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Who Needs Convertibles?

By AMY HOAK
July 9, 2006

David Grenier wants you to consider a convertible.

Put aside the notion of driving off the dealer's lot in a sporty roofless ride -- Mr. Grenier is no car salesman. He does have a bit of a vested interest, though. He is president of Cutler Capital Management LLC, a Worcester, Mass., investment-management firm that specializes in convertible securities and real estate investment trusts.

Amid weakness in bond prices and zigzags in the stock market, Mr. Grenier suggests that it may be the time for some investors to look into convertibles, which have some of the fixed-income benefits of bonds and growth potential of stocks. Convertibles are corporate bonds and preferred stocks that can be converted into common stock at a rate of, for example, one common share for each $25 of debt.

What the Temptations Are

In particular, people who enjoy the fixed-income stream of bonds -- but worry about price inflation for necessities such as drugs and energy -- might benefit from a convertible, he says. It would allow them some exposure to the stock market, while keeping an income stream and curbing risk.

Convertibles also may help investors nearing retirement who hope to lessen the risk of an equity portfolio, he says. These people "probably still need to have growth -- but what it will also do is give them an income stream."

Merrill Lynch's VXA0 All Convertible Index recently was up 4.9% year to date, compared with 4.5% for the performance of the underlying stocks, says Yaw Debrah, co-head of equity-linked research at Merrill Lynch. Mr. Debrah says that "in times of volatility, convertibles become the contrarian asset class of choice for many investors, because a portion of their valuation increases with volatility in the market." He adds: "We expect stock volatility and bond spreads to increase in the medium to long term, thus continuing the attractiveness of convertibles relative to stocks and bonds."

Not everyone shares the view that convertibles are investments worth pursuing -- no matter what the markets are up to.

In the long run, the hybrid securities aren't any better than a diversified portfolio of stocks and bonds, said Steven A. Weydert, a financial planner and executive vice president of Bowyer, Weydert Wealth Planning Partners in Park Ridge, Ill.

Why Not Diversify Instead

Convertibles "contain mechanisms to limit your upside and downside a bit, which is fine, but it costs you in the form of less-than-equity returns and lower fixed-income yields," Mr. Weydert says. A convertible bond typically will have a lower yield than a straight bond; until it's converted to stock, the investor also doesn't enjoy the full gains of a straight stock. "In my opinion, it's generally better to control risk and maximize risk-adjusted returns through proper diversification and asset allocation," he says. "Hybrid securities aren't bad, but they make management a bit more difficult without offering potential reward in excess of their risk."

Even people who aren't averse to convertibles suggest that professional management of them is a good idea. Managing convertibles requires extreme diligence, says Steven Podnos, a Merritt Island, Fla., financial planner with Wealth Care LLC. He recommends that those interested in convertibles get into them through mutual funds with convertibles in their makeup.

Here are a couple of highly rated funds to consider:

Calamos Growth & Income (CVTRX) has an 11.05% three-year average annual total return through June. A minimum of $2,500 is needed to invest initially. There's a maximum upfront sales charge of 4.75%. Investors often can have this load waived if they have a fee-based financial adviser, a Calamos spokesman says.

Fidelity Convertible Securities (FCVSX) has a three-year average annual total return of 11.63% through midyear. This fund also requires a $2,500 initial minimum.

Amy Hoak writes for MarketWatch (www.marketwatch.com1). Email: forum.sunday03@wsj.com2.
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