.

None of the overseas Coutts companies or offices is an Authorised Person subject to the rules and regulations made under the
Financial Services and Markets Act 2000 for the protection of investors and depositors, and compensation under the Financial
Services Compensation Scheme will not be available in respect of business transacted with them.



