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Convertibles in 2024:
Four reasons to be cheerful

Here are our reflections on markets in 2023 and our outlook for convertible bonds in 2024, outlining
four key reasons why we believe the asset class remains a compelling investment proposition
within investors’ portfolios.

Reflections on 2023

2023 was a year of large fluctuations. January began with consensus expectations for a
slowing global economy, an ongoing western interest rate hiking cycle and, therefore,
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expectations of forthcoming rate cuts in Europe and the US, a likely soft or no landing
in the US and investor sentiment at its highest levels in two years, as shown below.
In between, markets experienced historically high interest rate volatility, historically low
equity volatility, one of the narrowest equity markets in memory, one of the lowest equity
risk premiums on record and interest rates that made a huge round trip to close the year
largely unchanged. All of this leaves markets at a crossroads as we move into 2024.
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Convertible bonds outlook

Despite this uncertainty, we are constructive on the outlook for
convertible bonds as we head into 2024 for four key reasons. In
particular, convertible valuations are cheap; equity volatility
is at historic lows; the convertible investor base is broad;
and convertible new issuance is expected to increase the
opportunity set of the convertible investor.

Valuations

Convertibles are one of the only, if not the only, asset class that is
objectively cheap. Even assuming the currently depressed levels
of equity volatility persist, global convertibles are 1-1.5% below
fair value which is among the cheapest they have been in many
years.

In addition, the mixture of yields and conversion premia is
similarly as attractive as it has been since at least 2016. This
can be seen by looking at new issue pricing which is a good
barometer of where convertible secondary markets are priced.
According to Barclays, European and US convertible new issues
in 2023 carried their highest coupons since at least 2015 in
Europe and 2017 in the US. Similarly, the conversion premiums
have been the lowest since at least 2017 in each geography.

This means that convertible investors are simultaneously receiving
the highest income AND the greatest equity upside participation
in many years. The obviously attractive economics this creates
makes it unsurprising to see the evolution of the investor base
that we note below.

Volatility

Convertible valuations are cheap on the assumption that volatility
stays at current levels. Intriguingly, these levels of volatility are
exceptionally low. As shown below, equity volatility has fallen
back to multi year lows.
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Source: Bloomberg, 14 December 2023.

In our mind, there are many reasons to believe that volatility
is likely to rise materially which, if it happens, would provide a
direct tailwind for convertible values.

The most notable reason is the unprecedented gulf between
equity volatility and fixed income volatility. As shown below,
while equity volatility has fallen back to multi year lows, fixed
income volatility has risen to multi year highs.

US bond market volatility
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Indeed, the gulf between fixed income and equity volatility has
risen to the second highest on record, behind only the 1994
bond market crisis.

Equity volatility is historically cheap relative to fixed income
volatility (1990-2023)
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The drivers of fixed income volatility are well known.
Macroeconomic policy is at an inflection point, transitioning
from a tightening phase to a loosening one, which increases
interest rate uncertainty. Moreover, with over 50% of global
GDP heading to the polls in 2024, it seems unlikely policy will
become more certain in the year ahead. Against this backdrop,
we believe fixed income volatility will likely remain elevated.

As fixed income and equity volatility have typically moved
together, we believe it unlikely for equity volatility to stay at
these depressed levels. As such, we anticipate rising equity
volatility will be a boost to convertible returns in 2024.

Investor breadth

Convertible markets have a history of being dominated by a
particular type of investor — hedge funds in the pre-GFC world
and long-only investors until 2020. However, recent years have
seen this broaden out substantially to become the most diverse
investor base in recent memory.

This shift began in 2021 when the destabilisation caused by
Covid caused multi-asset hedge funds to commit more capital to
convertibles in search of both volatility and diversified sources of
return. The subsequent decline in equity prices in 2022 reduced
the price of many convertibles to below par. This encouraged a
significant entrance of a new type of investor. As Jefferies notes,
during 2022 and 2023, credit, distressed debt and high yield
investors entered the market in such scale that they became
a “significant player” in the asset class, taking their estimated
share from under 1% to over 10%.

With each investor type having very distinct investment criteria
and needs, this is a clear tailwind to liquidity and valuations, as
well as to the overall stability of the asset class. It also implies
that, should our projections for primary market issuance (below)
prove correct, the convertible market is exceptionally well placed
to digest this supply.

Primary market supply

Many market participants, us included, expect 2024 to be a
strong year for convertible issuance for two reasons. First, as
interest rates rise, the coupon saving on a convertible bond
compared to a straight bond becomes more meaningful for
issuers. With interest rates near a multi-year peak in the US and
Europe, Bank of America recently estimated companies in the
US could save 500bp or more in coupon payments by issuing a
convertible as opposed to straight debt — a significant amount.

Second, high yield issuance was especially strong in 2020 and
2021, as shown in the chart below. Much of this debt is coming
due in 2025 and 2026. Indeed, According to Deutsche Bank,
the refinancing ‘wall’ for both US and EU high yield bonds and
loans begins to hit in January 2025. In the US, the amount of
maturities increases from below $10bn per quarter to over $20bn
in January 2025. From there, it rapidly increases to as much as
$120bn by the first quarter of 2027. A similar dynamic exists in
Europe where the increase is from under €5bn to over €10bn in
early 2025 before rising to as much as €30bn by Q3 2026.

This is important because corporates typically look to refinance
debt as soon as it becomes ‘current’ (i.e. has one year or less until
maturity). This implies that refinancing should begin to increase
materially in early 2024. Based on the relationship shown below,
this implies that 2024 is likely to be the first of many years in
which convertible issuance runs at above-average levels.

As we noted above, convertible issuance in 2023 has provided
both the highest coupons and lowest conversion premiums in
years, due both to the rise in interest rates as well as the more
challenging capital-raising environment these hikes inevitably
create. We believe this will continue.

Consequently, we believe we may be on the precipice of a Golden
Age for convertible primary markets, one where there is a large
volume of convertible bonds issued at attractive pricing. Primary
issuance may therefore be a material and durable tailwind for
convertible returns in 2024.

US convertible vs high yield issuance (1997-2022)
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periods prior to 2017, BAML Convertible Bond issuance data for periods 2017 onwards.

Barclays High Yield issuance data for periods prior to 2018, BAML High Yield issuance
data for periods 2018 onwards. Bloomberg: Swap Rates.

Summary

In summary, we believe there are four key tailwinds for
convertible performance in 2024: (1) they are attractively priced;
(2) the primary driver of their value (volatility) is likely to rise; (3)
the investor base is in rude health; and (4) there is likely to be a
sustained level of attractive issuance.

These positives stand in contrast to equity and fixed income
markets where the outlook is more uncertain. As such, we
believe convertibles are likely to provide strong risk-adjusted
performance in 2024 and would encourage investors to consider
including convertibles in their portfolios in the year ahead.

Polar Capital Global Convertible Team
2 January 2024
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Risks

e Capital is at risk and there is no guarantee the Fund will achieve its
objective. Investors should make sure their attitude towards risk is aligned
with the risk profile of the Fund before investing.

¢ Past performance is not a reliable guide to future performance. The value of
investments may go down as well as up and you might get back less than
you originally invested as there is no guarantee in place.

e The value of a fund’s assets may be affected by uncertainties such as international
political developments, market sentiment, economic conditions, changes in
government policies, restrictions on foreign investment and currency repatriation,
currency fluctuations and other developments in the laws and regulations of
countries in which investment may be made. Please see the Fund’s Prospectus for
details of all risks.

e The Fund invests in equities, convertible and fixed income securities and prices can
rise or fall due to several factors affecting global stock markets.

e The Fund uses derivatives which carry the risk of reduced liquidity, substantial
loss and increased volatility in adverse market conditions, such as failure amongst
market participants. The use of derivatives will result in the Fund being leveraged
(where market exposure and the potential for loss exceeds the amount the Fund has
invested) and in these market conditions the effect of leverage will magnify losses.
The Fund makes extensive use of derivatives.

e The Fund invests in assets denominated in currencies other than the Fund’s base
currency. Changes in exchange rates may have a negative impact on the Fund’s
investments. If the share class currency is different from the currency of the country
in which you reside, exchange rate fluctuations may affect your returns when
converted into your local currency. Hedged share classes may have associated costs
which may impact the performance of your investment.

e There may be times where the issuer or guarantor of a fixed income (or convertible)
security cannot meet its payment obligations or has their credit rating downgraded,
resulting in potential losses for the Fund.

e The Fund invests in emerging markets where there is a greater risk of volatility due
to political and economic uncertainties, restrictions on foreign investment, currency
repatriation and currency fluctuations. Developing markets are typically less liquid
which may result in large price movements to the Fund.

Important Information: This is a marketing communication and does not constitute a
solicitation or offer to any person to buy or sell any related securities or financial instruments.
Any opinions expressed may change. This document does not contain information material
to the investment objectives or financial needs of the recipient. This document is not advice
on legal, taxation or investment matters. Tax treatment depends on personal circumstances.
Investors must rely on their own examination of the Fund or seek advice. Investment may
be restricted in other countries and as such, any individual who receives this document must
make themselves aware of their respective jurisdiction and observe any restrictions.

A decision may be taken at any time to terminate the marketing of the Fund in any EEA
Member State in which it is currently marketed. Shareholders in the affected EEA Member
State will be given notification of any decision and provided the opportunity to redeem their
interests in the Fund, free of any charges or deductions, for at least 30 working days from
the date of the notification.

Investment in the Fund is an investment in the shares of the Fund and not in the underlying
investments of the Fund. Further information about fund characteristics and any associated
risks can be found in the Fund’s Key Investor Document or Key Investor Information
Document (“KID” or “KIID"), the Prospectus (and relevant Fund Supplement), the Articles
of Association and the Annual and Semi-Annual Reports. Please refer to these documents
before making any final investment decisions. These documents are available free of charge
at Polar Capital Funds plc, Georges Court, 54-62 Townsend Street, Dublin 2, Ireland, via
email by contacting Investor-Relations@polarcapitalfunds.com or at www.polarcapital.co.uk.
The KID is available in the languages of all EEA member states in which the Fund is registered
for sale; the Prospectus, Annual and Semi-Annual Reports and KIID are available in English.

The Fund promotes, among other characteristics, environmental or social characteristics and
is classified as an Article 8 fund under the EU’s Sustainable Finance Disclosure Regulation
(SFDR). For more information, please see the Prospectus and relevant Fund Supplement.

ESG and sustainability characteristics are further detailed on the investment manager’s
website (https:/Avww.polarcapital.co.uk/#/professional/ESG-and-Sustainability/Responsible-
Investing/)
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A summary of investor rights associated with investment in the Fund is available online at
the above website, or by contacting the above email address. This document is provided and
approved by both Polar Capital LLP and Polar Capital (Europe) SAS.

Polar Capital LLP is authorised and regulated by the Financial Conduct Authority (“FCA") in
the United Kingdom, and the Securities and Exchange Commission (“SEC") in the United
States. Polar Capital LLP's registered address is 16 Palace Street, London, SW1E 5JD, United
Kingdom.

Polar Capital (Europe) SAS is authorised and regulated by the Autorité des marchés
financiers (AMF) in France. Polar Capital (Europe) SAS's registered address is 18 Rue de
Londres, Paris 75009, France.

Polar Capital LLP is a registered Investment Advisor with the SEC. Polar Capital LLP is the
investment manager and promoter of Polar Capital Funds plc — an open-ended investment
company with variable capital and with segregated liability between its sub-funds —
incorporated in lIreland, authorised by the Central Bank of Ireland and recognised by the
FCA. Bridge Fund Management Limited acts as management company and is regulated by
the Central Bank of Ireland. Registered Address: Percy Exchange, 8/34 Percy Place, Dublin
4, Ireland.

Benchmark The Fund is actively managed and uses the Refinitiv Global Focus Convertible
Bond Index as a performance target and to calculate the performance fee. The benchmark
has been chosen as it is generally considered to be representative of the investment
universe in which the Fund invests. The performance of the Fund is likely to differ from
the performance of the benchmark as the holdings, weightings and asset allocation will be
different. Investors should carefully consider these differences when making comparisons.
Further information about the benchmark can be found https:/Avww.refinitiv.com/en/
financialdata/indices/convertible-indices. The benchmark is provided by an administrator
on the European Securities and Markets Authority (ESMA) register of benchmarks which
includes details of all authorised, registered, recognised and endorsed EU and third country
benchmark administrators together with their national competent authorities.

Third-party Data Some information contained herein has been obtained from third party
sources and has not been independently verified by Polar Capital. Neither Polar Capital
nor any other party involved in or related to compiling, computing or creating the data
makes any express or implied warranties or representations with respect to such data (or the
results to be obtained by the use thereof), and all such parties hereby expressly disclaim all
warranties of originality, accuracy, completeness, merchantability or fitness for a particular
purpose with respect to any data contained herein.

Country Specific Disclaimers \When considering an investment into the Fund, you should
make yourself aware of the relevant financial, legal and tax implications. Neither Polar
Capital LLP nor Polar Capital Funds plc shall be liable for, and accept no liability for, the use
or misuse of this document.

The Netherlands This document is for professional client use only in the Netherlands and
it is intended that the Fund will only be marketed to professional clients in the Netherlands.
Polar Capital Funds plc is authorized to offer shares in the Fund to investors in the
Netherlands on a cross border basis and is registered as such in the register kept by the
Dutch Authority for the Financial Markets (“AFM") www.afm.nl.

Spain The Fund is registered in Spain with the Comisién Nacional del Mercado de Valores
("CNMV") under registration number 771.

Switzerland The principal Fund documents (the Prospectus, Fund Supplement, KIDs,
Memorandum and Articles of Association, Annual Report and Semi-Annual Report) of the
Fund may be obtained free of charge from the Swiss Representative. The Fund is domiciled
in Ireland. The Swiss representative and paying agent is BNP Paribas Securities Services, Paris,
succursale de Zurich, Selnaustrasse 16, CH-8002 Zurich, Switzerland.

Austria/Belgium/Denmark (professional only)/Finland/France/Germany/Gibraltar/
Ireland/Italy/Liechtenstein/Luxembourg/Netherlands/Norway/Portugal/Spain/
Sweden/Switzerland and the United Kingdom The Fund is registered for sale to
investors in these countries. Investors should make themselves aware of the relevant
financial, legal and tax implications if they choose to invest. Please be aware that not every
share class of the Fund is available in all jurisdictions.



