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From niche market to the center of attention? Convertible bonds - i.e.
corporate bonds with an attached equity call option — are often overlooked
in asset allocation but their performance in 2025 has sprung them into

the spotlight. Over the last 30 years, convertibles delivered 70% of equity
returns but with only 35% of the volatility (6.7% p.a.). 2025 has topped this
performance, with convertibles outperforming both equities and bonds
(Sharpe ratio 2 vs. 1.0 and 0.1), helped by falling interest rates, the rise

of technology, balanced technicals and resilience during volatility. The
attractive yields, moderate conversion premiums and healthy new issuance
reinforced the technical strength of the market. Global issuance hit a
five-year peak of about USD81bn, driven by growth sectors like tech and
biotech, as well as companies seeking flexible funding amid elevated rates.

Convertibles offer a unique blend of appealing bond and equity
features, making them a highly attractive option for both corporates and
investors. Investors receive the downside protection of a bond but benefit
from the upside potential of equities when market performance is strong
(on average starting at >6% p.a. equity performance). Corporate issuers
are particularly attracted when facing higher financing-cost pressures as
the equity option lowers the burden. This is of particular value to growth
companies and during restructurings, both of which are highly represented
in the US, which accounts for 75% of issuance and outstanding volume.
Moreover, convertibles are hardly a speculative asset: The credit quality of
these investments has improved significantly, with a blend of investment
grade, high yield and non-rated. As a further mitigant, short-duration (1.5
years) has been shown to reduce risk.

The performance of the market is being driven by the macroeconomic
regime as well as equity and bond fundamentals, particularly in the
technology and small-cap sectors. The value of convertibles is driven

by stock option value and valuation, as well as the bond's yield. Higher
volatility tends to increase convertible prices, while rising rates or widening
spreads tend to decrease them. We define Yield to Worst (YTW) as

a key indicator of downside risk, with lower YTW indicating minimal

yield provision and reduced stability. Convertibles demonstrate strong
performance during periods of market crises, due to their role in providing
protection through bond instruments. But in robust bull markets these
instruments tend to limit equity sensitivity (Delta) to below 1, resulting in
suboptimal performance. A factor analysis reveals a notable exposure

to smaller, less mature firms with lower profitability. This also explains

the underperformance observed during periods of tightening cycles and
the absence of substantial momentum from the large-cap technology
sectors, especially between 2022 and 2024. Despite occasional setbacks,
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convertibles have proven resilient, offering greater upside than downside,
making them a less cyclical and more stable investment. This return asymmetry

is of particular importance for the small-cap theme to play out as their greater
performance dispersion can be utilized more efficiently, thereby participating
from rising stars and cutting laggards to its bond value (positive selection).
Looking ahead, Al-driven capex and decarbonization projects are likely to anchor
the next wave of convertibles, as firms use equity-linked debt to finance large,
uncertain investments without overloading balance sheets.

e Current market conditions — moderate growth and episodic volatility — are
ideal, and our Al-enhanced forecasts suggest a strong 12-month forward
return of 11.4%. This is significantly higher than the historic 70/30 equity-bond
split at 9%, based on our forecast. This high optimism is based on low business
sentiment, economic uncertainty (as the Al-bubble sentiment reverberates
through markets) and attractive small-cap valuations, market conditions that
have historically supported strong convertible bond performance. Rational
earnings expectations of smaller companies, and high equity volatility are
also positive drivers, creating a favorable environment for convertibles, most
comparable to 2016 and 2019, as identified by our cluster algorithm. While history
may repeat itself, we recognize the fundamental differences between this period
and previous ones, particularly the historic low yield to worst and the absence of
equity market corrections in recent years.

¢ Ultimately, convertibles can enhance diversification and improve risk-adjusted

returns. Adding convertibles to a portfolio shifts the efficient frontier outward,
i.e. offering higher returns with lower volatility. To reap the benefits, investors
should understand the nuances. First, benchmark selection is critical because
convertible indices vary widely in composition: broader indices often outperform
narrower ones but may include less liquid bonds. Second, active management

is recommended to navigate the market's hybrid nature: Active managers can
adjust their exposure, capitalize on new issuance discounts and navigate call
provisions, while passive strategies may lack flexibility and miss opportunities.



The best of

Convertibles offer the features of debt and equity
through an embedded option. As with traditional bonds,
convertibles pay a coupon, but the premium of the
embedded call option grants investors the right to convert
into a predetermined number of shares of the issuer's
stock — often 30% above the issuer's current share price.
Their shorter duration, varying ratings, few covenants

and sector concentrations add additional distinction.
Should the stock outperform the conversion price, the
convertible's value will increasingly track the equity. In
case of an underperformance, the bond floor (supported
by principal repayment at maturity) provides a backstop
value. This optionality means that pricing is dependent on
equity volatility, interest rates and credit risk. Sophisticated
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valuation models are therefore required. Market practice
has made pricing reasonably efficient — new convertibles
are usually priced efficiently. Most new issues are priced
at a slight discount to theoretical fair value, with the aim
of attracting investors. Overall, it is the balance between
the protection offered by the bond component and the
potential of the equity upside investors appreciate most.
That is also reflected in convertibles’ risk and return
balance, with a Sharpe ratio (excess return over a risk-
free interest rates divided by its volatility) exceeding
comparable asset classes over the 25 years long- (x-axis)
and three years short-term (y-axis), except for the high-
yield performance between 2023 and 2025 (Figure 1).

Figure 1: Sharpe ratios of major asset classes short- and long-term average
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Convertibles are not speculative investments. The This figure surged further the following year, reaching
credit quality of these investments has seen significant approximately USD119bn in 2024, which was the busiest
improvement. In 2023, around 40% of US issuance came year since 2007 (not including the period of heightened
from investment-grade companies, compared with activity that followed the pandemic). The convertible bond
only around 6% in 2021, and many well-established market entered 2025 larger, more geographically diverse
corporations have successfully tapped the market for and of higher credit quality than ever.

refinancing needs. With 40% of global issues being
investment grade and another 35% rated BB, the majority
of convertibles are positioned in the crossover space.
Notably, about 63% of issuers carry no other debt apart
from their convertibles, reflecting robust balance sheets
and a strategic approach to the use of the instrument, as
opposed to distress-driven issuance. Following a lullin
2022, global issuance rebounded significantly. In 2023,
sales volumes increased by 100% to reach USD80-90bn.

Figure 2: Distribution of convertibles market share

us

Europe

China

Asia ex Japan ex China
Japan

Other Markets

Sources: LSEG Datastream, AIM SE



Al & green to fuel convertible issuances going forward.

Convertibles: cycles, costs and convexity

Issuance in convertibles is a bet bet on equity cycles and volatility, and the recent rise in financing costs has
encouraged corporate issuers to explore alternative options—with tech firms often leading. Over the past

three decades, issuance has surged whenever equity markets were strong and straight debt looked costly, making
convertibles a way to pay investors with upside rather than coupon. In 2020, US companies raised about USD 64bn of
convertibles by midyear, with a record USD 20.7bn in May alone as pandemic volatility pushed up credit spreads and
made equity issuance politically unpalatable for boards that did not want to signal distress. The pattern has repeated
in the current cycle: by late 2025, global companies had sold roughly USD 81.2bn of convertibles, the highest level in
five years, as they sought to dodge stillelevated borrowing costs by issuing hybrid debt that comes with a conversion
option instead of a doubledigit coupon. For issuers, the instrument is a macro hedge: when equity valuations are rich
and volatility high, convertibles allow them to monetize that volatility, locking in below market coupons in return for
selling a long-dated call option on their stock. The interest savings offered by convertibles are particularly attractive

to firms seeking to strengthen balance sheets without immediately diluting equity; these savings are larger when

the embedded call option is more valuable—typically in periods of higher market uncertainty. In 2024, Super Micro
Computer issued a convertible with a 0% coupon, illustrating how investor optimism can translate into ultracheap capital
for issuers. Crucially, the cost of equity dilution is deferred to a future date (if and when conversion occurs), ideally after
the company has grown. For investors, the same convexity offers bond-like protection if growth disappoints and equity
participation if it does not—a combination that helped convertibles outperform broad equity indices in 2025 despite
choppy markets.

Who issues—and why

Growth sectors dominate convertible issuance because they can “pay” in volatility instead of coupons. Tech,

biotech and consumer internet names account for a much larger share of the global convertible universe than they

do of standard equity or credit indices, reflecting issuance skewed toward sectors where upside is easier to sell than
balance sheet strength. Younger, small and midcap companies in these industries frequently use convertibles as their
first meaningful debt instrument, precisely because they lack the ratings or free cash flow to borrow cheaply in the
straight bond market. Structurally, this also means the asset class contains a high proportion of nonrated paper—not
because credit quality is universally poor, but because many issuers come from an equity financing culture and see little
value in paying for a formal rating when the equity option is what sells the deal. Sector composition is cyclical as well
as structural: in 2020, some of the industries hardest hit by the pandemic—airlines, travel, leisure and oil—tapped the
convertible market to raise cash when bank lines and unsecured bonds were either too expensive or simply unavailable,
offering investors recovery upside in return for bridge style funding. Indeed, as convertibles sit at the intersection of
funding need and the equity story: the more compelling the story, and the shakier the near term cash flows, the more
attractive the structure becomes for both sides.



Figure 3: Sector breakdown of convertibles bonds (2024)
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Regional mix

The US and Asia embrace convertibles, while Europe still underuses them. The US remains the dominant region

in global convertible indices and primary issuance, with American growth companies—especially in tech and
communications—providing the core of the market with approximately 75% of issuance and outstanding volume.

Asia has emerged as a robust second pillar: issuers from Greater China and other Asian markets have used USD
denominated convertibles to fund expansion in ecommerce, semiconductors and internet platforms, effectively
globalizing what still trades as a “dollar” product. Mainland Chinese and Hong Kong issuers raised more than USD10bn
in the first half of 2025 alone, accounting for the bulk of Asia's USD13bn+ issuance year-to-date , in synch with China’s
drive for tech growth and increasing regional diversification. By contrast, Euro denominated convertibles have been
more episodic. European corporates have traditionally leaned on bank loans and plain vanilla bonds, and the local
investor base for equity linked paper has been thinner, limiting issuance even in sectors—such as luxury, industrial tech
or renewables—that are obvious candidates for convertible financing. That under penetration is starting to look like
an inefficiency: with euro rates higher than in the 2010s and central banks only easing cautiously, convertibles offer
European issuers a way to term out funding without locking in today’s coupons for the next seven years.

What drives the next wave

Al and decarbonization are likely to anchor the next wave of convertible supply. The current Al investment boom

is already visible in primary markets: global issuance in 2025 includes flagship deals such as Alibaba’s zero-coupon
USD 3.2bn convertible to fund international and cloud expansion, and roughly USD 3bn in financing for Al cloud player
Nebius that relies in part on convertible structures alongside strategic capital from Microsoft. These transactions
illustrate how tech groups can use convertibles to fund enormous capex—in chips, data centers and software—
without immediately loading balance sheets with expensive high yield debt. On the decarbonization side, energy

and infrastructure companies face similarly frontloaded investment needs but with more uncertain long-term cash
flows, making equity linked debt an attractive way to share project risk. Italy’s Eni has placed a EUR 1bn, seven-year
sustainability linked convertible with a sub3% coupon, the first of its kind in the oil and gas sector, tying the bond'’s
economics to emissions and transition targets even as it raises flexible capital. For both Al and climate related capex—
especially from issuers with volatile earnings but credible transition or Al growth stories—convertibles offer a financially
palatable compromise: investors get convex exposure to structural themes, management preserves near term credit
quality, and the actual dilution is deferred to a future in which the capital raised today is meant to have transformed the
business. If history is any guide, the sectors spending the most on intangible assets and transition capex over the next

decade will be precisely those most inclined to pay for capital not just with interest, but with a slice of their future equity.
8



What drives

Convertibles are priced competitively, providing a
balanced benefit to both issuers and investors. This has
ensured a robust performance, with returns being driven
by fundamentals rather than by rich pricing. In practice,
when a new convertible is issued, the conversion premium
and coupon are set so that the bond's theoretical value
equals the issue price. In recent robust primary markets,
new convertibles have even been priced at a slight
discount to their theoretical fair value, meaning investors
can purchase with a certain new issue benefit. Conversely,
in contrast to the highly dynamic nature of certain equity
IPO markets, convertibles offer a more stable investment
opportunity. They are anchored to their underlying
components, the implied volatility is reflective of the
stock's performance and the credit spread accurately
reflects the issuer's credit quality. If convertibles appear
mispriced to their reference assets (e.g. implied volatility
far above realized volatility), convertible arbitrageurs
and dedicated funds are likely to step in. This constant
fluctuation helps to stabilize the valuation of convertibles,
thereby avoiding the formation of bubbles or crashes
that are solely attributed to their valuation. In general,
gains come from genuine improvements in underlying
fundamentals, such as stocks going up and credit spreads
tightening, rather than from speculative re-rating or
multiple expansion in the convertible itself.

Conversion premium and positive convexity offer

decent yield and equity upside after past extremes
during 2020-2022. Another aspect of valuation is the
conversion premium, which is the difference between the
conversion price and the current stock price. Typically, new
convertibles set an initial conversion premium of 20-40%,
ensuring that the company's stock would need to rise
significantly before investors would consider converting to
equity. If the stock never reaches this level, investors simply
hold the bond until it matures or is called, earning interest
along the way. It is important to note that the premium is
priced in context: a higher premium usually comes with

a higher coupon, a more volatile underlying stock or a
longer maturity to compensate. During the low-rate period
of 2020-2021, some premiums were set at very high levels
(in extreme cases, as seen with a Peloton convertible

bond that required a 60% increase in the stock price). This
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indicates that convertibles are not immune to frenzies in
their underlying equities. When the market experienced
a downturn in 2022, many of these bonds fell back to the
bond floor. Currently, the balance of terms has returned
to normal, with average premiums falling to around

30% and coupons rising above zero. This indicates that
new convertibles are being issued with more balanced
valuations, setting the stage for improved performance.

Convertibles can generate credit alpha because issuers
default less often than high-yield peers with similar
risk, leading to market opportunities. Convertible

credit spreads and default risk also have a role to play

in valuation. Convertibles are issued by companies

that might be unrated or have higher perceived risk, so
investors demand an appropriate credit spread in the
pricing. However, convertible issuers demonstrate a lower
rate of default compared to comparably rated high-yield
issuers. From a valuation perspective, investors holding
convertibles may be receiving compensation for credit risk,
as the likelihood of defaults is reduced. This prompts an
interesting question: are convertibles offering "free" credit
alpha due to misperceived risk? Over an extended period,
companies issuing convertibles experience a default

rate that is approximately 44% lower than those issuing
traditional junk bonds. Even during severe downturns

and recessionary periods (e.g. the 2001 dot.com bust,

the 2008 financial crisis and the 2020 pandemic shock),
convertible defaults remained lower than defaults in the
broader HY market. Recent figures confirm this trend: in
2024, the US convertible bond market's default rate was
approximately 1.1%, well below the 3.1% default rate seen
in the overall high-yield market. This is in line with the
longer-term averages (~1% for converts vs. ~3% for HY)
and highlights a persistent default-rate gap in favor of
convertibles. One reason for this is that convertible issuers
often have stronger financial flexibility — many have only
the convertible as debt on their balance sheet and can
raise equity capital if needed, which helps them avoid
default. Furthermore, companies that choose convertibles
often have growth equity stories that eventually improve
their credit profiles, whereas traditional HY issuers may be
more leveraged.
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Hybrid returns with

Convertibles are influenced by both equity and fixed-
income dynamics, with sensitivities captured by Greeks.
Stock volatility and credit factors shape their value and
risk profile through option-like sensitivities. One key driver
is the implied volatility of the underlying stock: a higher
realized volatility increases the theoretical value of the
embedded call option and thus raises the convertible's
price, all else equal. Convertibles have a positive
correlation with the stock's volatility, benefiting when
uncertainty rises. Conversely, fixed-income instruments
are influenced by prevailing interest rates and the issuer's
credit spread. Rising interest rates or widening credit
spreads will negatively impact the bond portion's value,
thereby affecting the convertible's price. To quantify these
mixed influences, option risk metrics — Greeks — are used.
For instance, delta measures the convertible's sensitivity
to stock price fluctuations. Gamma is a measure of the
speed at which the delta changes as the stock price moves,
reflecting the convertible's convexity or asymmetry. Vega
captures sensitivity to changes in the stock's volatility.

It is generally accepted that a higher delta, gamma

and vega are associated with more equity-like returns,
and accordingly higher risk and volatility. Generally
convertibles have a delta below one (0.45 on average)
but through time this still delivers superior returns as it
captures rising stars (with a delta approaching 1) and
cuts laggards to its bond value (delta approaching 0),
effectively exhibiting a positive selection feature.

Yield to worst (YTW) helps investors assess the
downside risk of a convertible bond, with higher YTW
indicating greater stability and less volatility. YTW

is a valuable forward-looking metric representing the

10

lowest possible annual yield an investor could realize

on the bond, assuming it is called or redeemed at the

most disadvantageous time allowed by its terms (without
default). This metric provides insight into how the market is
pricing the balance between bond floor and equity option
value. A higher YTW is associated with more bond-like
returns, and accordingly with a lower risk and volatility
profile. With rising equity markets, YTW drops as the
convertible price departs from the bond floor.

Convertibles have delivered annual returns of 6.7%
over the cycles, consistently matching 70% of equity
returns over the past three decades, while sharing
equity volatility of only 35% (see Figure 4). This indicates
a significantly higher equity sensitivity compared to the
average delta of approximately 45%. There are a number
of reasons for this discrepancy, and the advantages of
convertibles have been a topic of discussion, already. Not
mentioned yet is the built-in profit-taking mechanism,
where gains on bonds are realized during the short
maturity of around five years and reinvested into another
convertible bond. When considering a strongly rising
convertible, which trades almost as equity and will be
converted, sold and reinvested, the proceeds are locked-
in and protected again by the bond floor trading around
par. In an equity downturn, the investor benefits from

the coupon payment and any former gains. This strategy
typically generates higher total returns than traditional
stock market holdings over the entire investment cycle. This
feature renders the convertible bond investment less prone
to fluctuations in value and more firmly anchored at fair
value.



Figure 4 : Long-term risk-return profile of major asset classes
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Over the past 30 years, convertibles have demonstrated
consistent outperformance vs stocks during periods

of market downturns. This is due to the inherent value
protection offered by their bond floors, while also
participating in the potential equity recovery. An analysis
of the long-term total return performance from 1994 to
2025 reveals notable parallels and distinctions between
convertibles and stocks. The MSCI All Country World

index is used to represent stocks, with all values presented
in euros. Convertibles tend to demonstrate stronger
performance during periods of market downturns. We
have identified five significant global economic setbacks:
the dot.com crisis, the GFC, the 2020 Covid shock, the onset
of the Russia-Ukraine war and inflation rise in 2022, and
“Liberation Day” in April 2025. As is evident, significant
fluctuations in stock prices have a much lower effect on
the performance of convertibles during these periods.
Protected by a stable bond floor (grey line, representing
the JPM global investment grade bond Index), convertibles

Figure 5 : Total Return: Convertibles vs Stocks vs Bonds

only share a fraction of the stock drawdowns. The fallout
from “Liberation Day” best illustrates this, with stocks
seeing a -12% drop, compared to only -3% for convertibles.
This return is equivalent to a combination of 30% equity
and 70% bond return, effectively reversing the long-term
average equity return participation of 70%. Past crises
exhibit a similar pattern, and only the 2008 financial
crisis demonstrated a convertible-bond return profile that
aligned with the long-term average, capturing 70% of

the equity decrease. This period was characterized by a
significant flight into safe assets, with even convertibles
trading below their fair value, a scenario that has not
been observed since. It is evident that a shift in sentiment
occurred following the GFC and preceding the Covid-19
pandemic, when convertibles experienced a relative
underperformance of 243pps compared to stocks (Figure
5).
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Figure 6: Historic performance of major asset classes during crisis and expansion
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Convertibles can underperform both stocks and bonds.
As shown in Figure 6, convertibles are facing challenges
when risk aversion plummets but also interest rates
jump — the perfect storm experienced in 2022 triggered
by Russia’s invasion in Ukraine , along with inflation

and policy rate hikes. The correction hit the bond floor,
significantly weakening the protection feature. This
followed a significant increase in convertibles in 2020
and 2021, even temporarily outperforming equity returns
(+72% vs 61% return).

A factor analysis indicates that the equity portion

of convertibles is concentrated among smaller, less
profitable firms that were challenged by tightening
conditions and lacked large-cap tech momentum

in 2022 and 2023. To understand their performance
during this period, we need to investigate the underlying
equity (Equity Parity Index for the Refinitiv Global Broad
Convertible Index) and its factor exposure. A simple Fama-
French five-factor plus momentum regression reveals
several important characteristics. The equity bucket
demonstrates a market beta slightly above one, indicating
heightened sensitivity to overall market movements. There
is also a positive exposure to the small minus big (SMB)
factor, showing a tilt toward smaller-cap stocks. Most
notably, the analysis uncovers a negative exposure to the
robust minus weak (RMW) factor. This negative RMW
loading suggests that the underlying equities are primarily
smaller, less mature firms, which tend to be less profitable
(yet). Such stocks tend to experience sharp rallies,
especially during periods of loose financial conditions,

but are also more vulnerable to severe drawdowns when
market sentiment shifts.

12

Convertibles underperformed global equities (MSCI All
Country World index) in 2022 because the underlying
equity segment gave back its 2020-2021 gains and was
further impacted by a collapsing bond floor. The factor
exposure also explains the deviation from the market

in the subsequent bull market (mid-2023 to 2024). The
underperformance of the market can be attributed to

a lack of exposure to the Magnificent 7. However, 2025
marked a significant turning point, with convertibles
outperforming the broad large-cap market (see figure 8).



Figure 7: Fama-French analysis on factor exposure of convertibles

Coefficients Standard Error t Stat
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Intercept 1.51%
Market Risk Premium 1.03 0.02 41.8 | 0.00%
Small minus Big (SMB) 0.16 0.04 4.42 | 0.00%
High minus Low (HML) -0.06 0.04 -1.54 | 12.36%
Robust minus Weak (RMW) -0.25 0.04 -5.65| 0.00%
Conservative minus Aggressive (CMA) -0.03 0.06 -0.54 | 59.17%
Momentum -0.06 0.02 -2.82 1 0.51%
Sources: Kenneth French Data Library, LSEG Refinitiv, AIM SE
Figure 8: Performance of major asset classes in recent history
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2025 market review:

Outperformance and sustainability

In 2025, convertibles demonstrated notable resilience
and outperformed equities and traditional bonds. This
was due to strong initial conditions, falling interest rates
and resilient performance during market volatility. As

we entered 2025, the market was in a favorable position:
coupons were high, valuations fair and underlying
equities, especially small/mid-caps, were poised for a
rebound. Furthermore, until the end of November, short-
term interest rates decreased substantially (US 5-year
swap ~-75bps), thereby supporting the bond floor. The
current yield is a key metric to consider. These yields have
increased substantially in recent years, enhancing the
baseline return for investors. As of early 2025, the current
yield for convertibles was approximately 2.1%. While these
figures are low by high-yield bond standards, they are
attractive when compared to dividend yields (for context,
the S&P 500 dividend yield is ~1.5%). Consequently,
investors in convertibles are strategically positioned

to benefit from both equity upside and "paid to wait"
coupons at rates competitive with some corporate bonds.
The market is currently "balanced”, with an average

delta of the global convertible index of around 50%. This
indicates a balanced sensitivity to both equity and bonds.
Furthermore, average conversion premiums in the market
are moderate and not excessively high as was the case in
2021. This balanced positioning is favorable as it allows
convertibles to benefit from their underlying convexity.
The market technicals are also supportive: 2025 has seen

14

healthy new issuance, driven by high-quality companies
seeking to optimize liquidity management and reduce
interest payments, bringing new investment opportunities
and keeps the market from overheating on limited supply.
A historical maturity wall began in 2025, leading to
sustained high issuance and "rollover" opportunities.

Their strategic allocation to small-cap and tech stocks,
coupled with a balanced approach to equity sensitivity,
has distinguished them as a noteworthy asset class. The
outperformance of convertibles vs large-caps is driven by
the underlying equity basket, which reflects the unique
sector and style composition of convertible bond issuers.
Small-cap stocks in particular demonstrated notable
strength, rebounding from a period of underperformance
during 2022-2024. Conversely, high-yield corporate
bonds experienced a significant widening of their
spreads during the period of market turbulence around
“Liberation Day”. Additionally, long-duration bonds
declined due to rising yields, indicating that neither
traditional fixed-income instruments nor equities offered
the same level of protection as convertibles did. As
illustrated by Figure 9, there is significant dispersion in
the performance of equities and convertibles year-to-
date among approximately 500 issuers, with a distinct
tendency towards certain market trends. Convertibles
(dark blue dots) share the equity returns to a specific limit
(light blue dots/ equity returns) to the lower and upper



end. Approximately 200 issuers are experiencing negative
equity performance, while the return on convertible
securities has remained relatively stable. Notably, 300
issuers have witnessed a substantial positive return
increase of up to 220%. Convertibles only share a part of
that upside but also have a significantly lower downside
volatility as shown by the dots concentrated around

0% return (despite equity losses of more than 50%). On
average, the equity performance is with 20% better than
converts with 14% and also better than the large-cap
performance of 13%.

In 2025, the returns for convertibles were substantially
higher than average for the third consecutive year
(10.9% in 2023 and 9.1% in 2024 vs 6.7% on average),
marking a significant reversal from 2022. The question

is how long convertibles can continue to outperform.
Historically, convertibles have outperformed direct equities
in range-bound or volatile markets, but not in runaway
bull markets. Conversely, in the event of a sharp recession,
convertibles could fall more than high-grade bonds. The
current environment — moderate growth, periodic spikes in

10 December 2025

volatility and high rates - is almost ideal for convertibles,
as reflected in their exceptional returns. As we approach
the end of 2025, with convertibles having arguably the
best of both worlds (equity rally + rate declines aiding
bond floors), investors are wise to enjoy the gains while
also closely monitoring fundamental developments on the
asset class.

Figure 9: YTD return distributions of convertibles and underlying equity basket
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and why?

Convertibles may benefit from undervalued small-cap
exposure, which could outperform if Al-driven megacap
dominance fades and macro conditions stabilize. The
outlook for convertibles is closely linked to that of the
equity and credit markets. Should mega-cap stocks

lead a rally, convertibles may lag due to reduced equity
sensitivity. Conversely, convertibles' underlying small-cap
exposure has the potential to outperform large-caps
going forward. These stocks currently trade at a significant
discount to large caps, especially in terms of price-to-
book ratios (P/B). The price-to-book ratio for US small
caps is at a discount value of below 0.4, meaning they

are 60% cheaper than large caps (see figure 10). While
this may not ensure outperformance of small caps in the
near future, our Al model (introduced in next chapter)

also picks up this relative cheapness to support a strong
12-month forward return. Since 2024, megacap tech
stocks have been responsible for the majority of large-cap
long-term earnings per share (LTF EPS GTH RATE) growth,
while small caps have adopted a more cautious approach.

Figure 10: Total return and P/B ratios large- vs small-caps

Long-term EPS are on a more muted level and below large
caps, especially compared to the post-Covid period (2021-
2023). These levels can be regarded as more realistic and
prudent, particularly in view of the significantly elevated
growth expectations of large caps due to Al. The Al model
employs this rationale, with forward returns exhibiting a
negative correlation with excessive long-term EPS growth
rates. The forward price-to-earnings (PE) ratio also turns
negative, worsening in 2025 due to the performance of
megacaps (see figure 10). Overall, if large-cap stocks
were to lose their dominance, small caps could regain
their growth premium, leading to stronger returns.
Historically, small capitalizations have outperformed large
capitalizations during periods of economic stabilization, as
evidenced by the post-dot.com crisis (2004-2006) and the
GFC crisis (GFC, 2009-2011). If the current uncertain macro
environment normalizes, small caps can eventually benefit
and potentially outperform again.
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Figure 11: EPS growth rate and forward P/E large- vs small-caps
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At present, the credit environment remains favorable,
with tight spreads and companies favoring convertibles
to avoid high coupon costs on straight debt. A downturn
could result in wider spreads and increased pressure on
lower-rated issuers. However, the convertible market's
high average credit quality, low default rates and

short maturities should provide some resilience. Strong
issuance is set to continue through 2025, introducing more
high-quality names and providing investors with new
opportunities. However, the yield-to-worst (YTW) for the
convertible market is currently at its lowest level over the
past two decades, highlighting the challenging income
environment investors face when seeking yield in this
asset class. A key driver is the strong underlying equity
performance, driving the price of convertibles way above
its bond floor. This historically low yield level is indicative
of both the broader fixed income market conditions

and the unique characteristics of convertible securities,
which typically offer lower current yields in exchange for
equity participation. In this yield-compressed landscape,
investors may need to adjust their expectations regarding
returns from the income component of convertibles,
focusing more on the potential for equity upside to drive
total returns. The YTW is also evident in the Al model and
contracts the forward return, as anticipated.

The Al model forecasts a volatile period through early
2026, followed by a strong rebound, with expected
returns reaching 11.4% by October 2026 - such scenario
would also be consistent with the volatility we expect
around the general Al-bubble sentiment reverberating
through markets. While traditional metrics remain
essential, our random forest model adds predictive power
by analyzing over 50 variables and explicitly identifying
market regimes in relation to traditional and macro
indicators to predict the forward return of convertibles.
This hybrid approach captures interdependencies
between the equity and bond legs of the instrument,
incorporating the two key aspects of traditional analysis—
the attractiveness of the equity component (small cap
valuations) and the bond component (yield provision)—
and its calibration provides consistency and confidence in
the Al output after isolating the traditional performance
drivers. As the index we analyze is a Euro-hedged global
convertible index, the currency hedge was and is a major
return driver but this is implicitly captured by the large
array of macro variables included. The model forecasts a
volatile period through early 2026, followed by a strong
rebound, with an expected 12 month forward return

of 11.4% (reaching by October 2026), driven by current
economic uncertainty (lifting equity optionality), low
business sentiment (anchoring expectations outside Al),
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and attractive small cap valuations that historically link to
strong convertible performance. Technically, the random
forest utilises over 50 indicators (2003-2025) across
macroeconomic and financial leading data, constructs
multiple decision trees on random subsets to reduce
overfitting, and assigns feature importance based on
selection frequency—yielding solid directional accuracy
despite outliers and lower yield predictability during
exogenous shocks (e.g., geopolitical conflicts). The dataset
was split into training and test sets (test: September

2021 onwards); the model shows very low deviations

in training with notable misses in extreme months (e.g.,
Nov 2008, Mar 2020, pr 2021) while the test set exhibits
more outliers and an overestimation around the onset of
the Russia—Ukraine war in 2022 (see Figure 12) — issues
that normalized in H1 2023 as conditions improved, with
subsequent predictions aligning more closely to actual
performance. Overall, though the test set performs less
well than the training set, the fully integrated, holistic
model is effective at capturing market sentiment and
direction, enhancing understanding of this intricate,

non linear asset class with embedded call options, and
providing a coherent 12 month forward signal consistent
with the 11.4% projection. A potential disconnect between
business and investor sentiment seems to be the biggest
risk to our forecast, as we explain below.

Low macro indicator values - especially in business
sentiment and production - are strong positive drivers
of forward convertible bond returns, showcasing the
model's contrarian insight into market overreactions
during periods of economic pessimism. The random
forest model uses different indicators to forecast the
12-month forward return of the convertible bond index
(see Figure 13). The x-axis categorizes the impacts as
positive or negative in relation to the forward return, with
the colors indicating high (red) and low (blue) levels of
the indicators. A high indicator value, as it is depicted for
instance for the P/B ratio of small caps (reflecting rich
valuations), has a negative impact on the forward return.
Conversely, the presence of predominantly blue dots on
the left side suggests a negative impact of low values

on the indicator. This is evident in the average yield-to-
maturity (YTM) of the underlying convertible bond, which
reflects a weak yield provision. The clearer the separation
of points by color on the x-axis, the better the consistency
and interpretation of the indicator and its impact on the
forward return.

Figure 12: In- and out-of-sample analysis of Al model performance
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Figure 13: Key drivers of Al model related to the convertibles 12 month forward return

Sources: LSEG Refinitiv, AIM SE

Macro indicators indicate that doomsday scenarios offer
the highest returns. The IFO business climate index for
Germany is a key driver, with low values having a clear
positive impact on the forward return. This economic
indicator is designed to provide a reliable measurement
of business sentiment and expectations among German
companies in the manufacturing, services, trade and
construction sectors. A higher index value indicates

a more positive business climate, while a lower value
suggests pessimism about economic conditions. While

the index is limited to German companies, it is influenced
by international developments and global business
sentiment, given Germany's status as a major export
nation. The doomsday trend is also evident in global
indexes, such as the Harpex Shipping index and US-driven
indexes, including industrial production and the composite
leading indicator (CLI). When the three indicators turn

low, the 12-month forward return is high. This contrarian
approach is indicative of the market's overreaction to
adverse events and uncertainty, leading to significant
undervaluation of specific assets. These opportunities can
be realized through meticulous market analysis and a
readiness to accept risk and volatility. Convex convertibles
offer investors the option to participate in the equity
recovery while being protected by the bond floor in case of
further weakness.

Key financial indicators such as rational EPS growth
expectations, cheaper valuations and high equity
volatility are driving strong forward returns for
convertibles, especially in riskier market conditions.

In order to evaluate the attractiveness of the equity and
bond component, financial indicators from previous
sections were considered. The forward-looking EPS
growth rate and P/B ratio for small caps are of particular
significance, as is the delta of the index for the equity
component. The bond component is determined by the
risk-free rate and, for convertibles, the average yield to
maturity (YTM). Volatility measures further drive the value
of convertibles. In general, we observe higher returns
related to more rational financial conditions, lower delta
values and a higher bond floor. We also see a positive
signal from cheaper valuations. These findings align with
our fundamental equity perspective. With regard to the
bond component, more accommodating refinancing
conditions (low risk-free rate) are beneficial for small caps,
which rely on borrowing and growth.
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The impact of volatility is ambiguous: Higher bond
volatility (MOVE) has been shown to have a negative
impact on forward returns, while very high equity
volatility (VIX) has been linked to strong returns.

With the latter being more expectable, we need to

see forward looking expected volatility always in
comparison to implied and realized volatility. When the
implied volatility of an option is lower than the realized
volatility, convertibles gain value and move into the
money. This was evident in 2008, when both MOVE and
VIX reached their highest levels of volatility (221 and 55
respectively, compared to their lowest points of 79 and 20).
Concurrently, the option implied volatility for convertibles
was among the lowest recorded (27, compared to its
maximum of 41). A stable bond floor (given by a low
MOVE volatility) in general helps protecting the bond floor
in uncertain or volatile equity times, providing a rational

to the negative relationship with the convertible bond
forward return, further.

In volatile economic climates, convertibles have a proven
track record of delivering robust returns, and current
indicators are aligning with expectations of a similar
outcome. Current indicators suggesting a similar setup
with 11.4% returns over the next 12 months. Figure 14

offers valuable insights into performance drivers, clearly
demonstrating the impact of equity, bond, volatility

and macro components on returns. It demonstrates the
economic uncertainty and high volatility of 2008, as well
as the significant returns achieved in 2020-2021. The color
coding provides a clear picture. For instance, March 2020
achieved the highest 12-month forward return (52%) and
the most advantageous month for delta (45%) and YTM
(1.8%). In the same month, expected volatility increased
and implied volatility decreased, creating a favorable
environment for convertibles. After one month, macro
indicators changed color and the P/B value of small caps
reached its lowest point (1.5x).

We anticipate one year forward returns of 11.4% driven
by small-cap cheapness and macro uncertainty. The
return contribution in Figure 15 shows the factors driving
the forward return to 11.4% (the numbers before the
indicators show the current level). The reference point

is the historic average return of 6.7%, and the red and
blue bars reflect the deviation from it. The IFO Business
Climate Germany index is at 88 vs. 96 average, while the
US Uncertainty Index is elevated (282 vs. 150 average),
which is beneficial for convertibles. The asset class has a
high delta, which has a negative expected forward return
impact (see figure 13). This is due to the ongoing equity

Figure 14: Equity, bond, volatility, and macro indicators varying with forward returns
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market rally in 2025 and the significant rise in convertibles
driven by the equity component. The small cap long-

term EPS growth rate is below the historical average
(12.0 vs 12.6 average) pointing to a rational market
expectation as discussed before. The strong HARPEX
shipping index (double the average) and high delta/low
YTW spread imply a negative impact on the convertible
bond performance going-forward. Also, the small cap
P/B ratio, though better than its large-cap pendant, is
slightly elevated which has been found to be relevant and
negatively correlated with the forward return.

Current uncertainty and elevated volatility in 2025

as well as traditional metrics validate our outlook.

A cluster algorithm shows comparable strong months

of 8% and 18% forward returns in 2016 and 2023. It

is evident that these periods were characterized by
comparable uncertain macro environments, small IFO
climate Germany indices and other sentiment indicators.
The lower-than-average EPS growth rate indicate a high
forward return. However, it is important to note that 2016
and 2023 were distinct from 2025, a fact that cannot be
overlooked when considering the broader implications
of this analysis, which extend far beyond the immediate
indications related to the random forest model. In both
years, there was significant recovery potential, given the
setbacks that occurred in global equity markets. The
years 2015 and 2016 were marked by significant political
and economic volatility. In 2022 and 2023, central banks
were compelled to intervene significantly in response to
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inflation and the war in Ukraine. We did not see the same
setbacks in 2025, given the all-time highs of global equity
indexes. We also acknowledge the robustness of equity
markets given the existing uncertainty around trade wars,
Federal Reserve independence and expensive valuations
driven by Al in 2025. When examining the simple historic
relationship between convertibles and large-cap equities
and investment grade bonds (70%/30% split over the
long-term, see Figure 4), for example, we would ultimately
arrive at a still strong 9% performance i.e. 2.4% lower
forward return assumption than on our Al-forecast. Such a
discrepancy can only be observed if the small-cap rebound
versus large-cap stocks continue to evolve, and if the Al
theme has a greater impact on the underlying convertible
bond market. Furthermore, it is vital that volatility remains
elevated in order to create the ideal environment for
convertibles. Both trends were evident in 2016. The biggest
risk to our forecast seems to be a potential disconnect
between business and investor sentiment. If Al productivity
gains disappoint or capital expenditure spending increases
to an unsustainable level, equity markets will correct, as
will convertibles, albeit more modestly. We will enter 2026
having achieved three consecutive above-average returns
for the convertibles market, which can only continue if the
underlying rationale remains sound and businesses keep
up. Overall, the Al model plays an important role in our
decision-making process, but it complements, rather than
replaces, other critical market analysis.

Figure 15: Performance drivers of estimated 12 month forward return until October 2026
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What does this mean for investors?

Convertibles enhance diversification within a multi-
asset portfolio, thereby reducing risk in pursuit of an
intended return. These instruments straddle the line
between equities and fixed income, thereby facilitating

a smoother transition between these asset classes. Their
capacity to adapt to market fluctuations through convex
behavior means that convertibles can modify their return
profiles, introducing an innovative dimension to the
portfolio's return mix. This dynamic combines the attributes
of equities and bonds and extends the efficient frontier,
which. represents the optimal set of investment portfolios
that offer the maximum possible expected return for

a specific level of risk. Figure 16 illustrates the efficient
frontier for two portfolios from March 1999 to August
2025. Portfolio 1 comprises equities, corporate bonds
and government bonds, while Portfolio 2 incorporates
convertibles. The analysis underscores the superior
performance of portfolios that include convertible bonds,

Figure 16: Efficient frontier with and without convertibles

reaffirming that convertibles are not merely a combination
of equities and fixed income but a standalone asset class
that offers substantial diversification benefits, not only due
to the convex return profile of convertibles but also due

to the tilt towards small-cap equities, as seen in the factor
analysis, which are underrepresented in most conservative
portfolios.

In 2024, a balanced portfolio of equities and corporate
bonds returned just over 13%, with a standard deviation
of 9%. In contrast, a portfolio comprising equal amounts
of convertibles, equities and corporate bonds (1/3 each)
delivered a return of over 15%, with a standard deviation
of around 8.5%. A similar trend was observed in the first
half of 2025, with convertibles outperforming on both a
raw and risk-adjusted basis. The inclusion of convertibles in
a portfolio not only broadens the spectrum of investment
opportunities but also provides a strategic advantage
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in navigating varying market landscapes. By offering a
distinct return profile, convertibles contribute to a more
resilient and adaptable portfolio structure, ultimately
leading to more robust long-term investment outcomes.

Broad indices have outperformed their more selective
counterparts, despite the latter being recommended

for their balanced risk profiles. Investors should exercise
caution when selecting a benchmark for comparison
purposes as this can significantly impact the assessment
of the performance of convertibles. The market offers a
range of indices, each with its own criteria for determining
the inclusion of bonds. Some indices are quite selective,
such as the FTSE Russell Global Focus Index. It only
includes larger issues (those worth at least USD500bn in
the US market) and typically leaves out bonds that are
either too small or behave too much like stocks. It reflects
a more balanced picture without being skewed by a few
outliers that have already converted mostly to equity
value. Overall, however, only broad indices (as the global
index) capture the full opportunity set in convertible
securities and offer the highest returns, as evident in Figure
17.

Active vs. Passive Management: The convertible bond
space is primarily managed actively. While passive index
funds and ETFs for convertibles are available, they do face
certain challenges. One issue that is the evolving nature of
the market. A passive fund must hold most convertibles in
the index, even as their characteristics evolve. Over time,

a given convertible can shift from 70% equity sensitivity to
30% (as the stock falls, for instance). An active manager
can trade out of or reduce a position when it becomes

too expensive (overvalued equity component), whereas

a passive fund must ride the full cycle of each bond. For
instance, in 2000, the US convertibles index was heavily
focused on technology companies (just before the tech
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bubble burst), meaning that a passive investor would have
been overexposed to the subsequent equity downside.

By 2009, the index had become predominantly a bond-
like investment, meaning that a passive investor would
have missed the equity upside when the stock market
recovered. Active management could have adjusted in
both cases — trimming risk before the bust and adding
more equity sensitivity before the recovery. They can avoid
the extremes: highly equity-sensitive convertibles that are
essentially stocks in disguise, or very bond-like convertibles
that yield little more than plain bonds, essentially keeping
the favorable convexity in place. Convertibles often have
a slight discount to boost demand. Active funds are able to
capitalize on these opportunities, while passive funds are
unable to do so. Another factor active management can
react to is call provisions and corporate events, which are
often represented in convertibles. Yet, for investors with
limited financial resources, passive convertible bond ETFs
offer comprehensive market exposure without the risk of
unfavorable manager selection.

Ultimately, convertibles represent a compelling

and specialized asset class, offering a rare blend of
growth and safety. This enhances portfolio outcomes as
diversifiers and return boosters. To reap these benefits,
investors should understand the nuances: use appropriate
benchmarks to understand performance and consider
active management to navigate the market's hybrid
nature. Research indicates that convertibles still merit

a strategic allocation, addressing the investor dilemma
of equity vs. debt by providing an alternative option.
Their outstanding performance in 2023-2025 was not an
anomaly, but the result of prudent valuation, strategic
issuance and inherent design advantages.

Figure 17: Historical benchmark performance of major indices
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Forward looking statements

The statements contained herein may include prospects, statements of future expectations and
other forward-looking statements that are based on management’s current views and assumptions
and involve known and unknown risks and uncertainties. Actual results, performance or events may
differ materially from those expressed or implied in such forward-looking statements.

Such deviations may arise due to, without limitation, (i) changes of the general economic conditions
and competitive situation, particularly in the Allianz Group's core business and core markets,

(ii) performance of financial markets (particularly market volatility, liquidity and credit events),

(iii) frequency and severity of insured loss events, including from natural catastrophes, and the
development of loss expenses, (iv) mortality and morbidity levels and trends,

(v) persistency levels, (vi) particularly in the banking business, the extent of credit defaults, (vii)
interest rate levels, (viii) currency exchange rates including the EUR/USD exchange rate, (ix) changes
in laws and regulations, including tax regulations, (x) the impact of acquisitions, including related
integration issues, and reorganization measures,

and (xi) general competitive factors, in each case on a local, regional, national and/or global basis.
Many of these factors may be more likely to occur, or more pronounced, as a result of terrorist
activities and their consequences.

No duty to update

The company assumes no obligation to update any information or forward-looking statement
contained herein, save for any information required to be disclosed by law.
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