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Executive Summary
•
•
•
•

Investment grade convertibles fell in the third quarter but not nearly as much as the stock market or the bond market. The ICE BofA
Investment Grade U.S. Convertible 5% Constrained Index (VX5C) declined 2.37%, participating in 48% of the S&P 500 decline. The
ICE BofA Investment Grade U.S. Convertible Index (VXA1) declined 1.24%, or 25% of the S&P 500 drop.
The INCORE Investment Grade Convertible Securities Strategy (“the Strategy”) underperformed the Constrained Convertible Index
(VX5C) and the Unconstrained Convertible Index (VXA1) in the third quarter.
Historically, convertible returns have closely matched or even exceeded equity returns over the long term, with lower volatility.
Investment grade convertibles appear well positioned in the current environment in that they can continue to provide a measure of
downside cushioning, while providing upside potential if markets rally.

Market Review

Portfolio Performance

Markets experienced an up-and-down third quarter that saw the
S&P 500 rise by 9.22% in July and fall by the same amount in
September. Following dreadful second quarter losses, stocks
bounced back in July to post their best month since November of
2020. Faced with conflicting economic signals, investors chose to
focus on better than feared earnings reports and the prospect that
a slowing economy may shorten the tightening cycle. So, despite a
9.1% June Consumer Price Index (CPI) report, a Fed rate hike, and
a negative second quarter GDP release, stocks managed to rally
in July. The rally continued halfway through August, but began to
reverse course in anticipation of Fed Chair Powell’s Jackson Hole
speech. The Dow Jones Industrial Average (DJIA) fell over 1000
points the day of Powell’s speech, which was more hawkish than
anticipated, emphasizing the need to stomp out inflation even at the
expense of economic growth. September began with a glimmer of
hope as bargain hunting initially pushed stocks higher. However,
this abruptly changed midway through the month coincident with
the August CPI report showing 8.5% inflation. That day the DJIA
fell 1.276 points, or 3.9%; the S&P 500 fell 4.3%; and the Nasdaq
Composite dropped 5.2%. Later in the month, a 21% drop in the
stock of Federal Express, an ill-advised tax plan out of the U.K.,
and another 75-basis-point federal funds rate hike further rattled
investors. All in all, the S&P 500 fell -4.88% in the third quarter
to bring its YTD total return to -23.87%. Bonds also suffered from
higher inflation and Fed rate hikes, and provided little solace during
the third quarter. For the quarter, the Bloomberg U.S. Aggregate
Total Return Index declined 4.75% to bring its YTD total return to
-14.61%.

The INCORE Investment Grade Convertible Securities Strategy
underperformed the Constrained Convertible Index (VX5C) and
the Unconstrained Convertible Index (VXA1) in the third quarter.
While providing a positive return, the underweighted Energy sector
showed the worst relative performance in the quarter. Performance
was also hurt by negative security selection in the Financials, Health
Care, and Utilities sectors. Relative performance was helped by
positive security selection in what was the worst performing sector,
Industrials. Top performing individual convertibles included EQT
Corp., NextEra Energy, and Booking Holdings. Bottom performing
individual convertibles included Stanley Black & Decker, Euronet
Worldwide, NiSource, Inc., and Elevance Health.

Third Quarter Convertibles
Investment grade convertibles also fell in the third quarter, but
not nearly as much as the stock market or the bond market.
The Constrained Convertible Index (VX5C) declined 2.37%,
participating in 48% of the S&P 500 decline. The Convertible
Index (VXA1) declined 1.24%, or 25% of the S&P 500 drop. Only
the Energy sector provided positive returns in the quarter. The
Industrials sector was easily the worst performing sector, followed
equally by the Information Technology and Utilities sectors. Energy
convertible EQT Corp. was the real star of the quarter adding 70
basis points to returns. Utility Southern Company added another
36 basis points by spiking higher immediately prior to its August 1
maturity. Stanley Black & Decker was the biggest loser, subtracting
72 basis points from quarterly performance. Other big detractors
included Euronet Worldwide, NiSource Inc., and American Electric
Power.

Portfolio Characteristics
We strive to invest in high-quality convertibles with attractive
underlying common stocks. We structure our portfolios by
spreading our holdings across the three types of convertibles: 1)
equity-sensitive, high- delta convertibles; 2) total return, middle-ofthe-road convertibles; and 3) fixed income-oriented convertibles.
This structure provides a balance between upside participation
during good markets and downside protection during bad markets.
The Strategy portfolio had a current yield of 2.7%, a delta
(sensitivity to common stock) of 44%, and an average credit
rating of BBB. The Constrained Convertible Index (VX5C) yields
3.7%, has a delta of 47%, and an average credit rating of BBB.
The portfolio is diversified across all economic sectors. Compared
to the Constrained Convertible Index (VX5C), we maintain an
overweight in the Information Technology sector. We maintain an
underweight in the Energy, Financials, and Utilities sectors. We
maintain approximately neutral sector exposure to all other sectors.
Buys & Sells
During the third quarter, we added to current convertible bond
positions in Ares Capital, a business development company, and
Euronet Worldwide, a financial transactions company. We also
added to a Barclays Capital bond exchangeable into Microsoft
common stock. We added to mandatory convertible preferreds
from utilities American Electric Power and Next Era Energy,
as well as from investment company KKR & Co. American
Electric Power partially replaced utility Southern Co., which
matured in August. NextEra Energy replaced a similar NextEra
mandatory convertible preferred that matured in September.
In addition, we converted a bond of business development
company Sixth Street Capital and sold the common stock.
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Outlook
Investment grade convertibles appear well positioned in the current
environment in that they can continue to provide a measure of
downside cushioning, while providing upside potential if markets rally.
With two consecutive quarters of negative GDP growth, indicating at
least a technical recession, economic growth in the U.S. has slowed
dramatically. Furthermore, worldwide economic growth appears to
be in worse shape than here at home. Inflation remains a persistent
threat, with the several recent CPI readings in the 8% to 9% range.
Determined to curtail inflation, the Federal Reserve increased the
federal funds rate by 150 basis points in the third quarter, which
will further slow the economy. Whether or not we are currently in
recession, we believe economic growth will be slow over the next
several quarters, causing continued market volatility.
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convertibles have done an excellent job of lessening the downward
impacts of the stock market and appear well positioned in the current
environment in that they can continue to provide a measure of
downside cushioning, while providing upside potential if markets rally.
Historically, convertible returns have closely matched or even
exceeded equity returns over long periods, with lower volatility. In
general, convertibles have tended to underperform stocks in bull
markets, outperform stocks in bear markets, and provide competitive
returns in normal markets. In addition, their lack of perfect correlation
to either the stock or the bond market makes them a worthy addition
to balanced portfolios.

Despite the gloom, the labor market remains tight, with continued
job growth and an unemployment rate of just 3.5%. Plus, earnings
have been surprisingly resilient considering the weak economy.
While estimates often prove optimistic, a recent Bloomberg survey
indicates a median S&P 500 2022 EPS estimate of $225, above the
$208 operating figure of 2021. At its quarter-end close of 3585.6, the
S&P 500 P/E ratio stood at a reasonable 16 times the 2022 estimate.
The investing environment has gone from one with considerable
tailwinds, including fiscal and monetary stimulus, a reopening
economy, and rising earnings, to a more hostile environment of rising
rates, inflation, and a slowing economy. Negative equity prices so far
this year have at least partially reflected this change in environment.
Furthermore, bond yields have been rising and are at levels that could
provide some competition to stocks. While stocks may fall further,
the fourth quarter is often seasonally strong, and we are looking
for opportunities to add to select convertibles. Investment grade

Top 5 Contributors (% Representative Account)

Top 5 Detractors (% Representative Account)

Eqt Corporation 1.75% 01-may-2026

0.3

NextEra Energy, Inc. Corporate Units Cons of Debenture 01.09.24
+ 1 PC 01.09.22

0.2

Booking Holdings Inc. 0.75% 01-may-2025

0.1

Gsk Finance (no. 3) Plc 0.0% 22-jun-2023

0.0

Sixth Street Specialty Lending, Inc. 4.5% 01-aug-2022

0.0

Stanley Black & Decker Inc Units Cons of 1 PC + 1/10 0% CCRPP
Rg-D

-0.7

Euronet Worldwide, Inc. 0.75% 15-mar-2049

-0.6

Nisource Inc Purchase Contract 2021-01.12.23 (Exp.17.11.23) on
Nisource

-0.4

Elevance Health, Inc. 2.75% 15-oct-2042

-0.3

American Electric Power Company, Inc. Equity Units Cons of USD
50 Nom Nts 15.08.25 + 1 PC 15.08.23

-0.3

Source: FactSet.
Annualized Returns
Inception
Date

QTR

YTD

1-YR

3-YR

5-YR

10-YR

Since
Inception

INCORE Investment Grade Convertible Securities (Gross)

1/1/87

-2.62

-12.98

-9.25

5.39

6.95

9.19

8.22

INCORE Investment Grade Convertible Securities (Net)

Average Annual Returns (%)

1/1/87

-2.74

-13.30

-9.69

4.89

6.41

8.61

7.58

ICE BofA Investment Grade U.S. Convertible Index (VXA1)

—

-1.24

-10.87

-6.35

2.91

6.72

10.14

—

ICE BofA Investment Grade U.S. Convertible 5% Constrained Index (VX5C)

—

-2.37

-10.00

-5.41

4.44

6.93

9.24

—

Past performance does not guarantee future results. Returns for
periods greater than one year are annualized. Returns are expressed
in U.S. dollars and reflect the reinvestment of dividends and other
earnings. Composite and benchmark returns are presented net of
non-reclaimable withholding taxes, if any. Gross-of-fees returns
are presented before management and custodial fees but after all

trading expenses. The composite net-of-fees returns shown reflect
gross performance less actual investment management fees. Actual
fees may vary depending on, among other things, the applicable fee
schedule and portfolio size. The firm’s fees are available on request
and may be found on Part 2A of its Form ADV.

Q U A RT E R LY C O M M E N TA RY
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All investments carry a certain degree of risk including the
possible loss of principal, and an investment should be made with an
understanding of the risks involved with owning a particular security or
asset class. Interested parties are strongly encouraged to seek advice
from qualified tax and financial experts regarding the best options for
your particular circumstances.
The INCORE Investment Grade Convertible Securities Composite
includes all accounts, except wrap fee paying accounts, invested in
investment grade convertible securities with a minimum convertible
commitment goal of 70%-90%. The composite creation date is 1Q93 and
the composite inception date is January 1987.
The benchmark of the composite is the ICE BofAML Investment Grade
US Convertible 5% Constrained Index (VX5C). Prior to 12/1/2017, the
benchmark was the ICE BofAML U.S. Convertible - Investment Grade
Index (VXA1). The ICE BofAML Investment Grade US Convertible 5%
Constrained Index (VX5C) is a market-capitalization weighted index of
domestic corporate convertible securities, with all positions capped at
5% of market value. Bonds and preferred stocks must be convertible only
to common stock, ADR’s or cash equivalent and have a market value of at
least $50 million. Composed of Coupon, OID, or zero coupon convertible
bonds rated by Moody’s and/or S&P with an average rating of Baa3/
BBB- or higher. The ICE BofAML U.S. Convertible - Investment Grade
Index (VXA1) is a market capitalization-weighted index of domestic
corporate convertible securities. Bonds and preferred stocks must be
convertible only to common stock, ADR’s or cash equivalent and have a
market value of at least $50 million. Composed of Coupon, OID, or zero
coupon convertible bonds rated by Moody’s and/or S&P with an average
rating of Baa3/BBB- or higher.
Index returns are provided to represent the investment environment
during the periods shown. Index performance does not reflect
management fees, transaction costs or expenses that would be incurred
with an investment. One cannot invest directly in an index.
Holdings are subject to change and should not be construed as a
recommendation to buy or sell individual securities.
Information relating to portfolio holdings is based on the representative
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account in the composite and may vary for other accounts in the strategy
due to asset size, client guidelines and other factors. The representative
account is believed to most closely reflect the current portfolio
management style.
The top contributors and detractors are presented to illustrate examples
of the portfolio’s investments and may not be representative of the
portfolio’s current or future investments.
The opinions are as of the date indicated and are subject to change at any
time due to changes in market or economic conditions. The comments
should not be construed as a recommendation of individual holdings or
market sectors, but as an illustration of broader themes.
Victory Capital Management Inc. (Victory Capital) is a diversified
global investment advisor registered under the Investment Advisers
Act of 1940 and comprised of multiple investment franchises: INCORE
Capital Management, Integrity Asset Management, Munder Capital
Management, NewBridge Asset Management, RS Investments, Sophus
Capital, Sycamore Capital, Trivalent Investments, USAA Investments,
a Victory Capital Investment Franchise; the VictoryShares & Solutions
Platform, THB Asset Management and New Energy Capital Partners.
Munder Capital Management and Integrity Asset Management became
part of the Victory Capital GIPS firm effective November 1, 2014; RS
Investments and Sophus Capital effective January 1, 2017; USAA
Investments effective July 1, 2019; THB Asset Management, effective
March 1, 2021 and New Energy Capital Partners effective November 1,
2021.
Request a GIPS -compliant report from your Institutional Relationship
Manager or visit www.vcm.com.
Victory Capital claims compliance with the Global Investment
Performance Standards (GIPS®).
INCORE Capital Management is a Victory Capital Franchise. Advisory
services offered by Victory Capital Management Inc., an SEC-registered
investment adviser, 15935 La Cantera Parkway, San Antonio, TX 78256.
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For more information about separate accounts and mutual funds, contact
Victory Capital Management at 800.991.8191 or visit vcm.com.
20221021-2523041

