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Convertible bonds are a hybrid asset class offering both equity and credit exposure. In this piece, we review the technicalities of the
convertible bond asset class. We argue that convertible bonds are well positioned to benefit from continued moderate growth in the
euro area and accommodative monetary policy. Our bottom-up process which favours balanced risk-profiles and small and mid-cap
companies should help to extract value from the market.
The euro area economy returned to growth in mid-2013 after a prolonged double-dip recession. GDP is forecasted to expand at a
moderate 1.5 to 2%ya pace in the next two years (source: Natixis AM Economic Research). Unemployment rate has been trending
down since 2012 albeit considerable labor market slack remains in several countries. Fiscal imbalances have diminished as aggregate
public deficit decreased further to 1.5% of GDP last year (source: Natixis AM Economic Research). Monetary policy also played a role
in fostering a recovery in the euro area although inflation has yet to respond to stronger domestic demand. For this reason, ECB
monetary policy is likely to remain highly accommodative at least until 2019. Quantitative easing includes purchases of public-sector
and private-sector debt securities (covered bonds, asset-backed securities, non-bank corporate bonds). Improved growth conditions
have led to outperformance of growth-sensitive asset markets. Furthermore, retiring large quantities of low-yielding safe bonds from the
market provides incentives for investors to rebalance portfolios into higher-yielding and riskier securities. Rebalancing has indeed
benefitted equities, high yield and convertible bonds. Convertible bonds entail conditional exposure to equity markets. As economic
growth improves, convertible bonds will tend to outperform a broadly-diversified fixed income portfolio.
Convertible bond gives its holder the right to convert a bond into a predetermined amount of shares. Convertible bonds offer an
exposure to both credit and equity risk. This hybrid nature of convertible bonds makes them an appealing asset class in its own right.
Statistical studies show the interest of convertible bonds in comparison with other asset classes as well as the benefit of holding
convertible bonds in a credit portfolio for the purpose of diversification.
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-

As an asset class: When the underlying stock price is far above a predetermined conversion price, the convertible bond
behaves mostly like the stock because the conversion, as profitable, is likely. When the stock price is far below the conversion
price, the convertible bond behaves like a bond and is therefore exposed to credit risk and to a lesser extent to equity risk. In
the neighborhood of the conversion price, there is a balanced exposure of convertible bonds to credit and equity risk. The
passive investment in convertible bonds with a mixed profile therefore offers the possibility to gain future rises of the
underlying stock while limiting the downside risk thanks to the bond floor. The delta hedging of these convertible bonds with a
mixed profile and therefore a large gamma may also increase the profit in falling equity markets. The active management of
convertible bonds is also an efficient way to implement views on equities. Since the delta of a convertible bond quantifies its
exposure to the underlying stock, a market view can drive the selection of convertible bonds with appropriate delta. Moreover,
convertible bonds often embed additional options which can be relevant in active strategies. For example, some convertibles
bonds hold a put option, in particular when issued in Asia. This offers additional protection to the holder against downside risk.

-

Versus other asset classes: It has been shown that the statistical properties of convertible bonds make them a profitable
asset class in comparison with others. A standard indicator of risk-adjusted performance is the Sharpe ratio. On the long run,
Sharpe ratio is higher for convertible bonds than for equities but lower than for High Yield credit (see Table 1). Besides, an
indicator of forecastability shows that between 2006 and 2016, high yield credit is characterized by long-memory feature in
daily price returns, followed by convertible bonds and lastly equities. High forecastability makes active management of
convertible bonds quite relevant.

-

For diversifying a credit portfolio: As mentioned above, though convertible bonds are statistically well forecastable, high yield
bonds are even more forecastable. However, convertibles have an advantage over high yield: they are indeed not much
correlated with investment grade bonds (-8% at a one-day horizon, see Figure 1), whereas high yield bonds are close to the
investment grade market (30% correlation at a one-day horizon). This makes convertible bonds a more efficient way of
diversifying an investment grade portfolio.
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“Investing in global convertible bonds – stylized facts, pricing and strategies”, Natixis Asset Management, Research Paper 8.
Illustrations for the Sharpe ratio and the correlation are from this paper.
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Bloomberg Barclays Euro high yield index
Exane convertible Euro index
Stoxx Europe 600 index

Annual total
return

Annualized
volatility

Annual
Sharpe ratio

7.38%
3.83%
5.35%

5.65%
6.85%
20.05%

1.31
0.56
0.27

Source: Natixis AM, Bloomberg. Data as of 22.01.2016
The figures given refer to previous years. Past performance is not a reliable indicator of future performance

Table 1: Performance, risk and Sharpe ratio between 03.07.2005 and 22.01.2016 of investment grade, high yield, convertibles and
equities indexes.

Correlation comparison

Source: Natixis AM, Bloomberg. Data as of 31.03.2017

Figure 1: Correlation for convertible bonds vs IG credit (in light green), convertible bonds vs HY credit (in dark green), convertible
bonds vs equity (in purple) and HY vs IG (in grey), estimated between July 2005 and January 2016. The scale, in abscissa, indicates
the horizon of the returns. For example, for the scale 1 the plot shows the correlation of daily returns, for scale 2 the correlation of twoday returns.

Convertible bonds in the early of 2017: Implied volatility and equity appreciation potential
Nowadays, in a context of low interest rates, European convertible bond markets are supported by a flurry of new issues and attractive
valuation.
The implied volatility of the asset class fell in the first quarter of 2017, from 31% to 28% as of the end of March 2017. At this level of
implied volatility, European CB valuations are cheap in our opinion.
Evolution of the Convertibles bond Implied
Volatility over Q1 2017
(Barclay’s volatility index)

Source: CBInsight, Barclays Live. Data as of 31.03.2017
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The European primary market is off to a strong start of year in 2017 at EUR 7 billion as of end of March. As a reminder, 2016 was also
a dynamic year with EUR 25 billion new issues. It is essentially driven by issuance of large caps and blue chips companies with
investment grade ratings, low-coupon yields and delta (sensitivity to equity) less than 30%. So, in this environment, we pay particular
attention to equity and volatility levels. For instance, Michelin launched a bond with a 2022 maturity and a coupon of 0%. We have not
bought it on the primary market but on the secondary market after equity prices have adjusted lower.
Nonetheless, balanced profiles and yielding bonds continue to dominate European convertible bond markets. For instance, we
invested in Rallye/Casino 5.25% 2022, unrated with 35% delta and 5.25% coupon. The CB universe remains diversified across both
large cap and mid & small cap markets.
Rating breakdown
(CB capitalization-weighted)

Underlying market cap
breakdown

Delta breakdown
(CB market cap weighted)

(CB capitalization-weighted)

Equity
Profile
16%

IG
37%

Small
Cap
18%
Bond
Profile
28%

NR
54%

Large
Cap
54%

Balanced
Profile
56%

HY
9%

Mid
Cap
28%

Source: BNPP and Natixis AM. Data as of 31.03.2017

Natixis Asset Management 2017 outlook on the European CB market
Portfolio managers expect total return between 7 and 9% in 2017. This positive view on convertible bonds reflects equity market
valuations and investor risk appetite. In addition, it is important to note that convertibles’ implied volatility is at all-time low.
Factor

Contribution

Credit

1%

Equity

5 - 7%

Convertible bond implied
volatility
Total expected return

1%

Rationale

Carry and very modest credit spread tightening
Investors expect an improve of earnings due to a
strong ECB support and European GDP growth
around 1.7% for 2017

Volatility is historically low

7 - 9%

Source: Fixed Income Investment Division of Natixis Asset Management
This data should not be interpreted as having any contractual value. It is produced for information purpose only. Natixis
AM will not be held responsible for any decision taken on the basis of this information.

Natixis Asset Management Investment philosophy:
With bond yields making new all-time lows, investors are seeking upside opportunities. While investor risk appetite remains elevated,
equity markets are always vulnerable to market corrections. Convertible bondholders in turn benefit with a built-in parachute effect.
Our investment philosophy is to build portfolios with a mixed convertible bonds profile (delta between 25 and 75%), in order to benefit
from potential upside on stock prices whilst limiting downside risk thanks to the bond backing.
For 2017, consistent with their positive view on the asset class, fund managers hold overweight delta exposure in their portfolios vs.
benchmark. Maintaining delta +5% to +10% above benchmark, Natixis AM’s’ Euro/Europe convertible bonds expertise should benefit
from any rise in equity markets.
In the same time, portfolio managers favor small-and-medium-sized companies in order to benefit fully from convexity and attractive
growth in this market.
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The portfolio management process has proven successful in recent years. The bottom-up process is based on the risk assessment of
issuers (leverage, default risk, bond liquidity...), assessed potential upside of the convertible bond (spread, volatility and equity level)
and the calibration of the issue in the portfolio.

Convertible bond expertise at Natixis Asset Management
Strong resources and sound risk management are top priorities:



Two experienced co-lead portfolio managers, Denis Passot and Philippe Garnier, averaging 20 years of convertible
bond investment experience, within a team of specialized credit portfolio managers. The co-managers have been with
Natixis AM for 24 years and 14 years, respectively.



A track record 20 years for our flagship convertible bond fund.



Complementary experience in arbitrage and directional strategy in convertible bonds.



A large in-house credit research team of 24 analysts who analyze convertible debts as well as straight issues, and two
dedicated desk analysts.



A total of EUR 1 billion in assets under management for Natixis AM’s convertible bond expertise , very significant assets
under management for this hybrid asset class.



Natixis AM’s Convertibles expertise has outperformed the benchmark in both falling and rising markets.
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Expertise features
Europe Convertible bonds
Strategy

Euro Convertible bonds
Strategy

Global Convertible bonds
strategy

Investment universe

Convertible bonds issued
mainly by European issuers
(OECD)

Euro-denominated convertible
bonds from OECD issuers

Global

Investment objective

Outperform ECI Euro3 over a
recommended investment
period of 4 years

Outperform ECI Europe4 over a
recommended investment
period of 4 years

Outperform TR Convertible
Global Focus Hedged5 over a
recommended investment
period of 4 years

MAIN CHARACTERISTIS

Investment philosophy

A conviction-based philosophy integrating risk management

ALPHA DRIVERS
Active delta management







Issuer and security picking







Relative Value







Volatility







Credit/Interest Rate







Currency



MAIN RISKS
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Equity market risk







Sensitive to volatility
movements







Credit/Interest Rate risk







Currency risk



Source: Natixis Asset Management, as of 28/03/2017.
Exane Convertible Index Euro
4
Exane Convertible Index Europe
5
Thomson Reuters Convertible Index - Global Focus Hedged
3
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Legal information
This document is intended for professional clients only. It may not be used for any purpose other than that for which it was intended and may
not be reproduced, disseminated or disclosed to third parties, whether in part or in whole, without prior written consent from Natixis Asset
Management. No information contained in this document may be interpreted as being contractual in any way. This document has been
produced purely for informational purposes. It consists of a presentation created and prepared by Natixis Asset Management based on sources
it considers to be reliable. Natixis Asset Management reserves the right to modify the information presented in this document at any time
without notice. Natixis Asset Management will not be held liable for any decision taken or not taken on the basis of the info rmation in this
document, nor for any use that a third party might make of the information. The analyses and opinions referenced herein represent the
subjective views of the author(s) as referenced, are as of date shown and are subject to change without prior notice. There can be no
assurance that developments will transpire as may be forecasted in material.
In the E.U. (outside of the U.K.) This material is provided by NGAM S.A. or one of its branch offices listed below. NGAM S.A. is a
Luxembourg management company that is authorized by the Commission de Surveillance du Secteur Financier and is incorporated under
Luxembourg laws and registered under n. B 115843. Registered office of NGAM S.A.: 2, rue Jean Monnet, L-2180 Luxembourg, Grand Duchy
of Luxembourg. France: NGAM Distribution (n.509 471 173 RCS Paris). Registered office: 21 quai d’Austerlitz, 75013 Paris. Italy: NGAM S.A.,
Succursale Italiana (Bank of Italy Register of Italian Asset Management Companies no 23458.3). Registered office: Via Larga, 2 - 20122, Milan,
Italy.Germany: NGAM S.A., Zweigniederlassung Deutschland (Registration number: HRB 88541 - Registry Court in Frankfurt am Main).
Registered office: Im Trutz Frankfurt 55, Westend Carrée, 7. Floor, Frankfurt am Main 60322, Germany. Netherlands: NGAM, Nederlands filiaal
(Registration number 50774670 - Chamber of Commerce in Amsterdam). Registered office: World Trade Center Amsterdam, Strawinskylaan
1259, D-Tower, Floor 12, 1077 XX Amsterdam, the Netherlands. Sweden: Natixis NGAM, Nordics Filial (Registration number 516405-9601 Swedish Companies Registration Office). Registered office: Kungsgatan 48 5tr, Stockholm 111 35, Sweden. Spain: NGAM, Sucursal en
España, authorized and supervised in relation to its activities in Spain by the CNMV. Registered office: Torre Colon II - Plaza Colon, 2 - 28046
Madrid, Spain.
In Switzerland This material is provided to Qualified Investors by NGAM, Switzerland Sàrl. Registered office: Rue du Vieux Collège 10, 1204
Geneva, Switzerland. If the fund is registered in Switzerland, the fund’s prospectus, KIID, the Articles of Association and the latest annual and
semi-annual reports may be obtained free of charge upon request from your financial adviser, Natixis Global Asset Management offices
(ngam.natixis.com) or the local Paying Agent/Representative : RBC Investor Services Bank S.A. Esch-sur-Alzette, Zurich branch,
Badenerstrasse 567, PO Box 101, CH-8066.
In the U.K. This material is provided by NGAM UK Limited which is authorised and regulated by the UK Financial Conduct Authority (register
no. 190258). Registered Office: NGAM UK Limited, Cannon Bridge House, 25 Dowgate Hill, London, EC4R 2YA.
In the DIFC This material is provided in and from the DIFC financial district by NGAM Middle East, a branch of NGAM UK Limited, which is
regulated by the DFSA. Related financial products or services are only available to persons who have sufficient financial experience and
understanding to participate in financial markets within the DIFC, and qualify as Professional Clients as defined by the DFSA. Registered office:
Office 603 - Level 6, Currency House Tower 2, PO Box 118257, DIFC, Dubai, United Arab Emirates.
In Latin America (outside Mexico and Uruguay) This material is provided by NGAM S.A.
In Uruguay This material is provided by NGAM Uruguay S.A. NGAM Uruguay S.A. is a duly registered investment advisor, authorised and
supervised by the Central Bank of Uruguay (“CBU”). Please find the registration communication issued by the CBU at www.bcu.gub.uy.
Registered office: WTC – Luis Alberto de Herrera 1248, Torre 3, Piso 4, Oficina 474, Montevideo, Uruguay, CP 11300. The sale or offer of any
units of a fund qualifies as a private placement pursuant to section 2 of Uruguayan law 18,627 dated December 2, 2009. The units must not be
offered or sold to the public in Uruguay, except in circumstances which do not constitute a public offering or distribution under Uruguayan laws
and regulations. The units are not and will not be registered with the Financial Services Superintendent of the Central Bank of Uruguay. The
units correspond to investment funds that are not investment funds regulated by Uruguayan law 16.774 dated September 27, 1996, as
amended.
Natixis Global Asset Management consists of Natixis Global Asset Management, S.A., NGAM Distribution, L.P., NGAM Advisors, L.P., NGAM
S.A., and NGAM S.A.’s business development units across the globe, including the entities mentioned above, each of which is an affiliate of
Natixis Global Asset Management, S.A. The affiliated investment managers and distribution companies are each an affiliate of Natixis Global
Asset Management, S.A.
Non-contractual document, prepared on 8 October 2015. All data as of 30 September 2015 unless otherwise stated.
NATIXIS ASSET MANAGEMENT
Registered Office: 21 quai d’Austerlitz – 75 634 Paris Cedex 13 – Tel. +33 1 78 40 80 00
Limited Liability Company, Share Capital €50,434,604.76
Regulated by AMF under n°GP 90-009
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