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Rising market interest rates have piqued curiosity in convertible securities, but many insurers do not fully understand 
how convertibles work or their potential portfolio benefits. 

The unique feature of a convertible bond – it can be converted into the issuer’s equity – speaks to its value proposition: 
potential equity upside with a bond’s downside protection. (Figure 1 illustrates convertibles’ place in the risk/return spec-
trum, generally between bonds and equities.) The need for capital growth while maintaining a stable asset portfolio to 
match liabilities should drive insurers' interest in convertible bonds.
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Figure 1

As of December 31, 2018. Prepared by Conning, Inc. Sources: Bloomberg Index Services Limited. Used with Permission; ICE Data Indices, LLC, is used with Permis-
sion; © 2019 London Stock Exchange Group plc and its applicable group undertakings; and ©2018 Standard & Poor’s Financial Services LLC (and its affiliates, as 
applicable).  Indices defined on pages 4 and 5. Past performance is not a guarantee of future results.

Convertibles can offer insurance portfolios the ability to enhance capital efficiency, increase diversification and adjust 
their overall risk profile. The challenge, however, comes in evaluating convertibles securities, both in terms of their relative 
bond and equity values as well as in determining a security’s fit for an insurer’s portfolio. 

Asset Class Average Annual Returns vs. Risk
Holding Period Return (January 1990 - December 2018)
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With the right analytical rigor, however, a selection of convertible securities may reward insurers with equity-like returns 
while also offering greater downside protection. The outlook for 2019 also suggests continuing growth in issuance, creat-
ing more opportunities for insurers to tap into the potential portfolio benefits of convertibles.

Benefits to Investors

Convertibles can offer insurance portfolios valuable benefits: 

•	 Capital efficiency – Convertibles are treated as bonds for risk-based capital (RBC) charges because of their price 
floor protection. This enables their values to hold up much better in stress tests than equity securities. They have 
historically provided 50% of an equity premium for often less than 20% of equity RBC charges. (See Figure 2). 

•	 Diversification – Convertibles have a low correlation to bonds, not surprising for an asset often used as an equity 
substitute, which is a benefit to bond-heavy portfolios in a period of rising interest rates. Convertible issuance tends 
to come from less mature firms, so current issuance features higher amounts of health care and  technology com-
panies, offering  greater sector diversity to a fixed-income portfolio. The risks posed by companies in the convertible 
market tend to be more early-stage business risk rather than the financial-leverage risk that affects the lower quality 
segments of the corporate bond market. 

•	 Risk management – Portfolios’ equity risk exposures can be fine-tuned to better meet client goals, ranging from 
investing in more bond-like convertibles to pursuing greater yields and capital treatment on convertibles that trade 
more in lock-step with the underlying equities. Convertibles can also provide a fixed-income portfolio with capital 
gains in a rising interest rate environment to help offset capital losses on their traditional fixed-income assets. The 
U.S. experience during the past 30 years is that periods of rising interest rates have been accompanied by improving 
economic conditions and earnings growth, which has enabled stocks and convertibles to go up in value despite the 
rise in discount rates. 

To Convert - or Not?

Investing in convertible securities requires skill in both credit and equity analyses as well as in evaluating the particular 
bond-equity trade-off that supports an insurer’s unique needs. 

Figure 2

Prepared by Conning. Sources: Bloomberg LP.  RBC charges are based on the weightings of NAIC 1 and NAIC 2 holdings for each asset class.
*Charge for P/C companies - life company charges are higher.

Figure 3 highlights the trade-off via the price behavior of a convertible relative to its underlying stock. The straight diagonal 
running from lower left to upper right shows the parity value of the convertible – i.e., the value the security would have if 
the issue was converted into stock – which increases with the issuer’s stock’s price. 
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The horizontal line across the middle of the
chart shows the bond value of the convertible, 
which doesn’t change with movement in the 
price of the underlying stock.

The curved line above the shaded area 
shows the fair value of the convertible. The 
curved line gets closer to the parity line as 
the stock price goes higher, because the is-
suing company may call the convertible 
sooner. The curve starts falling below the 
bond  value as the stock approaches zero, 
reflecting the correlation between increased 
default risk and a declining stock price. 

As the chart title indicates, convertible pric-
ing becomes more sensitive to equity values 
the higher the equity price moves; as the bond 
price moves up significantly, it trades more like 
an equity, albeit with a better yield.

The sweet spot appears to be in the center of the chart, where the issue is between behaving like a bond and a stock. 
The questions for investors at this point center around the value of the optionality in the convertible, represented by the 
premium paid over both its pure stock and bond values and the lower yield it offers relative to that of a similar-maturity 
nonconvertible. Conning analyzes this based on our evaluation of the issuer’s credit risk and the future price range (vola-
tility) of its underlying stock price. This valuation is also affected by several factors including the bond’s final maturity date 
and coupon rate, any call and/or put features, dividend outlook and treatment, and bond subordination and convenants.
 
 
Risk and Possible Rewards

Convertibles generally rank low in a company’s capital structure, just above equity. For lower quality issues, the bond floor 
can decline with the stock in a bear market,  making the analysis of the company’s financial outlook,  debt structure,  and 
asset value critical. These are important considerations in determining the suitability for each client’s portfolio and in valu-
ing an issue’s fair spread even when times are good. 

The asset class poses other risks as well. Some 60% of convertibles are not rated, and only 20% are rated investment 
grade, limiting potential opportunities for those seeking high quality options. Unlike the investment grade corporate mar-
ket, which generally requires ratings from two agencies, convertible issuers do not have to get a rating to a deal done. This 
may create opportunities for investors with credit analysis skills to find opportunities among unrated convertible securities. 

In addition, convertibles’ lower coupon rates may be a concern for income-focused investors. Yields to maturity can appear 
odd to those unfamiliar with the asset class, particularly since many convertibles have bond-call features which force a very 
quick amortization of any premium in price. Conning focuses on current yield (coupon divided by price), which looks at con-
vertibles like you would look at the dividend yield on a stock. Given that higher-priced convertibles trade there due to equity 
appreciation, the assumption that the price will go back down to par is not as relevant as it is for a fixed-income instrument.  

Non-U.S. companies have started issuing more dollar-pay convertibles, giving investors more opportunities. This has served 
to improve the diversification benefits in sectors and names in addition to geographic factors. Non-U.S. companies have 
provided a number of higher quality investment-grade names that are particularly beneficial to U.S. portfolios.
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Figure 3
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Looking ahead, while more than half the annual convertibles issuance is unrated, investors may soon find more op-
portunities. Historical issuance has been on the rise recently and issuers can be expected to switch to more equity  
and convertible issuance due to the 2017 tax bill’s increase in companies’ after-tax debt cost of capital. In addition 
to lower tax rates reducing the “tax shield” which caused a lower after-tax debt cost of capital, the Tax Reform and 
Jobs Act of 2017 includes provisions that have reduced the amount of debt interest that can be written off, further 
encouraging companies to reduce their interest expense, an opportunity that convertibles can help with.

Conclusion

Convertibles provide insurers with a capital efficient way to structure their portfolios in uncertain economic environ-
ments. As interest rates rise, stock prices are likely to rise too, producing gains on convertible holdings in a time 
period when a typical fixed income portfolio will be losing value. Should interest rates again turn lower, current yields 
on convertibles are competitive with U.S. Treasury yields, minimizing lost income even if there is not much benefit 
from equity price appreciation. And, if equity prices fall, the fixed income component of convertibles will provide a 
floor valuation to protect investors’ capital.

The asset’s dual roles as both a fixed income asset and equity opportunity suggest a heightened level of complexity. 
An experienced manager well versed in the asset class as well as in the unique needs of insurance companies can 
add significant value to a convertible investment strategy.

Indices used on page 1

ICE BofAML Investment-Grade Convertible Index (ex Mandatories) –An index weighted by the market value (capitalization weighted) of the convertible issues in 
Bank of America Merrill Lynch’s US convertible universe that have an investment grade rating (BAA3/BBB- or better) from either Standard & Poor’s (S&P) or Mood-
ys. The index includes investment grade convertible securities of U.S. corporations, including convertible bonds (coupon paying and zero coupon) and convertible 
preferreds, and includes issues sold under Rule 144A. It does not include Mandatory Convertibles which are issues that have limited appreciation potential with the 
underlying stock and do not have much fixed income value to cushion declines in the underlying stock – opposite of the characteristics of traditional convertibles. 

ICE BofAML All Convertible Index (ex Mandatories) – A capitalization weighted index of all the convertible issues in Bank of America Merrill Lynch’s US convertible universe 
except those that are considered mandatory securities. The index includes investment grade convertible securities of U.S. corporations, including convertible bonds 
(coupon paying and zero coupon) and convertible preferreds, includes issues sold under Rule 144A, and includes issues which have not been rated by either S&P or Moody’s. 

ICE BofAML Speculative-Grade Convertible Index (ex Mandatories) – A capitalization weighted index of all the convertible issues in Bank of Ameri-
ca Merrill Lynch’s US convertible universe except those that are considered mandatory securities that have a rating from S&P and Moody’s of less than 
BAA3/BBB-. The index includes convertible securities of U.S. corporations, including convertible bonds (coupon paying and zero coupon) and con-
vertible preferreds, includes issues sold under Rule 144A, but does not includes issues which have not been rated by either S&P or Moody’s. 

Bloomberg Barclays US Aggregate Index – Barclays calculates their index on a capitalization weighted basis for investment grade rated govern-
ment, corporate, mortgage pass-through, asset backed and commercial mortgage backed securities with at least $250 million par value and more 
than one year until maturity. They use ratings from Moody’s, S&P, and Fitch with the median used if all three rate it, the lower rating if only rated by 
two, and the sole rating if only rated by one rating agency.  All issues must be SEC registered, taxable, US dollar denominated, and have a fixed coupon. 

Bloomberg Barclays  US 1-3 Month Short Term Government/Corporate Index – A capitalization weighted index of Issues with less than 3 months to maturity 
that have been taken out of the Barclays US Aggregate Index when they have less than one year to maturity. 

Russell 2000 Index – A capitalization weighted index of the smallest 2000 stocks in the Russell 3000 index. The Russell indices are chosen by the Frank Rus-
sell company to include the largest 3000 issuers in the US. 

Standard & Poor’s (S&P) 500 Index – A capitalization weighted index of 500 US stocks. The index composition is managed by Standard & Poor’s but is generally 
viewed as including the largest capitalization US stocks.

Index descriptions were standardized based on information from Bloomberg Index Services Limited. Used with permission, ICE Data Indices, LLC (“ICE DATA”), 
is used with permission, ©2018 Standard & Poor's Financial Services LLC (and its affiliates, as applicable), and © 2018 London Stock Exchange Group plc and 
its applicable group undertakings (the “LSE Group”).

Continued on page 5



conning.com 5

About Conning

Conning (www.conning.com) is a leading investment management firm with a long history of serving the insurance industry. Conning 
supports institutional investors, including pension plans, with investment solutions and asset management offerings, award-winning* 
risk modeling software, and industry research. Founded in 1912, Conning has investment centers in Asia, Europe and North America.

* InsuranceRisk Best Economic Scenario Generator Software, 2011, 2013 & 2014; Asia Asset Management Magazine Best Risk Management Technology 2014; 
Risk.net ESG Buy-Side Award 2016; Insurance ERM Best Stress Testing & Scenario Solution, 2017.

Legal Disclaimer

© 2019 Conning, Inc. All rights reserved. The information herein is proprietary to Conning, and represents the opinion of Conning. 
No part of the information above may be distributed, reproduced, transcribed, transmitted, stored in an electronic retrieval system 
or translated into any language in any form by any means without the prior written permission of Conning. This publication is in-
tended only to inform readers about general developments of interest and does not constitute investment advice. The information 
contained herein is not guaranteed to be complete or accurate and Conning cannot be held liable for any errors in or any reliance 
upon this information. Any opinions contained herein are subject to change without notice. Conning, Inc., Conning Asset Manage-
ment Limited, Conning Asia Pacific Limited, Goodwin Capital Advisers, Inc., Conning Investment Products, Inc. and Octagon Credit 
Advisors, LLC are all direct or indirect subsidiaries of Conning Holdings Limited (collectively “Conning”) which is one of the families 
of companies owned by Cathay Financial Holding Co., Ltd. a Taiwan-based company. C# 8357710

David A. Tyson, Ph.D., CFA, is a Managing Director and Portfolio Manager. He is responsible 
for managing Conning’s convertible portfolios and is also a member of the team managing 
the firm’s dividend equity strategies. Mr. Tyson previously served as Chief Investment Officer 
of Citigroup’s proprietary insurance companies and head of Travelers’ registered investment 
advisory. He also managed Travelers’ convertible portfolios. Mr. Tyson earned a degree in 
finance/political science from the Wharton School of the University of Pennsylvania, and an 
MBA and Ph.D. in economics from the Stern School of Business at New York University. 

Indices used on page 1 (continued)

Bloomberg Index Services Limited. Used with permission. Bloomberg is a trademark of Bloomberg Finance L.P. and its affiliates (collectively “Bloomberg”). Barclays is 
a trademark of Barclays Bank Plc (collectively with its affiliates, “Barclays”), used under license. Neither Bloomberg nor Barclays approves this material, guarantees the 
accuracy of any information herein, or makes any warranty as to the results to be obtained therefrom, and neither shall have any liability for injury or damages arising 
in connection therewith.
Source ICE Data Indices, LLC (“ICE DATA”), is used with permission. ICE DATA, ITS AFFILIATES AND THEIR RESPECTIVE THIRD PARTY SUPPLIERS DISCLAIM ANY AND ALL 
WARRANTIES AND REPRESENTATIONS, EXPRESS AND/OR IMPLIED, INCLUDING ANY WARRANTIES OF MERCHANTABILITY OR FITNESS FOR A PARTICULAR PURPOSE 
OR USE, INCLUDING THE INDICES, INDEX DATA AND ANY DATA INCLUDED IN, RELATED TO, OR DERIVED THEREFROM. NEITHER ICE DATA, ITS AFFILIATES NOR THEIR 
RESPECTIVE THIRD PARTY SUPPLIERS SHALL BE SUBJECT TO ANY DAMAGES OR LIABILITY WITH RESPECT TO THE ADEQUACY, ACCURACY, TIMELINESS OR COMPLETE-
NESS OF THE INDICES OR THE INDEX DATA OR ANY COMPONENT THEREOF, AND THE INDICES AND INDEX DATA AND ALL COMPONENTS THEREOF ARE PROVIDED ON 
AN “AS IS” BASIS AND YOUR USE IS AT YOUR OWN RISK. ICE DATA, ITS AFFILIATES AND THEIR RESPECTIVE THIRD PARTY SUPPLIERS DO NOT SPONSOR, ENDORSE, OR 
RECOMMEND [INSERTSUBSCRIBER NAME], OR ANY OF ITS PRODUCTS OR SERVICES.
©2018 Standard & Poor’s Financial Services LLC (and its affiliates, as applicable). This may contain information obtained from third parties, including ratings from 
credit ratings agencies such as Standard & Poor's. Reproduction and distribution of third party content in any form is prohibited except with the prior written permission 
of the related third party. Third party content providers do not guarantee the accuracy, completeness, timeliness or availability of any information, including ratings, and 
are not responsible for any errors or omissions (negligent or otherwise), regardless of the cause, or for the results obtained from the use of such content. THIRD PARTY 
CONTENT PROVIDERS GIVE NO EXPRESS OR IMPLIED WARRANTIES, INCLUDING, BUT NOT LIMITED TO, ANY WARRANTIES OF MERCHANTABILITY OR FITNESS FOR A 
PARTICULAR PURPOSE OR USE. THIRD PARTY CONTENT PROVIDERS SHALL NOT BE LIABLE FOR ANY DIRECT, INDIRECT, INCIDENTAL, EXEMPLARY, COMPENSATORY, 
PUNITIVE, SPECIAL OR CONSEQUENTIAL DAMAGES, COSTS, EXPENSES, LEGAL FEES, OR LOSSES (INCLUDING LOST INCOME OR PROFITS AND OPPORTUNITY COSTS 
OR LOSSES CAUSED BY NEGLIGENCE) IN CONNECTION WITH ANY USE OF THEIR CONTENT, INCLUDING RATINGS. Credit ratings are statements of opinions and are not 
statements of fact or recommendations to purchase, hold or sell securities. They do not address the suitability of securities or the suitability of securities for investment 
purposes, and should not be relied on as investment advice.
© 2019 London Stock Exchange Group plc and its applicable group undertakings (the “LSE Group”). The LSE Group includes (1) FTSE International Limited (“FTSE”), 
(2) Frank Russell Company (“Russell”), (3) FTSE Global Debt Capital Markets Inc. and FTSE Global Debt Capital Markets Limited (together, “FTSE GDCM”), (4) MTSNext 
Limited (“MTSNext”), (5) Mergent, Inc. (“Mergent”), (6) FTSE Fixed Income LLC (“FTSE FI”) and (7) The Yield Book Inc (“YB”). All rights reserved.


