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Early in 2017, we made two predictions for the 
year that we believed would both benefit the 
convertibles market:

(a) Economic growth would rise—This would 
primarily benefit cyclical companies which 
has particular relevance to the convertibles 
market because it is approximately 70% 
composed of companies in cyclical sectors. 

(b) Uncertainty would drive up equity 
volatility—A new U.S. government, Brexit, 
French elections and the state of Italian banks 
all pointed to higher uncertainty which could 
drive up equity market volatility. Typically, this 
benefits convertibles versus stocks due to the 
optionality of the asset class.

To date, we have been only half right: Economies around the 
world are growing, and cyclical stocks have indeed performed 
very well; but to date, equity volatility is stuck at historical lows.

In this paper, we examine the volatility environment in three 
parts as follows:
1.  How Low is Equity Volatility and Why?
2.  Global Convertibles Volatility 
3.  How Has a Rise in Volatility Affected Convertibles vs. Stocks
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How Low is Equity 
Volatility and Why?
To assess equity market volatility, 
investors often look at two key measures: 
actual historical volatility (as measured 
for example by the standard deviation 
of major equity indexes) and forward-
looking, or “implied” volatility which is 
derived by observing current prices paid 
for put and call options. 

We first use U.S. data to allow a study of 
the longest available range:

• Display 1 shows historical 90-day 
volatility on the S&P 500 index 
back to the Great Depression. Here, 
we observe that the current level of 
volatility is the lowest it has been 
since almost exactly 50 years ago 
dating back to 1967, when the Beatles 
released “Sgt. Pepper’s Lonely Hearts 
Club Band,”and the U.S. federal 
minimum wage was $1.40 per hour. 
In other words, for most of today’s 
investors, this was before their time. 
We also observe from the data that 
the current level of volatility on 
September 1, 2017, is lower than 
92% of all weeks since 1928 and is 
less than half of its long-term average 
of 16.92%.

• The VIX takes a forward-looking 
approach to volatility by measuring 
the prices of options to the next three 
months expiry. As such, the VIX is 
widely known as the market’s “fear 
gauge” and can spike very quickly 
on negative market news. In order to 
view a slightly smoother picture, we 
show in Display 2 a 90-day rolling 
average of VIX levels going back 
to 1990. Here, we observe that the 
current level of VIX on September 
1, 2017, is in its 99th percentile over 
the nearly 30 years since it was first 
measured and is just over half of its 
long-term average level of 19.50%.

DISPLAY 1
90-Day Historical Volatility, S&P 500 Index
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Source: MSIM Research
Data as of September 1, 2017.
The index performance is provided for illustrative purposes only and is not meant to depict the 
performance of a specific investment. Past performance is no guarantee of future results.
See Disclosures at the back for index definitions.

DISPLAY 2
90-Day Rolling VIX Index
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Source: MSIM Research
Data as of September 1, 2017.
The index performance is provided for illustrative purposes only and is not meant to depict the 
performance of a specific investment. Past performance is no guarantee of future results.
See Disclosures at the back for index definitions.
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Broadening to look at global data, we 
also include Display 3, which depicts 
the 90-day historical volatility picture 
of the MSCI Global Equity Index. 
Display 3 shows that a similar story to 
the U.S.: 90-day historical volatility on 
September 1, 2017, was lower than 97% 
of all weeks since 1994 and was less than 
half of its long-term average of 13.40%. 
Although the global data series is shorter, 
it is nevertheless helpful because it 
provides a more direct comparison to 
global convertibles data, which we look 
at in the next section below, as both are 
global indexes with similar geographical 
distributions. 

A central question among investors is 
why has volatility reached such lows? 
Our view is that nearly a decade after 
the Credit Crisis of 2008 investors see 
better economic forecasts and improving 
corporate earnings, with few caveats. 
Central banks are finally tightening, and 
slowly taking the world off life support as 
economic confidence grows. For the first 
time since 2008, markets can handle rate 
increases as a positive signal rather than 
a worrying end to financial assistance. In 
other words, the fear gauge has moved to 
a low setting.

Global Convertibles Volatility 
The key input to convertibles risk and 
return is in the underlying equity option, 
so we would expect convertibles volatility 
to be lower in light of the reduced 
volatility level of stocks. However, we 
must remember that a convertible is 
structured as a bond plus equity option, 
and so it has an important secondary 
input from the bond side. As rates begin 
to rise, bond investors can actually 
expect more volatility as fixed coupon 
payments become less appealing. So, 
we observe in Display 3 that while the 
90-day historical volatility of the Reuters 
Global Convertible index was low at a 
current level of 4.24% on September 1, 
2017, this represents the 73rd percentile 
compared to its historical average of 

DISPLAY 3
90-Day Historical Volatility Global Stocks vs Global Convertibles
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Source: MSIM Research
Data as of September 1, 2017. Global Stocks represented by the MSCI World Index. Global Convertibles 
represented by the Thomson Reuters Convertible Global Focus (USD Hedged Index).
The index performance is provided for illustrative purposes only and is not meant to depict the 
performance of a specific investment. Past performance is no guarantee of future results.
See Disclosures at the back for index definitions.

DISPLAY 4
Sharpe Ratios – Global Stocks vs Global Convertibles

9/1/2016 – 9/1/2017 4/1/1994 – 9/1/2017

Global stocks return 17.19% 7.39%

– risk free rate 1.74% 3.61%

= excess return 15.45% 3.78%

÷ Global stocks volatility 7.98% 13.40%

= Global stocks sharpe ratio 1.94 0.28

Global convertibles return 8.90% 7.44%

– risk free rate 1.74% 3.61%

= excess return 7.16% 3.83%

÷ Global convertibles volatility 4.71% 6.87%

= Global convertibles sharpe ratio 1.52 0.56

Source: MSIM Research
Global Stocks represented by the MSCI World Index. Global Convertibles represented by the 
Thomson Reuters Convertible Global Focus (USD Hedged Index).
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6.87%. Convertibles volatility, while 
at low levels, is not quite as much of an 
outlier as in the equity market because it 
is pushed up by an increase in volatility 
to the bond side of the valuation in an 
environment of interest rate increases. 
Note here that we are only able to go 
back and observe data to early in 1994 
when the Global Convertible index 
was created.

We can now combine the analysis and 
compare global convertibles risk and 
return to global stocks, both in the current 
low volatility regime and again over the 
longer term. Display 4 reminds us of a key 
beneficial feature of owning convertibles 
in the long term—in nearly 25 years 
since the Global Convertibles index was 
created, the annual return for convertibles 
of 7.44% actually slightly outperforms 
global equities at 7.39% but with about 
half the volatility (6.87% vs. 13.40%). 
When we state this in terms of a Sharpe 
ratio (excess return over a risk free rate—
we used the five-year U.S. Treasury—
divided by the volatility), we then see 
convertibles outperform stocks with a ratio 
of 0.56 vs. 0.28.

However, in the past year, stocks have 
strongly outperformed with a return of 
17.19% (vs. 8.90% for convertibles) and 
even though the risk has been higher, the 
sharpe ratio is very high at 1.94 for stocks 
versus 1.52 for convertibles. 

This leaves the investor asking why? 
We believe the answer lies in the fact 
that the environment in the past year 
for equities has been ideal—economic 
data and corporate earnings have risen 
steadily, but not too steeply, allowing the 
MSCI Global Equity index to rise 10 
months in a row from November 2016 
through August 2017. This is the longest 
run of consecutively positive months for 
the MSCI Global Equity index since an 
11-month run from April 2003 to March 
2004. When stocks have gone up steadily 
in a given period, they have exhibited 
less volatility, Investors in convertibles 
can think of the premium paid for the 
optionality as an attempt to suffer less in a 
negative event, but in return accepts a lesser 
upside when times are good due to the cost 
of the premium.

How Has a Rise in Volatility  
Affected Convertibles vs. Stocks
From the historical evidence above, the 
data is clearly showing that the level of 
volatility is so low that it is improbable 
for it to do anything but rise from here.

A sensible question is what might 
cause volatility to start to head back up 
towards these historical average levels? As 
postulated above, if volatility has been 
held down because economic growth 
has begun to march steadily up, then 
it follows that any indicators to show a 
reduction in economic growth would 
increase volatility. Market valuations are 
starting to price in new higher levels of 
growth and earnings, and as that bar is set 
higher, the chance of future data failing 
to meet higher expectations grows, too. In 
addition, although markets have shown an 
ability in 2017 to withstand geopolitical 
shocks (French elections, Brexit fallout, 
Trump tweets), there are nonetheless 
continued risks such as North Korea and 
U.S. political instability to consider. 

Given these expectations for volatility, 
we attempt to examine how convertibles 
have performed in different volatility 
environments. In the analysis below, we 
observe how convertibles have behaved 
historically at varying volatility levels.

In Display 5, we examine the impact 
to both equity and convertible returns 
historically under different volatility 
regimes. Again, we use U.S. data as 
that allows us to show the longest 
historical period.

Some interesting observations from the 
table include:

a) In the current volatility regime 
of <13% for the VIX, both stocks 
(+261 basis points per month return 
on average) and convertibles (+222 
basis points) performed well, but as 
expected, stocks performed better due 
to implied strong equity markets and a 
drag from the cost of option insurance.

b) Stocks continued to outperform 
until the VIX rises above 17 and then 
convertibles have outperformed. The 
level of VIX above 17 has occurred 
53% of the time in the sample since 
VIX began (from August 2000).

c) The historical average for VIX of 
19.5 sits in the middle of the 17-
21 range shown in the table. Here, 
convertibles outperformed stocks with 
an average historical monthly return 
of 54 basis points vs. 23 basis points 
for stocks.

This leads us to conclude that 
convertibles performed best relative 
to equities when volatility is not at 
depressed levels, as the optionality 
of convertibles benefits investors 
versus the straight equity in higher 
volatility environments. Given our 
expectations on higher volatility, we 
should see convertibles performing 
more competitively against equities in 
comparison to performance in 2017 
thus far. 

DISPLAY 5
Historical Performance of Global Stocks vs Global Convertibles Under 
Different Volatility Regimes

VIX LEVEL

Monthly Returns <13 13–17 17–21 21–25 25-29 >29
S&P 500 2.61% 1.91% 0.23% 0.08% -3.24% -3.36%

Global Convertibles 2.22% 1.43% 0.54% 0.58% -2.41% -1.46%

Relative Return -0.38% -0.48% 0.31% 0.49% 0.83% 1.90%
% of time spent  
at this VIX level 20% 27% 19% 14% 9% 11%

Source: MSIM Research
Data for August 4, 2000 - August 25, 2017. Global Convertibles represented by the Thomson 
Reuters Convertible Global Focus (USD Hedged Index).
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Summary
We believe that there is a good case to be 
made for convertibles relative both to stocks 
(as volatility rises) and credit (as rates rise). 

When we look around the world, we 
observe stable and improving investing 
conditions that look as appealing as they 
did before the 2008 credit crisis. We 
are therefore minded to maintain risk 
in portfolios, but at the same time, it is 
hard to see equities continuing to rise 
without more volatility. If volatility can 
only rise from here, then the prudent 

investor seeks to buy volatility when 
levels are low. Convertible bonds are a 
proven way to own equity volatility, and 
the timing to buy looks good as lagging 
short-run risk-adjusted returns versus 
stocks suggest they are due to recover 
towards the long-run average.

We said this earlier in 2017, and we 
admit we were early: Investors agreeing 
with the notion that equity market 
volatility and interest rates will both 
continue to rise should seriously consider 
adding to convertible bond allocations.

For more information 
on convertibles’ 
behavior in a rising rate 
environment, please 
view our “Convertible 
Outlook 2017 – Best of 
All Worlds?” paper on 
MSIM.com. 

http://www.morganstanley.com/im/publication/insights/investment-insights/ii_convertibleoutlook2017bestofallworlds_us.pdf%3F1505769790590
http://www.morganstanley.com/im/publication/insights/investment-insights/ii_convertibleoutlook2017bestofallworlds_us.pdf%3F1505769790590
http://www.morganstanley.com/im/publication/insights/investment-insights/ii_convertibleoutlook2017bestofallworlds_us.pdf%3F1505769790590
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IMPORTANT DISCLOSURES 
This material is for use of Professional Clients only, except in the U.S. 
where the material may be redistributed or used with the general public. 
The views, opinions, forecasts and estimates expressed are those of the 
portfolio manager as of date presented and are subject to change at any 
time due to market, economic, or other conditions, and may not necessarily 
come to pass. Furthermore, the views will not be updated or otherwise 
revised to reflect information that subsequently becomes available or 
circumstances existing, or changes occurring, after the date of publication. 
The views expressed do not reflect the opinions of all portfolio managers 
at Morgan Stanley Investment Management (MSIM) or the views of the 
firm as a whole, and may not be reflected in all the strategies and products 
that the Firm offers. 
Forecasts and/or estimates provided herein are subject to change and may 
not actually come to pass. Information regarding expected market returns 
and market outlooks is based on the research, analysis and opinions of the 
authors. These conclusions are speculative in nature, may not come to pass 
and are not intended to predict the future performance of any specific 
Morgan Stanley Investment Management product. 
Certain information herein is based on data obtained from third party sources 
believed to be reliable. However, we have not verified this information, and 
we make no representations whatsoever as to its accuracy or completeness. 
This material is a general communication, which is not impartial and all 
information provided has been prepared solely for informational and 
educational purposes and does not constitute an offer or a recommendation 
to buy or sell any particular security or to adopt any specific investment 
strategy. The information herein does not contend to address the financial 
objectives, situation or specific needs of any individual investor. In addition, 
this material is not an offer, or a solicitation of an offer, to buy or sell 
any security or instrument or to participate in any trading strategy. The 
information herein has not been based on a consideration of any individual 
investor circumstances and is not investment advice, nor should it be 
construed in any way as tax, accounting, legal or regulatory advice. To that 
end, investors should seek independent legal and financial advice, including 
advice as to tax consequences, before making any investment decision. 
There can be no assurance that the Strategy will achieve its investment 
objectives. Portfolios are subject to market risk, which is the possibility 
that the value of the investments and the income from them can go down 
as well as up and an investor may not get back the amount invested. 
Accordingly, you can lose money investing in this strategy. Please be aware 
that this strategy may be subject to certain additional risks. Fixed-income 
securities are subject to the ability of an issuer to make timely principal 
and interest payments (credit risk), changes in interest rates (interest-rate 
risk). The creditworthiness of the issuer and genera I market liquidity 
(market risk). In the current rising interest-rate environment, bond prices 
may fall and may result in periods of volatility and increased portfolio 
redemptions. Longer-term securities may be more sensitive to interest 
rate changes. In a declining interest-rate environment, the portfolio may 
generate less income. Investments in foreign markets entail special risks 
such as currency, political, economic, and market risks. The risks of investing 
in emerging market countries are greater than the risks generally associated 
with investments in foreign developed countries. In addition to the risks 
associated with common stocks, investments in convertible securities are 
subject to the risks associated with fixed-income securities, namely credit, 
price and interest-rate risks. When investing in value securities, the market 
may not have the same value assessment as the manager, and, therefore, the 
performance of the securities may decline. As the portfolio can concentrate 
on a single country/region, it is more susceptible to such risks affecting 
the issuers within the concentrated country/region than a portfolio that 
does not concentrate its investments to such issuers. 
This communication is not a product of Morgan Stanley’s Research 
Department and should not be regarded as a research recommendation. 
The information contained herein has not been prepared in accordance with 
legal requirements designed to promote the independence of investment 
research and is not subject to any prohibition on dealing ahead of the 
dissemination of investment research. 
Charts and graphs provided herein are for illustrative purposes only.  
Past performance is no guarantee of future results. 
INDEX DEFINITIONS 

The indices shown in this report are not meant to depict the performance of 
any specific investment and the indices shown do not include any expenses, 
fees or sales charges, which would lower performance. The indices shown 
are unmanaged and should not be considered an investment. It is not 
possible to invest directly in an index. 
S&P 500 Total Return Index is an index that consists of 500 stocks chosen 
for market size, liquidity and industry group representation. The S&P Index 
is a market value weighted index with each stock’s weight proportionate to 
its market value. The S&P Index is one of the most widely used benchmarks 
of U.S. equity performance. The performance of the S&P Index does not 
account for any management fees, incentive compensation, commissions or 
other expenses that would be incurred pursuing such strategy. Total return 
provides investors with a price-plus-gross cash dividend return. Gross cash 
dividends are applied on the ex-date of the dividend.
Volatility Index (VIX) is the ticker symbol for the Chicago Board Options 
Exchange Market Volatility Index, a popular measure of the implied volatility 
of S&P 500 index options. It represents one measure of the market’s 
expectation of stock market volatility over the next 30-day period. The 
VIX is quoted in percentage points and translates, roughly, to the expected 
movement in the S&P 500 index over the next 30-day period, which is 
then annualized.
MSCI World Index is a free float adjusted market capitalization weighted 
index that is designed to measure the global equity market performance of 
developed markets. The term “free float” represents the portion of shares 
outstanding that are deemed to be available for purchase in the public 
equity markets by investors. The performance of the Index is listed in U.S. 
dollars and assumes reinvestment of net dividends.
Thomson Reuters U.S. Convertible Index is a subset of the Thomson Reuters 
Global Convertible Index and is a market weighted index with a minimum 
size for inclusion of $500million of Convertible Bonds with an equity link.
Thomson Reuters Convertible Global Focus (USD Hedged Index) is 
designed to provide a broad measure of performance of the investable, 
global convertible bond market, hedged back to USD.
This communication is only intended for and will be only distributed to 
persons resident in jurisdictions where such distribution or availability 
would not be contrary to local laws or regulations. 
There is no guarantee that any investment strategy will work under all 
market conditions, and each investor should evaluate their ability to invest 
for the longterm, especially during periods of downturn in the market. Prior 
to investing, investors should carefully review the strategy’s/product’s 
relevant offering document. There are important differences in how the 
strategy is carried out in each of the investment vehicles. 
EMEA
This communication was issued and approved in the United Kingdom by 
Morgan Stanley Investment Management Limited, 25 Cabot Square, Canary 
Wharf, London E14 4QA, authorized and regulated by the Financial Conduct 
Authority, for distribution to Professional Clients only and must not be relied 
upon or acted upon by Retail Clients (each as defined in the U.K. Financial 
Conduct Authority’s rules). Financial intermediaries are required to satisfy 
themselves that the information in this document is suitable for any person 
to whom they provide this document in view of that person’s circumstances 
and purpose. MSIM shall not be liable for, and accepts no liability for, the 
use or misuse of this document by any such financial intermediary. If such 
a person considers an investment she/he should always ensure that she/
he has satisfied herself/himself that she/he has been properly advised by 
that financial intermediary about the suitability of an investment. 
U.S.
A separately managed account may not be suitable for all investors. Separate 
accounts managed according to the Strategy include a number of securities 
and will not necessarily track the performance of any index. Please consider 
the investment objectives, risks and fees of the Strategy carefully before 
investing. A minimum asset level is required. For important information 
about the investment manager, please refer to Form ADV Part 2. 
Please consider the investment objectives, risks, charges and expenses 
of the funds carefully before investing. The prospectuses contain this 
and other information about the funds. To obtain a prospectus please 
download one at morganstanley.com/im or call 1-800-548-7786. Please 
read the prospectus carefully before investing.
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NOT FDIC INSURED | OFFER NO BANK GUARANTEE | MAY LOSE 
VALUE | NOT INSURED BY ANY FEDERAL GOVERNMENT AGENCY | 
NOT A DEPOSIT
Morgan Stanley Distr ibution, Inc. serves as the distr ibutor for 
Morgan Stanley funds.
Hong Kong
This document has been issued by Morgan Stanley Asia Limited for use in 
Hong Kong and shall only be made available to “professional investors” as 
defined under the Securities and Futures Ordinance of Hong Kong (Cap 571). 
The contents of this document have not been reviewed nor approved by 
any regulatory authority including the Securities and Futures Commission 
in Hong Kong. Accordingly, save where an exemption is available under the 
relevant law, this document shall not be issued, circulated, distributed, 
directed at, or made available to, the public in Hong Kong. 
Singapore
This document should not be considered to be the subject of an invitation 
for subscription or purchase, whether directly or indirectly, to the public 
or any member of the public in Singapore other than (i) to an institutional 
investor under section 304 of the Securities and Futures Act, Chapter 289 

of Singapore (“SFA”), (ii) to a “relevant person” (which includes an accredited 
investor) pursuant to section 305 of the SFA, and such distribution is in 
accordance with the conditions specified in section 305 of the SFA; or (iii) 
otherwise pursuant to, and in accordance with the conditions of, any other 
applicable provision of the SFA. In particular, for investment funds that 
are not authorized or recognized by the MAS, units in such funds are not 
allowed to be offered to the retail public; any written material issued to 
persons as aforementioned in connection with an offer is not a prospectus 
as defined in the SFA and, accordingly, statutory liability under the SFA 
in relation to the content of prospectuses does not apply, and investors 
should consider carefully whether the investment is suitable for them. 
Australia
This publication is disseminated in Australia by Morgan Stanley Investment 
Management (Australia) Pty Limited ACN: 122040037, AFSL No. 314182, 
which accept responsibility for its contents. This publication, and any 
access to it, is intended only for “wholesale clients” within the meaning of 
the Australian Corporations Act. 
Morgan Stanley Investment Management is the asset management division 
of Morgan Stanley.
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