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onvertible bonds are not a 
mainstream asset class. But 
pension funds might be 
missing an opportunity as 
these hybrid bonds can 
provide equity like returns 

with much lower volatility.
This asset class has performed excep-

tionally well in recent years. The Bank of 
America Merrill Lynch All Convertibles 
All Qualities Index has risen by 81.8% 
since the end of August 2008, when the 
financial crisis broke. Year to date it has 
ratcheted up returns of 10.3%. 

This article takes a closer look at convert-
ible bonds and whether they are a suitable 
asset class for pension funds.

what is a convertible bond?
A convertible is a hybrid instrument that 
contains both fixed income and equity 
elements. When a company issues a 
convertible, it is in the form of a bond – it 
usually promises to pay the investor an 
annual coupon and it can be redeemed at 
the value it was issued on maturity.

Ben Helm, investment manager at GAM, 
says: “Convertible bonds usually have the 
same seniority as senior unsubordinated 
debt. That means the investor can be 
confident they will be paid back their capital 
investment on the redemption of the debt.”

A convertible is different from a 
standard corporate bond, however, as 
this debt can be converted into equity. 

Helm says: “Within the structure of the 
convertible bond, there is a clear under-
standing of how, when and at what level 
the bond can be converted into equity.”

why do companies issue convertibles?
The main reason why a company might 
want to issue a convertible bond rather 
than another form of debt is that it comes 

with a lower financing cost – the cou-
pons are lower than they would be on 
standard corporate bonds since there is 
the additional option of conversion to 
equity.

Helm says: “The convertible contains 
an embedded option which has an 
intrinsic value within the bond struc-
ture and compensates the investor for 
the lower coupon payments.”

why would an investor buy a 
convertible?
As convertibles pay lower coupons than 
other forms of bonds, it only makes sense 
for the investor to buy the convertible if 
they believe the equity option will 
provide additional compensation.

Eli Pars, senior vice president and 
co-portfolio manager on the growth/
fixed income team at Calamos, says: 
“Unlike a bond where the investor will 
simply receive back the value they 
invested, the investor receives an 
additional return from the embedded 
option as the share price rises.” 

Alex McKnight, investment manager at 
GAM, adds: “An investor hopes that the 
share price of the company will rise over 
the life of the convertible bond, this 
means they will switch into equity at a 
much higher price than if they had 
bought the equity at the outset.”

why should pension funds invest in 
convertibles? 
For pension funds, the asymmetric 
characteristic of the return profile of a 
convertible make this asset class an 
appealing investment option.

Effectively the bond portion of a 
convertible gives the investor protection 
from the value of the share price falling. 

Unlike a bond however, there is also 
the potential for capital gain. “If the 
share price goes higher than the strike 
price, they will get additional equity 
returns,” says Pars.

With most schemes in deficit, yet with 
a constrained risk budget, convertibles 
can be a very useful addition to an 
investment strategy, adds Pars.

is now a good time to invest in 
convertibles?
The current environment should be 
favourable for convertibles: while the 
outlook for the fixed income markets is 
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not that favourable, equities are per-
forming well.

John Belgrove, senior partner at Aon 
Hewitt, says: “If equity valuations 
continue to rise despite the expected 
increase in interest rates, then it is 
reasonable to assume that convertibles 
should perform well.”

“On a risk-adjusted basis, returns have 
been strong relative to equities but they 
have not been as high as high yield,” 
says Belgrove.

how do you select a convertible 
manager? 
Convertible managers need to be able to 
combine the skills of both bond and 
equity investors. Pars says: “It’s impor-
tant to assess the credit worthiness of 
the company issuing the convertible.”

But it’s also important to approach 
each issue with the mindset of an equity 
analyst. Marc Basselier, senior portfolio 
manager of the AXA WF Framlington 
global convertibles fund, says: “Under-
standing the equity portion of a convert-
ible is much more labour-intensive.” 

what are the disadvantages of invest-
ing in convertibles?
The convertible market is that much 
smaller than the more conventional 
corporate bond market. Belgrove says: 
“The convertible bond market has a total 
value of $400bn, which is a tiny propor-
tion of the $15trn standard corporate 
bond market.”

The size of the market makes it 
difficult for large institutional investors 
to allocate a significant proportion of 
their assets to this market, he adds.

Liquidity constraints can also exacer-
bate pricing moves. Belgrove says: “It 
does not take significant changes in the 
balance of supply and demand to make 
the market either very cheap or very 
expensive.”

Investors should also consider that 
convertibles have already performed 
very well over the last ten years. 

But this does not mean that pension 
schemes should eschew convertibles 
altogether.

Belgrove says: “If a scheme has found 
a manager which can use convertibles 
effectively, then it should allow them the 
freedom to invest in this market to make 
additional returns.”
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Aon Hewitt, in association with 
Engaged Investor, invite you to join 
this practical morning seminar for 
trustees, trustee chairs, pensions 

managers and sponsors

Visit www.engagedinvestor.co.uk/fm 
to fi nd out more and to book your free place

Fiduciary management isn’t a one size fits 
all ‘product’ - it is a bespoke investment 

solution designed to meet each scheme’s 
unique needs.

This free seminar will help you understand 
fiduciary solutions and the differences 

between providers when comparing and 
selecting a fiduciary manager. Drawing 

on a range of practical scenarios and case 
studies, sessions will go beyond theory to 

answer questions such as:

• What benchmark is most appropriate?
• How do I try to compare fees and 

performance?
• What are the key elements of 

the solution I need to understand?
 • What solution is right for my scheme’s 

unique needs?

Register today

FREE SEMINAR

Fiduciary
management

in practice
Thursday 9th October
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Opinions and estimates offered constitute our judgment and 
are subject to change without notice, as are statements of 

conditions. We believe the information provided here is 
reliable, but do not warrant its accuracy or completeness. 
This material is not intended as an offer or solicitation for 

and strategies described may not be suitable for all investors. 
The opinions and views of third parties do not represent the 
opinions or views of Calamos Investments LLC. Opinions 
referenced are as of the day recorded and are subject to 
change due to changes in the market, economic conditions or 
changes in the legal and/or regulatory environment and may 
not necessarily come to pass. This information is provided for 
informational purposes only and should not be considered tax, 
legal, or investment advice.
Convertible Securities Risk: The value of a convertible security 

value declining as interest rates increase and increasing as in-
terest rates decline. The credit standing of the issuer and other 
factors also may have an effect on the convertible security’s 
investment value. 
Outside the United States, this document is directed only at 
professional/sophisticated investors and it is for their use and 
information. This document should not be shown or given 
to retail investors. Any entity responsible for forwarding this 
material to other parties takes responsibility for ensuring 
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