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Figure 1.    Case study: Convertible performance during the most severe market dislocation of the last decade in Q1 2020 (US$)
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New issuance  
has provided new 
opportunities,  
as well as expanded 
the new names 
available.

Market context
2020 brought convertible bonds into the spotlight for many investors who may have focused on 
more traditional asset classes for directional market exposure. 

Fuelled by a significant increase in new issuance activity, convertible bonds posted one of the 
strongest years on record1, demonstrating the intrinsic potential for upside participation 
in equities while maintaining defensive downside protection characteristics from the 
credit component.

This combination proved particularly valuable in a year with such a severe market dislocation due 
to the global COVID-19 pandemic and in the subsequent sharp rebound across risk assets. By the 
end of 2020, global convertibles were outperforming both global equities and global credit. 

While the exceptional performance of 2020 may not be repeated every year, it is by no means an 
outlier. Instead, it confirms the observation that convertibles bonds have historically not only 
achieved equity-like returns with significantly lower volatility, but have also tended to outperform 
equities in market environments with elevated volatility2.

1.	 The 2020 annual return of the Refinitiv Global Focus Convertible Bond Index was the highest since its inception in 1994.
2.	 Source: BoA Merrill Lynch – Global Convertibles Chartbook as at 30 June 2021, comparing cumulative returns and asset class volatility since 1998.
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Figure 2.    Long-dated cumulative asset class returns (returns in US$)
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Note: Frequency – annually.
Source: BofA Global Research, ICE Data Indices, LLC, Bloomberg, data as at June 30, 2021; using indices as a proxy asset class performance.

As the extent of the pandemic started to become more visible towards the end of Q1 2020, 
convertibles proved their defensive qualities while still maintaining exposure to equity risk and 
upside. It is not altogether surprising that appetite for the asset class continues to grow. This has 
been driven by renewed interest from traditional equity and fixed income investors, as well as 
demand from dedicated convertible bond investors. Moreover, this increase in investor demand 
is mirrored by the healthy liquidity and supply of new issuance. 
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Figure 3.  Annual global issuance aggregates (US$m)
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Source: BoA Merrill Lynch – Global Convertibles Chartbook, data as at  
30 June 2021. The 2021 data shown is as at 30 June 2021.

As market conditions started to normalise after the first quarter last year, new issuance levels 
experienced an almost unprecedented acceleration, especially in the US, with many issuers taking 
advantage of the opportunity of issuing convertible bonds with quick market access. 

The opportunity set arising from this wave of new issues was particularly conducive for 
convertible bonds relative to other asset classes. The most significant pockets of supply came 
from two areas. First, rescue capital for issuers requiring quick market access while avoiding 
punitive funding costs in straight debt financing alternatives. Second, companies in sectors with 
attractive growth characteristics which have historically been overrepresented compared to the 
broader equity market, including Technology and Healthcare. 

Recent performance has therefore benefited from these trends. Additionally though, the investible 
universe continues to offer convertibles that are either fairly valued or even display some technical 
cheapness compared to the theoretical aggregate value of the bond and option components. 

With new issuance levels in 2021 continuing their trajectory above the long-term trend, and equity 
valuations and volatility heightened, convertibles could be an effective diversification tool within 
a defensive equity allocation. 

Given that our positive outlook on the global economic recovery could be tempered by pandemic 
reopening uncertainties, convertibles offer an attractive risk/return profile. Certain pockets still offer 
relatively cheap pricing of volatility which, should equity markets move higher, is likely to gain.

Issuance levels have 
begun to taper from 
the record pace of 
earlier this year.

Figure 4.  Global cumulative issuance (US$m)
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Figure 5.  Hypothetical convertible bond return versus equity return
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Source: Aviva Investors, September 2021.

Natural asymmetry 
Investment professionals across many asset classes aim to identify opportunities that offer 
asymmetry in the risk-return profile – i.e. to position their portfolios in a way that participates in the 
market upside while providing protection on the downside in case of market corrections. In practice, 
this feature is often hard to achieve, especially in a consistent manner and throughout market cycles.

Convertibles offer a natural asymmetry as investors can either chose to convert to equity if the stock 
performs well or wait for the bond to redeem at maturity if the stock does not exceed the conversion 
price. This asymmetric profile is most extreme in the “balanced” part of the market, or in instruments 
that offer an equity sensitivity of between 30 per cent and 80 per cent compared to changes in the 
underlying share prices.

Balanced convertibles 
are primed to take 
advantage of the  
new opportunities 
provided by the flood 
of issuance.

In order to take advantage of this structural convexity, our investment process focuses on 
balanced convertible bonds to maximize exposure to the embedded asymmetry. 

By focusing on convertibles in this equity sensitivity (or delta) category, and by continuously 
selling the under- as well as outperformers, the portfolio can benefit in both positive and more 
volatile markets. Even in challenging markets with elevated volatility, convertible valuations can 
benefit on the downside as increases in the value of the embedded equity option helps to 
dampens any potential market dislocations. 

Convertible bonds can be used in a wide range of investment approaches, ranging from acting as a 
low-volatility alternative to equities to being complementary debt instruments with diversification 
benefits. Investing in the balanced portion of the global convertible bond market can help achieve 
both goals at the same time.
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A low-volatility alternative to equities
Convertibles currently look attractive compared to equities as volatility is expected to continue in the 
coming months and quarters. Valuations in many equity markets are also high in a historical context 
and, though we are positive on markets in general, the recent rally is unlikely to continue in a straight 
line. This leaves room for potential drawdowns which – even if only temporary –can be quite severe.

The defensive attributes of convertible bonds have helped to dampen such drawdowns, while giving 
continued upside exposure through the embedded optionality. Furthermore, a healthy and diverse 
mix of opportunities currently lie in growth, cyclical and recovery names.

Convertibles also offer unusually long-dated and liquid options related to single stocks that are 
typically not available in other parts of equity markets, especially compared to the listed options 
market. We find this particularly appealing in times where volatility itself is attractively priced  
within the asset class. 

Figure 6.  Peak to trough downside market capture (for market periods down >10 per cent) (per cent)
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A strategic allocation 
for asset allocators 
seeking more 
consistent returns and 
downside protection.
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Figure 7.   Convertible benchmark credit quality breakdown (per cent)
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Note: Using Refinitiv Global Focus Index to represent the broader convertible market.
Source: Aviva Investors and Thomson Reuters, data as at June 30, 2021.

Diversification in fixed income
As highlighted in Figure 2, the long-term performance of convertible bonds compares favourably 
to other corporate credit asset classes, including investment grade and high yield.  
In addition to offering upside participation to equities, which clearly is an important aspect  
in this relative outperformance, there are several other factors that contribute to the appeal of 
convertibles in a diversified fixed income portfolio.

1. Convertible bond issuers differ substantially from other corporate issuers
As a popular source of funding, especially for growth companies, convertible bonds are often  
the only piece of capital markets debt in a company’s capital structure. One way to illustrate the 
limited overlap compared to investment grade and high yield markets is the significant portion  
of unrated paper in the convertible bond market, highlighting the unique nature of the convertible 
bond universe.

The opportunity set in 
terms of individual 
names and industry 
diversification is as 
healthy as it has 
ever been.
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Figure 8.    Global convertibles sector breakdown (per cent)
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Figure 9.   Global high yield sector breakdown (per cent)
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2. An attractive fixed income opportunity when rates are rising
Convertible bonds offer fixed income investors a unique ability to protect real returns in an 
inflationary, rising interest rate environment. Their equity attributes help protect against inflation 
and heightened volatility in a way that most other fixed income investments lack. They are also 
less sensitive to interest-rate fluctuations than straight debt. 

For this reason, we would expect convertibles to behave more like equities in an environment with 
rising interest rates, as has historically been seen.

The shorter duration nature of convertibles (and the potential use of embedded puts) provides 
additional protection during periods of rising interest rates. Historically, convertibles have 
correlated more closely with equity returns than any fixed income asset types – providing an 
excellent risk-mitigation strategy through diversification.

Below are more detailed explanations as to why this is the case:

Inflation-linked protection from equity component

While convertibles are affected by rising interest rates, they are also affected by the price 
movements of their underlying stocks, which tends to dampen the negative impact of rising rates.  

This was seen in the last major inflationary period from 1978-19823, which had annualised 
inflation of 9.8 per cent (compared to 2.94 per cent over the last thirty years). Not only did 
convertible bonds dramatically outperform Treasuries and corporate bonds in this period, they 
posted equal or superior performance to equity indices during this five-year period as well. 

Moreover, a sector breakdown of the convertible bond market, illustrated by a widely followed 
benchmark, compared to the global high yield market shows a significantly different sector 
composition of the available opportunity sets.

3.	 For investors concerned with weak fixed income performance as a result of inflation, note that during the period from 1979-1981, inflation increased by more than 
ten per cent for  three consecutive years. They even outpaced inflation to provide positive real returns.
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Figure 10.  Risk and return, 5-year increments, 1957-1992 (per cent)

Source: Scott L. Lummer, Mark W. Riepe, and Laurence B. Siegel, ‘Taming your optimizer: A guide through the pitfalls of mean-variance optimization’, in Jess B. 
Lederman and Robert A. Klein, eds., ‘Advances in Asset Allocation: Techniques for Optimizing Portfolio Management in the U.S. and Global Markets’, New York: 
John Wiley & Sons, 1994; and Ibbotson Associates, Inc., Chicago.

Positive exposure to volatility 

Holding other factors constant, an increase in volatility that might be expected with sudden 
interest rate sensitivity would increase the value of the call options embedded in convertible 
bonds. This may help to explain why convertibles even managed to outperform equity indices in 
the last significant period of rising rates.

Minimising duration risk 

Convertibles are typically issued as 5-7 year instruments, and sometimes have maturities as short 
as three years or less. Versus many outstanding corporate bonds, which are 8-10 years in duration, 
a lower duration convertible will help mute downside performance when interest rates rise. In 
addition, convertible bonds frequently contain puts at even shorter intervals, allowing for early 
optional prepayment.

Diversification within a fixed income portfolio 

Convertibles can be particularly useful for fixed income investors who are restricted in their equity 
holdings. Historical data shows that returns on convertible bonds are more closely correlated with 
equities than with corporate bonds or Treasury securities. Through mean-variance optimisation, 
fixed income portfolio risk can therefore be reduced with the addition of convertibles to the 
overall asset allocation.

3. Convertibles offer resilience in times of market dislocation and liquidity shocks
The migration towards longer maturities and lower-grade credits has not only resulted in a 
higher duration risk but can often coincide with incremental liquidity risk in diversified fixed 
income portfolios. 

Compared to other risk asset classes, especially lower-grade credit, convertible bonds have 
historically illustrated notable resilience. A significant shift towards fundamental long-only 
investors and a general deleveraging of convertible issuers has helped convertible bonds 
withstand market dislocations well – most recently in March 2020.

Intermediate-term Long-term

Convertible bonds S&P 500 Corporate bonds Corporate bonds

Period Compound 
annual report

Standard 
deviation

Compound 
annual report

Standard 
deviation

Compound 
annual report

Standard 
deviation

Compound 
annual report

Standard 
deviation

1957-62 3.19 16.08 8.88 21.33 4.26 2.99 4.46 5.01

1963-67 9.36 12.67 12.39 13.79 0.76 2.75 0.30 3.60

1968-72 0.23 17.65 7.53 10.70 6.48 7.59 5.85 9.87

1973-77 6.79 10.09 -0.21 17.31 7.81 5.67 6.29 8.21

1978-82 16.48 11.94 14.05 16.07 7.15 9.15 5.84 15.34

1983-87 11.45 12.70 16.49 17.92 14.35 5.69 13.78 10.67

1988-92 12.49 7.93 15.89 13.36 11.17 3.53 12.50 6.28
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Using the US market as an example, which lends itself as the best geography to compare liquidity 
because of its size and the relative importance in international capital markets, as well as the 
Trade Reporting and Compliance Engine (“TRACE”), which is the FINRA-developed vehicle that 
facilitates the mandatory reporting of over-the-counter transactions in eligible fixed income 
securities, allows for a comparison to the high yield market. 

From 2011 to 2020, the average annual turnover in US convertible bonds equated to 233 per cent 
of the outstanding amount. This is compared to 126 per cent in US high yield bonds. Since the 
market dislocation in the first quarter of 2020 and the subsequent record levels of new issuance 
activity in the convertible bond market, the absolute turnover in the asset class has significantly 
increased; the first quarter of 2021 amounted to the highest absolute turnover in US convertible 
bonds on record, with total trading activity in excess of $160bn. Annualising the quarterly run-rate, 
the trading activity in US convertibles is on track for a 313 per cent turnover in 2021, compared to 
192 per cent in US high yield.

4. Growing importance of sustainable finance 
2020 was the year of the first shoots of “green” convertible bond issuance. While this segment of 
the market is still nascent and may lack the scalability of the more established green bond market, 
these instruments display an important trend towards sustainable investment. We anticipate that 
this part of the market will gain traction, especially considering that innovative sectors such as 
technology and renewable energy have a strong representation in the global convertible 
bond universe.

A potential 
complement to global 
credit with competitive 
returns and less 
exposure to interest 
rate fluctuations.
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Benefits of active management 
Actively managing convertible bond portfolios with an unconstrained investment approach is an 
important attribute to take advantage of the currently attractive market conditions by:

•	� Offering flexibility to navigate changing market conditions

•	� Allowing to calibrate the portfolio with varying degrees of equity sensitivity and/or duration

•	� Identifying pricing anomalies in certain overlooked parts of the global market that can result in 
alpha opportunities compared to the most liquid securities that are included in the benchmark

An active and unconstrained approach can give investors a distinctive advantage compared to 
passive investment. Specifically, active management offers:

•	� Alpha opportunities due to pricing anomalies

•	� Flexibility to navigate changing market conditions

•	 �Ability to calibrate portfolios with varying degrees of equity sensitivity or duration

•	� Asymmetric outcomes, requiring a greater emphasis on intended risks versus unintended risks.

Long-only convertible 
investing favours the 
active investor.

Taking advantage of relatively cheap valuations 

With the global convertible market trading below fair value, it remains a fragmented market  
with significant opportunities, especially in pockets of the market that are not included in widely 
followed benchmarks.

Figure 11.  Market cheapness offers opportunities to exploit (per cent)
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The global convertible 
market remains 
fragmented with 
significant 
opportunities.
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Investment process: We combine a top-down and bottom-up approach to investment 
management. While the underlying characteristics of a security are of the utmost importance, 
we seek to enhance the portfolio construction process through an analysis of top-down and 
macro-economic factors.

Figure 12.  Combining top-down approach with fundamental bottom-up security selection
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Source: Aviva Investors, as at September 2021.

Regional and asset allocation decisions
Utilising a top-down approach, we seek to identify attractive regional markets through research  
on global equity market growth potential, macroeconomic analysis and fundamental convertible 
market attributes. 

Regional allocations among Asia, Europe and North America are mainly strategic, which allows us to 
take advantage of disconnections between fundamental strength and valuation levels within various 
convertible markets. We also incorporate economic and asset allocation research over medium-term 
outlooks. This research includes economic scenario analysis and asset-return forecasting. The final 
asset allocation is driven by the overall delta/equity sensitivity.

Utilising a bottom-up approach and a broad investment universe which consists of approximately 
1,500 global convertible securities, we look for securities with favourable risk/reward characteristics 
and strong underlying equity and credit fundamentals. We focus on securities that offer asymmetric 
return profiles that we feel will enhance performance and provide a competitive level of return 
relative to a given level of risk over the long term.

Our global, active and unconstrained investment approach enables us to capture inefficiencies and 
unique pricing anomalies to increase alpha potential.

How this strategy can be applied in client portfolios: The Aviva Investors Global Convertibles 
strategy can serve multiple roles within investors’ portfolios. Seeking to provide equity-like returns 
with lower volatility and adding diversification and convexity within a diversified portfolio.

Convertible bond 
valuations are 
currently at levels 
usually seen after 
significant drawdowns.
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The Australian backdrop
Like their counterparts globally, Australian institutional investors continue to face challenges from 
the persistent low-yield environment and the requirement to deliver strong risk-adjusted returns 
for their members.  

In this section of paper, we examine the role long-only global convertible bonds can play in an 
Australian institutional portfolio.

Implications of the recent APRA superannuation reforms 

The recent introduction of the government’s superannuation reforms, “Your Future, Your Super” 
(YFYS), was intended to improve retirement outcomes by holding underperforming funds to 
account. However, this has introduced some unintended consequences for superannuation funds. 

There is now ongoing business risk associated with failing the YFYS performance test, which 
means funds are faced with balancing or making a trade-off between maximising returns for their 
members’ funds and passing the YFYS performance test. 

While it is beyond the scope of this paper to discuss the nuances of the YSYF performance test, 
we see evidence funds are responding to the reforms in different ways.

1	 Superannuation funds are changing the asset class classification of their strategic asset 
allocation (SAA) to align with APRA’s YFYS benchmark.  

2	 Because the YFYS benchmark measures how well a superannuation fund has implemented 
its Strategic Asset Allocation (SAA), superannuation funds are moving away from active 
management in large liquid asset classes (i.e., equities) for passive alternatives. 

These two actions result in reducing tracking error and brings the performance of the fund closer 
to that of the YFYS benchmark, increasing the likelihood that the fund will pass the YFYS 
performance test. We don’t believe this is in the best interest of members and could result in lower 
risk-adjusted returns.

How can global convertibles be used within the YFYS framework? 

In addition to the unintended consequences mentioned above, liquid alternatives that have 
historically been used as a bond replacement and risk diversifier will be used more selectively 
going forward. Under the reforms, the YFYS performance benchmark for liquid alternatives is a 
(50/50) equity/ bond index, which is a difficult benchmark to outperform against.

We believe that creates an opportunity for long-only global convertible bonds to play a role in 
institutional portfolios.  As mentioned earlier, the key return drivers of convertibles are equity, 
credit, interest rates and volatility. These diversifying qualities, with embedded downside 
protection, make convertible bonds a sensible candidate for an institutional investor to consider. 

To demonstrate the benefits of convertibles, we have plotted the performance of the Refinitiv 
Global Focus Index (Global Convertible Bonds) against APRA YFYS (50% MSCI ACWI /50% 
Bloomberg Barclays Global Aggregate) index and RBA Cash +3%.

Australian institutional 
investors continue 
to face challenges 
from the persistent 
low-yield environment
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The chart above illustrates the unique return/risk drivers make global convertibles one of few 
liquid asset classes that can keep pace with the new APRA YFYS benchmark for alternatives. 

Why is an allocation to long only convertibles beneficial in this market environment?

As outlined earlier in the paper, the hybrid nature of global convertible bonds and asymmetric 
return profile provide a unique balance between capital appreciation and downside protection. 

Here, we set out some of the key reasons why global convertibles could play an important role in 
institutional portfolios:

1	 The co-ordinated monetary and fiscal stimulus from central banks and governments has 
driven up valuations in risk asset markets and provided an environment where investors are 
looking for equity-like returns with low volatility. The asymmetric nature of convertibles 
provides investors with a low volatility equity substitute.

2	 Current heightened volatility in equity markets provides a tailwind for convertible bonds. 
Convertibles are one of the few asset classes to have demonstrated an ability to not only 
withstand but benefit in volatile markets. 

3	 Acceleration in convertible bond issuance has increased and broadened the opportunity set 
for investors. We believe convertibles offer either fair value or are cheaper than their 
theoretical valuations.

4	 The asset class has evolved significantly since the global financial crisis, with most of the 
buyers long-only investors. The companies issuing these bonds range from fast-growing 
companies in the technology and healthcare sectors, to cash-strapped leisure, tourism and 
retail companies looking for rescue capital to shore up their balance sheets.

Figure 13.  Refinitiv Global Focus Index versus APRA (YFYS) Composite Index & RBA Cash +3%

Past performance is not indicative of future results. Client outcomes are not guaranteed.
Note: The constituents and composition of the APRA (YFYS) Composite Index used in the chart above.4

Source: Aviva Investors and Bloomberg, data as at June 30, 2021.
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Conclusion
After the excellent performance of the asset class in 2020, with relative outperformance compared 
to other risk asset classes including equities and credit, we continue to see a positive market 
backdrop for convertible bonds. This is despite the recent valuation compression across the 
investable universe following record levels of new issuance in the last twelve months. 

While the extent of this success may have been extraordinary, which may not be repeated every 
year or throughout an economic cycle, there is a compelling case for convertible bonds to 
continue their equity-like returns with significantly reduced volatility.

The natural asymmetry of the instrument makes convertible bonds well equipped for a wide range 
of market scenarios. In our view, the unique characteristics of balanced convertible bond portfolios, 
particularly when actively managed using an unconstrained approach, remain an attractive 
investment proposition that is well-suited to the current volatile and uncertain market environment.

As the global economy recovers from the pandemic and we move into a more volatile but 
reflationary macro environment, institutional investors again find themselves at a challenging 
point of the investment cycle, with valuations driven up significantly by fiscal and monetary 
stimulus. With fewer defensive options available for institutional investors to utilise in risk-off 
periods, and the added burden of having to navigate the changing regulatory environment in 
Australia, investors need to think differently about how they will continue to deliver strong 
risk-adjusted returns for members.

We believe an allocation to long-only global convertible bonds, with their diversifying 
characteristics and asymmetrical return profile, can improve multi-asset portfolios’ efficient 
frontier by adding defensive characteristics while continuing to offer equity exposure.
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Key risks
The value of an investment and any income from it can go down as well as up. Investors may  
not get back the original amount invested.

Convertible bonds can earn less income than comparable debt securities and less growth than 
comparable equity securities, and carry a high level of risk.

Bond values are affected by changes in interest rates and the bond issuer’s creditworthiness.  
Bonds that offer the potential for a higher income typically have a greater risk of default.
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