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1st Quarter Update – May You Live in Interesting Times 

The outbreak of the global COVID-19 pandemic resulted in historic economic and market volatility in the first 

quarter of 2020. After the end of the longest bull market in U.S. history, the equity markets experienced a full 

market cycle in only seven weeks! Equity volatility hit an all-time high and credit spreads in every fixed income 

sector rose substantially higher. Unemployment claims spiked and forecasts for GDP signal that the economy will 

most likely enter a recession. The price of oil experienced its largest one day drop since 1991 in response to a 

price war and in anticipation of lower demand. Similar to 2008, Congress intervened with a record stimulus 

package. This has settled the markets somewhat, but there is still uncertainty about how long this pandemic will 

cause citizens to remain quarantined thus impairing economic growth. 

 

The S&P 500 Total Return Index closed out Q1 2020 down 19.60%. It took just 22 days for the index to fall into 

a bear market, the shortest time ever for this to occur. The Dow Jones Industrial fared worse losing 22.73%, the 

worst 1st quarter in the index’s 135 year history. Small-cap stocks took the brunt of the equity market sell off with 

the Russell 2000 Index losing 30.61%. 

 

The Bloomberg Barclays U.S. Aggregate Bond Index was the one bright spot in the quarter with the index 

returning 3.15%. The index is comprised of investment grade corporate bonds and U.S. Treasuries. In a flight to 

quality, U.S. Treasuries rallied during the quarter. Both the 10-year and the 30-year yields hit all-time low yields 

of .54% and .99% respectively (on a closing basis). This flight to quality overwhelmed the impact of the rapidly 

deteriorating credit quality in the corporate bond market. Investment grade credit spreads increased 152 basis 

points and high yield credit spreads widened 552 basis points. 

 

Convertible bonds performed as expected, capturing only a fraction of the equity downside performance. The 

Thomson Reuters Wellesley Convertible Bond Index fell 10.75%, capturing only 55% of the equity downside. 

Lower stock prices and widening credit spreads hurt convertible valuations. This was partially offset by lower 

interest rates and higher volatility.  

 

Unlike 2008, which was a financial crisis, we are in the midst of a healthcare crisis where lockdowns and 

economic shutdowns were mandated to prevent an overwhelmed healthcare system. To help ease the economic 

damage from the pandemic, Congress enacted the CARES Act which provides assistance to impacted individuals 

and businesses. The Federal Reserve’s response to the recent crisis is similar to the 2008 response; only much 

larger. The Fed funds rate was lowered to a record 0%-.25% range. Additionally, the Fed is buying Treasuries, 

mortgage-backed securities, corporate bonds and municipal bonds in hopes of stabilizing the debt markets. 

Modern Monetary Theory suggests that the Fed can provide unlimited amounts of stimulus without defaulting on 

its debt because it can issue as much money as needed to pay off that debt. So far this has held up. In the first 

quarter, the size of the Fed’s balance sheet was up a little over $1 trillion to $5.25 trillion. It’s important to note 

that the size of the Fed’s balance sheet was under $1 trillion in 2008. At quarter end, the impact on interest rates 

and inflation had been minimal. Gold which is often cited as an inflation barometer was only up 3% in the first 

quarter. However, in the first few weeks of April, the Fed’s balance sheet grew by another $750B and gold was 

up 9.65%. 
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New issuance in the convertible market continued at a torrid pace in the first quarter with $12.5B of paper coming 

to the market. We remain bullish on new issuance for the rest of the year for several reasons. Although interest 

rates have declined recently, credit spreads have widened significantly, bringing the all in cost of financing to 

high levels. When this is the case, issuers come to the convertible market where they can issue debt with lower 

coupons, in exchange for giving investors the chance to participate in equity upside. Though the investment grade 

market is open for new issuance, the high yield market remains mostly closed. With this being the case, high yield 

issuers may be forced to issue convertibles. Finally, many corporations are looking to take advantage of the higher 

volatility of their stock by issuing convertible debt. When corporations issue convertible debt they are selling 

options to investors. The higher the level of volatility, the greater the value of the option, allowing the company 

to issue convertibles with a lower coupon. We believe this will lead to a banner year for convertible issuance: 

one that spans the entire spectrum of credit quality, with all sectors of the economy represented. 

 

The Case for Our Convertible Bond Strategy Now 

The global pandemic has led to a lot of destruction in the financial markets. The U.S. government has responded 

with record amounts of stimulus. Financing this stimulus will be a test to see if the tenets of Modern Monetary 

Theory hold true. Will U.S. Treasuries hold their value or will we see the return of inflation? Will all of the 

monetary and fiscal stimulus fail to revive the economy, opening the door for another bear market in stocks? Will 

the recovery be V-shaped or will we experience another lost decade like the 1970s? 

 

Until we get some clarity on the end of the pandemic and the resulting economic normalization period, we believe 

volatility is here to stay. We also believe we are in a period where investors in our strategy will be rewarded due 

to the asymmetrical payout of convertible bonds and the date certainty of our strategy. If stocks continue to rise 

from here, our investors may enjoy equity upside participation. However, if the market sells off again, investors 

can take comfort in the fact that they own a portfolio of high quality companies with strong balance sheets. At 

Wellesley, we never invest beyond a seven-year time horizon and our average time to maturity is 3.5 years. This 

date certainty gives our investors peace of mind that they won’t have to wait out prolonged bear markets to get 

their money back. These characteristics can help make interesting times a little more ordinary. 

 

In interesting times like these, we believe convertible bonds, deploying our conservative strategy with their 

defensive characteristics, can decrease the size of portfolio drawdowns and help mute volatility. 
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Important Disclosures: Past performance is no guarantee of future results. 

 

Investments in convertible securities are subject to the risks associated with both fixed-income securities and common 

stocks. All fixed-income securities are subject to two types or risk: credit risk and interest rate risk. Lower rated fixed-

income securities are subject to greater risk of loss of income and principal than higher-rated securities. When the 

general level of interest rates goes up, the prices of most fixed-income securities go down. When the general level of 

interest rates goes down, the prices of most fixed income securities go up. In general, stock and other equity security 

values fluctuate, and sometimes widely fluctuate, in response to activities specific to the company as well as general 

market, economic and political conditions 

 

 

Index Descriptions: 

Index Description Source 
TRW TRW is the Thomson Reuters Wellesley Absolute Convertible Bond Index. 

The Index is a joint venture between Thomson Reuters and Wellesley Asset 

Management (“WAM”) that was created in January 2013. TRW is intended to 
represent a strategy with the goals of absolute returns and outperforming both 

equities and fixed income over complete market cycles deploying convertible 

bonds. WAM has discretion over the selection of index constituents and their 

weighting in the index.  

Thomson Reuters 

Standard & Poor’s 500 Total 
Return 

A free-float capitalization-weighted index based on the common stock prices 
of 500 top publicly traded American companies, as determined by S&P and 

considered by many to be the best representation of the market. 

Bloomberg data / 
Standard & Poor’s 

Dow Jones Industrial 

Average 

The Dow Jones Industrial Average is a price-weighted average of 30 

significant stocks traded on the New York Stock Exchange and the NASDAQ. 

Dow Jones 

Industrial Average 

Bloomberg Barclays U.S. 

Aggregate Bond 

A market capitalization-weighted index often used to represent investment 

grade bonds being traded in the United States. The index includes Treasury 

securities, government agency bonds, mortgage-backed bonds, corporate 

bonds and a small amount of foreign bonds traded in the U.S. 

Bloomberg data / 

Barclays 

Russell 2000 Includes approximately 2000 of the smallest securities based on a combination 

of their market cap and current index membership. The index measures the 

performance of the small-cap segment of the U.S. equity universe and is 

completely reconstituted annually to ensure larger stocks do not distort the 

performance and characteristics of the true small-cap opportunity set. 

Russell 

 

 

Investors cannot directly invest in an index and unmanaged index returns do not reflect any fees, expenses or sales 

charges.  
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