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We are roughly nine years into a bull market with many indices having recently been at or near all-
time highs. While timing the top of the market is tempting, academics agree that it is a difficult, if not 
impossible task. An allocation to convertible securities allows an investor to maintain equity exposure, 
while simultaneously reducing downside participation and risk. 

The past decade has been one driven by synchronized worldwide Central Bank easing. The general 
result has been highly correlated positive returns with constrained volatility. The fourth quarter of 2018 
provided a sharp contrast to that norm.

The end of an era

As markets struggle with the end of accommodative Fed policy, the likely outcome is less correlation and 
decidedly higher volatility. The Zazove convertible strategy is well-suited for this new environment. The 
combination of stock declines and robust new issuance has created a very attractive universe of balanced 
convertibles. This allows for the building of high-quality, properly diversified portfolios that can benefit 
from a market recovery yet be sheltered from continued declines and volatility. As illustrated in Figure 1, 
balanced convertibles provide investors with equity upside participation with downside protection.
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Figure 1

Source: Zazove Associates. For illustrative purposes only.

The fourth quarter of 2018 provided an ideal environment for balanced convertibles to perform and for 
active managers like Zazove to rebalance portfolios. Given the backdrop of declining stock markets it is 
not surprising that the primary catalyst within the convertible universe during the quarter was equity 
sensitivity. While lower Treasury yields, widening credit spreads and spiking volatility also impacted 
valuations, it was the dramatic equity moves that mostly drove returns. 

As expected, the more balanced portion of the convertible universe did an exceptional job of providing 
downside protection to often stunning equity declines. In contrast, the significant portion of the 
convertible market that was high delta and equity sensitive fell in lock step with underlying equities. 

In it for the long run

The fourth quarter also presented an ideal environment for Zazove’s disciplined, active investment 
process. Convertible positions that moved down the curve became sell candidates and provided a 
source of funds to exploit the numerous opportunities created by stock weakness and volatility. As a 
result of 50%+ stock declines, previously equity-like convertibles became more balanced, valuations 
became more attractive and yields increased. Each of these factors allowed Zazove to reposition and 
optimize client portfolios in the balanced region. The traditionally quiet year-end was one of the most 
active in years and despite the volatility, trading and liquidity remained orderly. 

Convertible issuance, combined with the fourth quarter equity market declines, allowed Zazove 
to counteract two fundamental risk factors associated with the convertible market today: sector 
concentration and equity sensitivity. 
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In the aggregate, balanced convertibles provided upside participation as equities climbed during the 
first three quarters of 2018, while delivering downside protection as markets fell in the fourth quarter. 
Over a complete market cycle – which has not been seen in nearly ten years – it is expected that the 
return profile provided by balanced convertibles will result in equity-like returns with less volatility. 

Insurance companies, considering statutory accounting principles and regulatory capital requirements, 
witnessed additional benefits of balanced convertibles during 2018. Since convertibles are treated as 
bonds on the balance sheet, a significant portion of the economic volatility in the marketplace during 
Q4 had no impact on statutory capital. Over a market cycle, the long-term exposure to equities should 
produce realized capital gains while the interim price volatility is muted by the statutory treatment as 
bonds. Further, the required capital within regulatory and rating agency capital models is substantially 
lower for convertibles when compared to equities.

More volatility to come?

If the fourth quarter of 2018 foreshadows renewed 2019 market volatility that would be a positive 
development for investors in Zazove’s balanced convertible strategies. As an active manager, volatility 
provides abundant trading opportunities and allows for rebalancing, taking advantage of attractive 
valuations, and continuing to optimize portfolio risk/reward structure. In the long run, volatility 
increases the value of the embedded option of convertibles. 

The supply of balanced convertibles is robust and the opportunity to construct portfolios with 
compelling risk/return structures is as healthy as it has been in more than a decade. 

In summary: 

• Convertibles are unique and worthy of consideration as part of an asset allocation process; 

• The risk/reward profile and low correlations of convertibles are an attractive use of risk budget;

• Insurance companies benefit from reduced potential volatility of capital and improved required 
regulatory capital relative to equity investments;

• Current market dynamics should prompt fiduciaries to assess the asset class, if they haven’t 
already.

The opportunity set and trading environment for convertibles is as strong as it has been in years and 
2019 should be more of the same.
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Contact

Please contact us if you would like to schedule a call or meeting with AAM or Zazove Associates to 
discuss how convertibles can be incorporated into your portfolio and risk budget. 

For related information please contact:

At AAM:

Tim Senechalle – Senior Portfolio Manager: tim.senechalle@aamcompany.com 

John Olvany – Vice President of Business Development: john.olvany@aamcompany.com

Neelm Hameer – Vice President of Business Development: neelm.hameer@aamcompany.com 

At Zazove:

Stephen Bard – Chief Operating Officer: sbard@zazove.com

Götz Sennhenn – Director, Client Relations & Business Development: gsennhenn@zazove.com 

About AAM
Asset Allocation & Management Company, LLC (AAM) is a registered investment advisor with the 
SEC and was founded in 1982 to provide insurance companies with expertise in insurance asset 
management and practical knowledge of the regulatory and competitive environment. AAM is 
dedicated to meeting insurance company needs, with expertise across asset classes. We manage $24.7 
billion in assets for approximately 116 insurance company clients, across all segments of the industry.

About Zazove Associates

Zazove Associates, LLC is an independent, employee-owned institutional investment firm that 
specializes in convertible securities management. The firm was founded in 1971 and manages $2.5 
billion in client assets. Zazove works with a range of institutional investors, including insurance 
companies, public and corporate pension plans, foundations, and family offices. The firm manages a 
broad range of convertible strategies and invests across the credit spectrum and around the globe. 
Zazove’s highly disciplined and repeatable approach to convertible investing has generated equity-like 
returns with significantly less risk over complete market cycles.
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Timothy Senechalle, CFA is a Principal, Vice President, and Senior Portfolio Manager at 
AAM, with 20 years of investment experience.  Tim is responsible for constructing portfolios 
based on client-specific objectives, constraints, and risk preferences.  He is also responsible 
for communicating market developments and portfolio updates to clients. Tim is a member of 
the AAM Investment Strategy Committee as well as AAM’s ‘Outsourced CIO’ Committee.  He 
is also a member of the CFA Institute and the CFA Society of Chicago.  Tim earned a BS in 
Finance from the University of Illinois at Urbana-Champaign. 

Disclaimer: Asset Allocation & Management Company, LLC (AAM) is an investment adviser registered with the Securities and Exchange 
Commission, specializing in fixed-income asset management services for insurance companies. Registration does not imply a certain level of 
skill or training.  This information was developed using publicly available information, internally developed data and outside sources believed 
to be reliable. While all reasonable care has been taken to ensure that the facts stated and the opinions given are accurate, complete and 
reasonable, liability is expressly disclaimed by AAM and any affiliates (collectively known as “AAM”), and their representative officers and 
employees. This report has been prepared for informational purposes only and does not purport to represent a complete analysis of any 
security, company or industry discussed. Any opinions and/or recommendations expressed are subject to change without notice and should 
be considered only as part of a diversified portfolio. A complete list of investment recommendations made during the past year is available 
upon request. Past performance is not an indication of future returns.

This information is distributed to recipients including AAM, any of which may have acted on the basis of the information, or may have an 
ownership interest in securities to which the information relates. It may also be distributed to clients of AAM, as well as to other recipients 
with whom no such client relationship exists. Providing this information does not, in and of itself, constitute a recommendation by AAM, 
nor does it imply that the purchase or sale of any security is suitable for the recipient. Investing in the bond market is subject to certain risks 
including market, interest-rate, issuer, credit, inflation, liquidity, valuation, volatility, prepayment and extension. No part of this material may 

be reproduced in any form, or referred to in any other publication, without express written permission.


