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Underappreciated opportunity in absolute return convertibles 
 

Convertibles tend to be marketed on the promise of their convexity – namely their potential to 
provide bond-like returns on the downside and equity-like returns on the upside. But investors 
may get better risk-adjusted performance if they adopt an absolute return approach...  
 

Now that hedge funds and proprietary trading desks no longer dominate the global convertibles 

market, issues have ceased to trade in a narrow band around fair value. This is affording fund 

managers the opportunity to extract alpha, especially in the Asian and US markets where convertibles 

look cheap relative to theoretical values. With equity markets having risen so sharply in recent years 

absolute-return funds could be set to come into their own.  

Understanding the opportunity 

There are a number of notable arbitrage opportunities for absolute-return fund managers to target. 

We can look to make profits from incorrectly priced credit and the underpricing of the right each bond 

carries to convert to equities. A healthy pipeline of new issues should provide plenty of attractive 

buying opportunities while the likely pricing anomalies that will result from long-only investor demand 

should also throw up opportunities for absolute return managers to make money. 

Faced with such a broad array of potential investments, we look to combine an income book of low 

delta (i.e. low-risk) holdings with positions in cheap, albeit riskier, so-called ‘high gamma’ investments. 

This entails going ‘long’ of convertibles and ‘short’ the underlying equity in an effort to extract value. 

Owning high-gamma securities in markets that are moving appreciably should deliver consistent 

positive returns. The fact much of the convertibles market – especially small to mid-cap issues – 

remains poorly covered in terms of analysis can also create arbitrage opportunities since such an 

environment is more likely to lead to convertibles being mispriced. Mergers also present opportunities 

to absolute-return investors, while it is also possible to exploit mispriced convertibles in larger 

companies which have also issued conventional debt.  

In the right hands, it is possible to deliver consistent income while maintaining overall levels of 

portfolio risk that are well below those of a typical long-only convertibles fund. With convertibles 

having performed admirably over a number of timeframes, there is an increasingly strong case for 

long-term investors to adopt an absolute return convertibles strategy as a core portfolio holding. 
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