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The current macroeconomic 
environment is increasing 
pressure on insurers to move 
towards growth-generating 
strategies. In this space, we 
believe convertible bonds can 
provide risk diversification 
and lead to strong balance 
sheet characteristics.
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We discuss the asymmetric return profile of convertible 
bonds and why we believe this makes them a good fit for the 
business model of traditional life insurance companies. 

We reflect on the opportunity to position balanced 
convertible bonds within an insurers’ return-seeking 
portfolio rather than the matching portfolio, and 
demonstrate that they can represent a valid alternative 
to equity and high yield corporate bonds providing not only 
diversification benefits but also efficiency from an 
accounting and regulatory balance sheet perspective.
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The business model of traditional life insurance companies is characterised  
by a clear asymmetry between shareholders and policyholders. The claims  
(or financial guarantees) of policyholders must be honoured regardless of the 
insurance company’s investment returns and profitability: 

 �  When an insurer’s investment returns are sufficiently high, policyholders 
are paid their guaranteed return and a potential bonus (with-profit 
business) while shareholders benefit from the profitability of the business 
through dividend payments and capital appreciation

 �  Conversely, if the investment returns of the insurer are insufficient then 
the balance sheet (and by extension, the shareholder value) is damaged  
by the use of the capital base to match the claims of policyholders. 

There is a clear case of asymmetry, since there is a contrast between the 
guaranteed minimum return of policyholders and the fluctuating nature  
of the insurer’s financial investments. 

Given their asymmetric return profile, convertible bonds are often seen  
as a natural candidate to deal with the insurer’s conundrum.

In essence, a convertible bond is a hybrid instrument composed of a bond  
and an option to be converted into an underlying share. From an insurer’s 
perspective, we can see the parallel between their needs and the structure  
of the convertible bond. The fixed income component can be used to cover  
the claims and financial guarantees of policyholders. The equity call option 
gains value in equity upturns (and rising volatility), and can help grow the 
insurer’s assets. 

We believe insurers will naturally prefer the most solid credit profiles  
within the convertible bond asset class, in order to guarantee the long-term 
asymmetry of their investment, while portfolio managers specialising in 
long-only convertible bond strategies should look to maximise the asymmetric 
return profile of their portfolios to attract assets from insurers. 

In most market conditions the search for asymmetry will lead to a focus on 
“balanced” convertible bonds. These maximise the convexity of the 
instrument through a combination of a high level of bond protection (the  
bond floor) and meaningful correlation to the underlying share through the 
call option (the delta).

Most insurance companies tend to segment their investments between a 
matching portfolio and a return-seeking portfolio. The matching portfolio 
backs the liabilities and is mostly composed of high-quality bonds (generally 
government and investment grade corporate bonds) plus interest rate swaps 
and options for duration/convexity risk management. The return-seeking 
portfolio is intended to generate growth and is typically made up of equities, 
alternatives and other less liquid instruments. 

Convertible bonds, thanks to their asymmetrical profile, have the advantage 
of offering both matching and return-seeking characteristics. The question is: 
where do they fit best? 

In our view, 
balanced convertible 
bonds should be 
part of the return-
seeking portfolio 

A match for an 
asymmetrical 
business model
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1 We assume all investments are recorded as Fair Value to Earnings.

We believe the positioning of convertible bonds within the investment 
portfolio should depend on their equity exposure, clearly the growth-engine 
of the instrument: 

 � “Defensive delta” convertible bonds  are characterised by low equity 
sensitivity and a fixed income profile. We think they naturally belong to  
the matching portfolio (assuming they are high-quality issuers).

 � “Balanced” convertible bonds, on the other hand, provide a degree of 
protection in market downturns but have a meaningful sensitivity to the 
underlying stock price. We think they naturally belong to the return-
seeking portfolio.

Over the past few years, Quantitative Easing (QE) policies have led to 
exceptionally low interest rates. As a consequence, the yields offered by 
high-quality government bonds have frequently been insufficient to enable 
insurers to match obligations to policyholders. Insurers have therefore 
participated in the general herding towards credit and less-liquid assets. 

In the current macro-economic environment, and given the importance  
of the guarantees offered in the past, there is an increased need for insurers 
to generate growth within their balance sheets. 

While most have used equities and alternatives as the growth engine within 
their investment portfolios, many have begun to see convertible bonds as an 
attractive option. An allocation to convertible bonds will not only increase 
diversification within the return-seeking portfolio but also provide growth 
potential in an equity upturn. Besides their asymmetrical profile and the 
diversification benefits, we think convertible bonds also prove to be efficient 
from a balance sheet standpoint.  

As we have seen, insurers need to generate growth within their balance sheets.  
However, since most return-seeking strategies tend to have reduced matching 
benefits, they can easily lead to significant balance sheet volatility and high 
regulatory capital charges. With a reduced regulatory capital charge and 
solvency ratio volatility, we think “balanced” convertible bonds should be 
looked at much more closely by regulated investors such as general and life 
insurers.

Figure 1 compares balanced convertible bonds with equities and high-yield 
corporate bonds over the past 10 years. 

From the regulatory balance sheet perspective, we consider the 
following metrics:

 � Solvency-adjusted Sharpe ratio, measuring the return of the investment 
versus the level of solvency ratio volatility it generates.

 � Return on regulatory capital under Solvency II, measuring the return  
of the investment versus the Solvency II capital charge it implies.

From the accounting balance sheet perspective, we look at:
 � Sharpe ratio, measuring the investment’s return versus the level of net 

income volatility it generates.1

While achieving risk 
diversification, 
convertible bonds offer 
strong balance sheet 
characteristics
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For illustrative purposes only.
2  Source: Bloomberg and Barclays POINT. January 2005 to July 2015. For Equities we use the MSCI Europe EUR Index,  

for Convertible Bonds we use the Thomson Reuters Europe Focus Hedged Convertible Bond Index, for HY Bonds we use the  
Barclays EUR High Yield Index.

3  The Solvency–Adjusted Sharpe ratio is computed assuming a 60% hedging ratio and a duration of 10 years for the liabilities. It is 
defined as the excess return ( in excess of the liability benchmark) divided by the volatility of the solvency ratio.

4  Average annual Return on Capital over the period considered. The Solvency Capital Requirement (SCR) is the aggregate of the SCR 
for equity risk, interest rate risk, spread risk, and the diversification benefit under Solvency II. 

5  Source: Barclays Global High Yield Corporate Credit index, Barclays Global Corporate Credit index, MSCI Total Return index and 
JPMorgan Aggregate Bond index (all currency-hedged).

High yield corporate bonds have had an exceptional decade. They were the 
top-performing asset class in terms of risk-adjusted returns outperforming 
investment grade corporate debt, sovereign debt, equities and convertible 
bonds.5 However, in our opinion, these results will not be easy to repeat. The 
exceptional rally of the asset class appears to leave high yield corporate bonds 
with limited potential in terms of spread-tightening and carry-trade. At 
current market levels, the risk-reward potential of this asset class may not be 
obvious with the carry not necessarily compensating for the level of volatility.

Some insurers have therefore already reviewed and reduced their  
allocation to high yield corporate debt and some have already added an 
allocation to convertible bonds, reflecting a wish for positive diversification  
in the investment portfolio. In addition to diversification, an allocation to 
convertible bonds provides a number of other benefits:

 � A lower exposure to rising interest rates (lower sensitivity to interest rates) 
than straight debt

 � A generally better quality of the issues (lower credit risk) than high yield 
bond portfolios

 � A higher return on regulatory capital than both equities and high yield 
corporate bonds.

For an increasing number of insurance companies convertible bonds 
have thus become an attractive alternative within their return-seeking 
portfolio, particularly at a time of tight spreads, rising volatility and 
demanding regulation.

FIG. 1 – REGULATORY AND ACCOUNTING BALANCE SHEET CHARACTERISTICS2
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When compared to long-only equity investments, convertible bonds can 
provide protection in market downturns (bond floor) and correlation to equity 
upside through the embedded conversion option. It is therefore not surprising 
to see that balanced convertible bonds lead to superior accounting and 
regulatory balance sheet characteristics. 

We believe that there is a strong rationale today for insurers to include 
convertible bonds within their balance sheets. Faced with challenges such  
as a low-yield environment and the importance of guarantees to policyholders, 
they are coming under increasing pressure to move towards growth-
generating strategies. 

Our view is that convertible bonds can be an answer for insurers – an asset 
class which fits their business model well, which increases diversification,  
and leads to strong characteristics on both a regulatory and an accounting 
balance sheet perspective.

Find out more at www.loim.com or  
email us at loim-funds@lombardodier.com

Conclusion
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This document has been prepared by Lombard Odier Funds (Europe) S.A. and is issued by 
Lombard Odier Asset Management (Europe) Limited, a private limited company 
incorporated in England and Wales with registered number 07099556, having its 
registered office at Queensberry House, 3 Old Burlington Street, London, United Kingdom, 
W1S 3AB, authorised and regulated by the Financial Conduct Authority (the “FCA”) and 
entered on the FCA register with registration number 515393. 

Lombard Odier Investment Managers (“LOIM”) is a trade name.

The fund mentioned in this document (hereinafter the “Fund”) is a Luxembourg investment 
company with variable capital (SICAV). The Fund is authorised and regulated by the 
Luxembourg Supervisory Authority of the Financial Sector (CSSF) as a UCITS within the 
meaning of EU Directive 2009/65/EC, as amended. The management company of the 
Fund is Lombard Odier Funds (Europe) S.A. (hereinafter the “Management Company”),  
a Luxembourg based public limited company (SA), having its registered office at 5, Allée 
Scheffer, L-2520 Luxembourg, authorized and regulated by the CSSF as a Management 
Company within the meaning of EU Directive 2009/65/EC, as amended. The Fund is only 
registered for public offering in certain jurisdictions.This document is not a 
recommendation to subscribe to and does not constitute an offer to sell or a solicitation or 
an offer to buy the Fund’s shares nor shall there be any sale of the Fund’s shares in any 
jurisdiction in which such offer, solicitation or sale would be unlawful. Consequently, the 
offering of the Fund’s shares may be restricted in certain jurisdictions. Prospective 
investors must inform themselves of, and observe, such restrictions, including legal, tax, 
foreign exchange or other restrictions in their relevant jurisdictions.Neither this document 
nor any part of it shall form the basis of, or be relied on in connection with, any contract to 
purchase or subscription for the Fund’s shares. Any such acquisition may only be made on 
the basis of the official documents of the Fund each in their final form. The articles of 
association, the prospectus, the Key Investor Information Document, the subscription form 
and the most recent annual and semi-annual reports are the only official offering 
documents of the Fund’s shares (the “Offering Documents”). They are available on 
http//:www.loim.com or can be requested free of charge at the registered office of the 
Fund or of the Management Company, from the distributors of the Fund or from the local 
representatives as mentioned below. Austria. Supervisory Authority: Finanzmarktaufsicht 
(FMA), Representative: Erste Bank der österreichischen Sparkassen AG, Graben 21, 
A-1010 Wien - Belgium. Supervisory Authority: Autorité des services et marchés financiers 
(FSMA), Representative: CACEIS Belgium S.A.,Avenue du Port 86C, b320, 1000 Brussels 
- France. Supervisory Authority: Autorité des marchés financiers (AMF), Representative: 
CACEIS Bank, place Valhubert 1-3, F-75013 Paris - Germany. Supervisory Authority: 
Bundesanstalt für Finanzdienstleistungsaufsicht (BaFin), Representative: DekaBank 
Deutsche Girozentrale, Mainzer Landstraße 16, D-60325 Frankfurt am Main - Italy. 
Supervisory Authority: Banca d’Italia (BOI), Paying Agents: Société Générale Securities 
Services S.p.A., Via Benigno Crespi, 19/A - MAC 2, 20159 Milano, State Street Bank 
S.p.A. Via Ferrante Aporti, 10, 20125 Milano, Banca Sella Holding S.p.A., Piazza 
Gaudenzio Sella, 1, 13900 Biella, Allfunds Bank S.A., filiale italianaVia Santa Margherita 7, 
20121 Milano, - Liechtenstein. Supervisory Authority: Finanzmarktaufsicht Liechtenstein 
(“FMA”), Representative: Verwaltungs- und Privat-Bank Aktiengesellschaft, Aeulestrasse 
6, LI-9490 Vaduz - Netherlands. Supervisory Authority: Autoriteit Financiële Markten 
(AFM). Representative: Lombard Odier (Europe) S.A., Netherlands Branch.,Lombard Odier 
(Europe) S.A. Netherlands Branch Herengracht 466 1017 CA Amsterdam – Netherlands 
Tel.: +31 20 5220522- Spain. Supervisory Authority: Comisión Nacional del Mercado de 
Valores (CNMV). Representative: Allfunds Bank S.A. C/Nuria, 57 Madrid - Switzerland. 
Supervisory Authority: FINMA (Autorité fédérale de surveillance des marchés financiers), 
Representative: Lombard Odier Asset Management (Switzerland) SA, 6 av. des Morgines, 
1213 Petit-Lancy; Paying agent: Bank Lombard Odier & Cie Ltd, 11 rue de la Corraterie, 
CH-1204 Geneva. United Kingdom. Supervisory Authority: Financial Conduct Authority 
(FCA), Representative: Lombard Odier Asset Management (Europe) Limited, Queensberry 
House, 3 Old Burlington Street, London W1S3AB, which has approved this document for 
issuance in the UK to professional clients or eligible counterparties and is authorised and 
regulated by the FCA. NOTICE TO RESIDENTS OF THE UNITED KINGDOM: The Fund is a 
Recognised Scheme in the United Kingdom under the Financial Services & Markets Act 
2000. Potential investors in the United Kingdom are advised that none of the protections 
afforded by the United Kingdom regulatory system will apply to an investment in LO Funds 
and that compensation will not generally be available under the Financial Services 
Compensation Scheme. This document does not itself constitute an offer to provide 
discretionary or non-discretionary investment management or advisory services, otherwise 
than pursuant to an agreement in compliance with applicable laws, rules and regulations. 
An investment in the Fund is not suitable for all investors. Making an investment in a Fund 
is speculative. There can be no assurance that the Fund’s investment objective will be 
achieved or that there will be a return on capital. Past or estimated performance is not 
necessarily indicative of future results and no assurance can be made that profits will be 

achieved or that substantial losses will not be incurred.This document does not contain 
personalized recommendations or advice and is not intended to substitute any professional 
advice on investments in financial products. Before making an investment in the Fund,  
an investor should read the entire Offering Documents, and in particular the risk factors 
pertaining to an investment in the Fund, consider carefully the suitability of such 
investment to his/her particular circumstances and, where necessary, obtain independent 
professional advice in respect of risks, as well as any legal, regulatory, credit, tax, and 
accounting consequences.This document is the property of LOIM and is addressed to its 
recipient exclusively for their personal use. It may not be reproduced (in whole or in part), 
transmitted, modified, or used for any other purpose without the prior written permission of 
LOIM. It is not intended for distribution, publication, or use in any jurisdiction where such 
distribution, publication, or use would be unlawful. This document contains the opinions of 
LOIM, as at the date of issue. The information and analysis contained herein are based on 
sources believed to be reliable. However, LOIM does not guarantee the timeliness, 
accuracy, or completeness of the information contained in this document, nor does it 
accept any liability for any loss or damage resulting from its use. All information and 
opinions as well as the prices indicated may change without notice. The contents of this 
document are intended for persons who are sophisticated investment professionals and 
who are either authorised or regulated to operate in the financial markets or persons who 
have been vetted by LOIMas having the expertise, experience and knowledge of the 
investment matters set out in this document and in respect of whom LOIM has received an 
assurance that they are capable of making their own investment decisions and 
understanding the risks involved in making investments of the type included in this 
document or other persons that LOIM has expressly confirmed as being appropriate 
recipients of this document. If you are not a person falling within the above categories you 
are kindly asked to either return this document to LOIM or to destroy it and are expressly 
warned that you must not rely upon its contents or have regard to any of the matters set 
out in this document in relation to investment matters and must not transmit this document 
to any other person. Neither this document nor any copy thereof may be sent, taken into, or 
distributed in the United States of America, any of its territories or possessions or areas 
subject to its jurisdiction, or to or for the benefit of a United States Person. For this 
purpose, the term “United States Person” shall mean any citizen, national or resident of the 
United States of America, partnership organized or existing in any state, territory or 
possession of the United States of America, a corporation organized under the laws of the 
United States or of any state, territory or possession thereof, or any estate or trust that is 
subject to United States Federal income tax regardless of the source of its income.

If the funds are denominated in a currency other than that in which the majority of the 
investor’s assets are held, the investor should be aware that changes in rates of exchange 
may affect the valueof the funds’ underlying assets. The portfolio risk management 
process includes an effort to monitor and manage risk, but does not imply low risk.

The strategy may include the use of derivatives. Derivatives often involve a high degree of 
financial risk because a relatively small movement in the price of the underlying security or 
benchmark may result in a disproportionately large movement in the price of the derivative 
and are not suitable for all investors. No representation regarding the suitability of these 
instruments and strategies for a particular investor is made.

The Fund’s investments in Fixed Income securities are subject to the risks associated with 
debt securities including economic conditions, government regulations, market sentiment, 
and local and international political events. In addition, the market value of fixed income 
securities will fluctuate in response to changes in interest rates, currency values, and the 
creditworthiness of the issuer. If an issuer’s financial condition worsens, the credit quality 
of the issuer may deteriorate making it difficult for an investor to sell such investments.

A significant level of investment in debt securities or risky securities implies that the risk of, 
or actual, default may have a material impact on performance. The likelihood of this 
depends on the creditworthiness of the issuers.

LOIM does not provide accounting, tax or legal advice.

Views and opinions expressed are for informational purposes only and do not constitute a 
recommendation by LOIM to buy, sell or hold any security. Views and opinions are current 
as of the date of this presentation and may be subject to change. They should not be 
construed as investment advice.

No part of this material may be (i) copied, photocopied or duplicated in any form, by any 
means, or (ii) distributed to any person that is not an employee, officer, director, or 
authorised agent of the recipient, without Lombard Odier Asset Management (Europe) 
Limited prior consent. In the United Kingdom, this material is a financial promotion and has 
been approved by Lombard Odier Asset Management (Europe) Limited which is authorised 
and regulated by the Financial Conduct Authority.

© 2015 Lombard Odier Investment Managers – all rights reserved.
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