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LUPUS ALPHA CONVERTIBLES REPORT 08/2017
Convertible Bonds: the better Multi-Asset Class
Multi-asset funds have been in high demand over the last few years, attracting record inflows. They
have also dominated new business in Europe this year thanks to their product promise using
diversification and active allocation, to limit volatility even when markets are in turmoil and to
achieve long-term, attractive absolute returns. But this year they really have been tested, with mixed
results. In an environment of volatile bond yields, many funds had problems, while others caught
themselves on the wrong foot because of the strengthening of the euro. Convertibles, on the other
hand, did much better in these unstable markets. This mix of shares and bonds is able to adapt
flexibly to the respective market phase thanks to its “build-in” asset allocation. Depending on the
development of the equity or bond markets the profile of the Convertibles investment changes.
Convertible bonds combine a corporate bond with a long call-option on the underlying stock,
producing an investment that mixes a bond with an equity. The outcome is equity-type revenue but with
far less volatility, plus the fixed income and security associated with a bond at redemption. The bond
floor pays coupons and ensures redemption at face value—unless the bond has already been converted.
Convertibles generally have shorter maturities compared to ‘straight’ corporate bonds (usually three to
five years after issue) and therefore suffer less when interest rates increase. At times of falling and/or
volatile capital markets, their hybrid structure makes them an attractive alternative to multi-asset
products.
Uncertain market environments especially highlight the advantage convertibles have over multiasset products: their built-in allocation management. Their asymmetric pay-out profile means
convertible bonds almost automatically adjust to their market environment. When share prices rise, their
equity component dominates, and when they fall their bond component limits loss. This relieves the
investor of one of the hardest decisions in asset allocation: tactical timing. In multi-asset funds, the
fund manager alone decides upon tactical timing. In terms of asset allocation he has to decide when to
switch from equities into bonds, and when to increase or reduce risk. Not an easy task in a challenging
market environment.
When equity prices rise, the equity long call-option as part of the convertible bond also rises in value and
the pay-out profile becomes increasingly equity-like. When equity prices fall, conversion becomes less
likely and the value of the convertible bond moves closer to that of the bond floor (the corporate bond)
alone. In this situation, the pay-out profile is more bond-like. Unless the issuer defaults, the overall payout profile of a convertible bond is convex—i.e. has an upward curve—especially emphasized in the socalled balanced area.
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Graph 1: Convexity of convertible bonds – Upside participation, downside protection

Source: Lupus alpha

How is participation increased in bull markets? When share price and conversion price are on the
same level, equity sensitivity (delta) is 0.5. A delta of 0.5 leads to an appreciation in the price of the
convertible bond of 0.5% (at constant terms) when the price of the underlying share rises 1%.
If the share price rises, delta will also go up—to a maximum of 1 (100%). The convertible will become
very equity-like and conversion will be very attractive. But increases and decreases of the delta are not
linear. If the share price falls below the call price, the participation rate will also decline and the
convertible bond at some stage will hardly react to volatility in the share price, becoming very bond-like.
In a balanced area with a delta between 0.3 and 0.7, the reaction of the convertible to changes in the
share price will be especially asymmetric, displaying significant convexity. Convertible bonds with delta
in this mid-range are particularly attractive to investors wishing to profit from the “built-in” timing
mechanism.
In addition to their equity and bond features (including credit spread), convertible bonds can also
generate return from volatility itself. Equity market corrections generally trigger a significant increase in
volatility. Due to the right to convert (an embedded option), convertible bond holders have a long
volatility position, accordingly the value of the option will rise. In very unstable markets the
combination of option plus coupon will therefore buffer the bond from the negative delta generated
by equity market corrections.
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Graph 2: Long-term equity-like revenue with reduced volatility
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A comparison of the long-term performance of global convertible bonds with that of equities and bonds
shows that although convertibles are far less volatile than the equity markets, they offer comparable
returns. The comparison also shows that temporary rate rises (e.g. at the end of 2016) have hardly a
negative effect on convertible bond prices.
Conclusion
Their hybrid structure and asymmetric pay-out profile means convertibles are able to adapt to the current
market environment. Convertible bonds with a balanced equity sensitivity (delta between 30 and 70%)
are particularly well able to cope. A portfolio of convertibles can be more equity or bond-like, depending
on its risk/return-profile. As a result, bond investors can use convertibles to enhance returns compared to
those offered by a ‘standard’ bond portfolio, and equity investors can use them to reduce equity risks
while continuing to participate in equity performance.
Given their imperfect correlation with straight equity/bond investments, convertible bonds as a standalone asset class also offer advantages to asset allocators and multi-asset class investors seeking to
enhance returns and reduce risk through diversified strategies. Adding convertible bonds to asset
allocation as a stand-alone component can help them achieve these aims.
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Portfolio Management: Marc-Alexander Knieß E-Mail: marc-alexander.kniess@lupusalpha.de
Portfolio Management: Stefan Schauer E-Mail: stefan.schauer@lupusalpha.de
This document serves as promotional material and is not mandatory in accordance with the Law of 17 December 2010 relating
to undertakings for collective investment. The Fund is a mutual fund launched by Lupus alpha Investment S.A. in Luxembourg
and is licensed for distribution in Germany and Austria. The fund information provided in this factsheet has been prepared for
investors' general information. It is not designed to replace the investor's own market research nor any other legal, tax or financial
information or advice. This factsheet does not constitute an invitation to buy or sell, or investment advice. It does not contain all
information required to make important economic decisions and may differ from information and estimates provided by other
sources or market participants. We accept no liability for the accuracy, completeness or topicality of this document. All
statements are based on our assessment of the present legal and tax situation. All opinions reflect the current views of the
portfolio manager and can be changed without prior notice. Full details of our funds can be found in the relevant current sales
prospectus and, where appropriate, Key Investor Information Document, supplemented by the latest audited annual report
and/or half-year report. The relevant sales prospectus and Key Investor Information Documents prepared in German are the sole
legally-binding basis for the purchase of funds managed by Lupus alpha Investment S.A. You can obtain these documents free of
charge from Lupus alpha Asset Management AG, P.O. Box 11 12 62, 60047 Frankfurt am Main, upon request by calling +49 69
365058-7000, by emailing service@lupusalpha.de or via our website: www.lupusalpha.de or from the Austrian paying and
information agent Credit Bank Austria AG based in A-1010 Vienna, Schottengasse 6-8. Fund units can be obtained from banks,
savings banks and independent financial advisors.
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