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Convertible bond outlook 2020: Benign market
environment should support the asset class

Executive summary

Interest rates and global economy: Monetary policy is likely to remain moderately expansionary.
We expect economic growth to be low but positive.

US/China trade conflict and US elections: These are the dominant topics for investors in 2020 in our
view. Depending on developments, volatility is likely to spike intermittently.

Sector rotation: We may see a continuation of the recent shift into previously underperforming
stocks.

CB-specific topics: Increasing new issuance activity appears likely on the back of higher interest rates
and corporate financing needs. Furthermore, security selection, with a focus on bond floors, is likely
to prove crucial as we question the defensive characteristics of commonly acknowledged “defensive”
sectors.

Review: We expected 2019 to be a positive year for convertibles, but felt that
timing would prove challenging

Equity markets and interest rates:

View: We expected upside potential to outweigh downside risks, identifying several positive
catalysts: continued global economic growth, albeit with weaker momentum, a stabilisation of the
Chinese economy and a possible resolution of the US-China trade dispute (although settlement
appeared unlikely in the short term). As major risks, we factored in tensions caused by the trade
dispute, fears of slacking global growth, a sharp slowdown in China, a steep decline in corporate
profit growth, a reduction of fiscal stimulus in the US, corporate share buybacks and a hard Brexit.
Furthermore, we anticipated interest rates to move higher on the back of more restrictive monetary
policy by the Fed and the ECB, but did not expect this to have a significant impact on equity markets.
Result: Our outlook proved largely correct, in the sense that positive sentiment largely held sway
and political responses were adequate in order to foster growth. However, we underestimated the
extent of central banks' determination to step in once again with the full range of tools available to
them to aggressively combat the economic slowdown. Together with the significant decline in
interest rates, this provided a substantial boost to global equity markets, which so far this year have
rallied more than 20% (see chart 1).

Chart 1: MSCI World Index: performance year to date
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— Implied volatility:
View: We expected volatility to remain unchanged, with a fair amount of new issuance but not
sufficient to create oversupply problems.
Result: Convertible bond volatility was very much unchanged over the course of the year with some
correction at the beginning of October, when a flood of new issues came to the market. However,
valuations recovered thereafter (see chart 2).

Chart 2: Implied volatility of Thomson Reuters Global Focus Index
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— Credit spreads:
View: We expected credit spreads to trend slightly wider.
Result: Our spread outlook turned out to be erroneous as spreads have generally tightened in all
regions and segments (see chart 3).

Chart 3: Bloomberg Barclays EuroAgg Corporate Average OAS
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We expected to see some CB-specific topics:

— Greater European issuance:
View: We expected European Central Bank policy to push up interest rates and therefore incentivise
companies to issue CBs.
Result: European issuance lagged our expectations, with issuance increasing from the previous year
but still lagging the US activity by a large margin (see chart 4).

Chart 4: Global convertible bond issuance in billion USD
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— Defensive sectors:
View: We raised the concern that “defensive” sectors may not be truly defensive, as they are often
highly influenced by politics and/or regulation.
Result: The rental floor debate in Berlin, which hit Deutsche Wohnen and other CB names in the real
estate sector, proved our concerns were well-founded.

— Challenging conditions for momentum:
View: With increased market volatility we expected the environment to be challenging for our
momentum approach.
Result: The momentum approach did indeed face a somewhat difficult environment. We responded
by putting more focus on fundamental drivers and the long-term trend in the underlying stock; the
net result being lower trading activity.

Basic outlook unchanged from previous year, but decisive differences:

— US/China trade conflict and US elections: We see the ongoing US/China trade conflict and the
upcoming US election as the dominant topics. In our view, these will be the key drivers for equity
markets in 2020. The US election could provide an incentive for President Trump to be more open
towards negotiations. If the conflict were to ease, cyclical names would profit most. However, we
believe volatility will remain elevated until a potential resolution is reached. In the run-up period to
the US election, the healthcare sector, and pharma & biotechnology in particular, can be prone to
increased volatility as related campaign promises will probably play a prominent role.
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— No recession, low but positive growth: In our view, the global economy is healthy and we expect
low but positive growth (low single digit).

— Monetary policy: We expect further monetary expansion but with weaker momentum to be
supportive for global equities. Together with improving economic fundamentals, we expect a
normalisation of yields in Europe, resulting in rising interest rates and steepening yield curves.

— Sentiment: Many investors remain on the sidelines and are shying away from re-entering risky
assets. A resolution of the trade conflict and/or improving economic data, such as PMI, could
diminish recessionary fears, reverse sentiment and trigger a sudden rally in risky assets.

— Sector rotation: We expect the current rotation from recent winners into former losers to continue.
As a result, the previously underperforming “traditional” industries, such as machinery, automobile
and chemicals may gain relative strength. Additionally, this would mean that the underperformance
of value versus growth, which has persisted for more than a decade, might revert.

|II

Nonetheless, there is a key risk to our outlook that we will be monitoring
closely:

— Economic expectations may be too positive: The global economy could enter a recession, with yield
curves inverting, global demand slowing down and commodity prices tumbling. This could be
triggered by an extended trade conflict and monetary policy choices.

There are a number of CB-specific topics that will occupy us:

— Industry consolidation / corporate events: We expect industry consolidation to continue in sectors
such as automobile and healthcare, owing to profit deterioration. However, in our view, these events
are likely to be structured as joint ventures rather than acquisitions, given high stock valuations.

— Portfolio stabilisers: There are no clear stabilisers, such as “defensive” sectors. Here, we stress again
the topic raised in last year’s outlook that so-called defensive sectors are highly influenced by politics
and/or regulation. Security selection, focusing on solid bond floor positions (decent credit analysis),
will be central.

— Increased new issue activity: Primary market activity should gain traction. We see several reasons
for this: 1) higher interest rates in Europe and the US; 2) repatriation triggered by US tax reform is
mostly completed; 3) financing needs as companies have returned capital via dividends and share
buybacks. Share buybacks have already started to decline, pointing towards tighter corporate cash
situations (see chart 5).
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Chart 5: Share buybacks (in billion USD)

300 m |G izzusr shave buybacks (LHS $hn)

o |Giesuer acquisiions {LHS $bn)
250 4

20 1
150 1
100

L

04
o R R I N R .

AL : , :
G g

Source BofA, July 2019

— ESG: The increasing appetite for the integration of ESG considerations into investment decisions is
also unlikely to let up in 2020. With regulatory proposals underway, we expect convertible bond
management to come under increased scrutiny. Not only do we anticipate increased flows into
“sustainable” or “responsible” products, sectors and companies, but we also expect to see greater
professionalism in terms of how ESG is integrated into the various investment approaches.

— Timing will again prove difficult: The timing of equity investments is likely to be very challenging in
an environment of increased volatility, political tensions and an economy potentially close to the
edge of a recession. Here, convertibles can offer investors a smart way of benefiting from their built-
in automatic timing.

Conclusion

We envisage a challenging environment, in which the upside potential outweighs the downside risks. In
such an environment convertibles have the advantage of built-in market timing and low sensitivity to
interest rate movements. To avoid pitfalls an active management approach, focusing on solid bond
floors, idiosyncratic opportunities and deliberate trading activity, will be crucial in 2020.



Fisch Asset Management Page7 |7

Disclaimer

This documentation (“Document”) is provided solely for information purposes and is intended for
professional investors only. Non-professional investors who obtain this documentation are please asked
to discard it or return it to the sender. This presentation is not a prospectus or an offer or invitation to
buy financial products.

This Document is provided for marketing reasons and is not to be seen as investment research. This
Document is not prepared in accordance with legal requirements designed to promote the
independence of investment research, and that it is not subject to any prohibition on dealing ahead of
the dissemination of investment research.

HISTORICAL PERFORMANCE IS NO GUARANTEE OF FUTURE PERFORMANCE.

The performance data do not take account of commissions and costs incurred on the issue and
redemption of units. Gross performance figures neither include costs which are charged to the
investment fund. Such costs and commissions result in a decrease of the achieved performance.

Investments in financial products are associated with risks. It is possible to lose the entire amount of the
invested capital. In addition, financial products investing primarily in emerging markets and/or in high
yield bonds carry higher risks in general. Emerging markets bonds are bonds from issuers with a
registered office or primary activity in an emerging country (“EM”). They are exposed to higher political,
social and economic risk that can manifest itself in restrictions on capital transactions or other
constraints. This can make it impossible for the bond issuer to pay the coupon or repay the principal.
Operating and supervision conditions may deviate from the standards prevailing in developed countries.
Bonds with high yields entail a greater risk of issuer default, and are a riskier investment than higher
quality investment grade bonds.

Convertible bonds, subordinated bonds, perpetual bonds and floating rate bonds are complex financial
instruments. Regarding the specific risks of an investment, please refer to the currently valid fund
documentation.

Insofar as the information contained in this Document comes from external sources, Fisch Asset
Management AG cannot guarantee that the information is accurate, complete and up to date.

Statements concerning future developments and estimates are based on assumptions that may be
inaccurate, that could change or that are based on simplified models. Fisch does not know whether its
statements concerning future developments will be correct. Fisch may also change its opinion
concerning a future development. In such case, Fisch has no obligation to inform anyone about the
change in opinion.

The purchase of a product managed by Fisch should only be based on the currently valid documents
(fund prospectus, fund agreement, KlIDs, etc.). The currently valid documents are available at
www.fundinfo.com. Before reaching a decision to buy, each professional investor must determine
based on their specific situation whether they are even permitted to buy the product, and if yes, whether
they have the necessary risk tolerance for the corresponding product. Fisch expressly states that this
Document is not intended for private investors and advises professional investors to first consult
financial, legal and tax experts who are familiar with their specific situation and understand the product.

This Document is especially not intended for US persons (private or professional) as defined by the
FATCA legislation or under SEC regulations. US persons may not invest in any investment funds managed
by Fisch, and Fisch is also not permitted to manage mandates from US persons. If Fisch learns that a US
person is invested in a product it manages, it will inform the fund management company and, if
necessary, other persons and demand that the US person sell the product.

Fisch accepts no liability for damages arising directly or indirectly as a result of this Document.
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