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The convertible bond market

Key takeaways

The convertible bond market, though small
relative to the overall fixed income market,
offers diverse opportunities for investors.

Companies can have different motivations for
issuing convertibles, and the pace of issuance
is sensitive to equity market and interest-rate
trends.

Given changes in the global market, such as
increasing non-rated issuance, the expertise
of institutional investors can be valuable.

The views expressed are those of the authors at the time of
writing. Market commentary is not intended to be relied upon

as a forecast, research, or investment advice, and is not a
recommendation, offer, or solicitation to buy or sell any securities
orto adopt any investment strategy. Downside protection

does not assure a profit or protect against loss. It is possible to
lose money in investing in convertible securities. All financial
investments involve an element of risk. Therefore, the value of
the investment and the income from it will vary and the initial
investment amount cannot be guaranteed.

For use with institutional investors and investment professionals.

The convertible bond market has evolved over time due
to a range of factors, including issuer needs and investor
demand. When evaluating convertible securities, it is
important to analyze and understand the potential
implications of portfolio exposures, including geographic
exposure, sector, and quality, among other characteristics.
In this paper, we touch upon the size and evolution of the
convertible market, its key characteristics, and the types
of companies that issue convertible securities.

This white paper is the second in a series on convertible
securities. See our website for the first installment, “The
basics of convertible securities.”

Market size

Convertibles constitute a niche market, representing

a small portion of the approximately $127 trillion in

fixed income securities outstanding across the globe.!
They can provide unique opportunities for investors
familiar with the distinctive features of the asset class.

As of June 30, 2022, the global convertible market was
valued at USS376 billion.? This is down from $525 billion a
year ago, a decrease primarily attributable to the market
correction experienced by all risk assets over the past year
rather than to convertible issuers leaving the marketplace
orissues expiring. The dynamics and size of the convertible
market, like all asset classes, changes over time due to
market and economic factors, as well as issuance trends.

1 SIFMA Research Quarterly — 2Q22, July 2022.
2 BofA Sourcebook, BofA Global Research.
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Increased issuance in recent years (prior to 2022) has
created more diverse investment opportunities, a benefit
to the broader convertible bond market.

Leading issuers and their motivation for issuing
convertible bonds

The convertible market provides access to capital for a
wide variety of companies, and those companies issue
convertible securities for a number of reasons. Convertibles
are typically offered with a lower coupon than comparable
non-convertible debt, so a company pays less in interest

by issuing convertibles. Companies may also favor issuing
convertible bonds over other forms of financing, because

if converted, they can provide a means of shifting debt

to equity, a more favorable presentation on a company’s
balance sheet.

Convertible financing is particularly attractive for
companies with high growth expectations. Many growth
companies have negative cash flows, and as a result,
need access to financing to pursue growth opportunities.
Additionally, issuing convertibles has become beneficial
to small and midsize companies with low (or no) credit
ratings or a small market capitalization, which may limit
their ability to access the straight equity or debt markets
at attractive levels. The market has become increasingly
enticing to investment-grade companies as well, given
the relatively low cost of capital associated with issuing
convertibles and the diversification of funding sources that
convertibles provide. Overall, convertible securities are
an increasingly popular method of financing, allowing the
issuing companies to raise capital at relatively low cost.

Who issues convertible securities?
Companies with high growth expectations

Companies with lower-tier investment-grade credit
quality ratings or below-investment-grade ratings

Why?
Access to capital at a lower cost than conventional debt

Ability to repay in stock rather than cash

For use with institutional investors and investment professionals.

Geographies

When viewing convertibles from a geographical lens,
there are four regions that comprise the majority of the
marketplace — the U.S., Europe, Asia ex-Japan, and
Japan. While the U.S. is the dominant issuer in the market
(@s shown in Figures 1 and 2), convertibles are a global
asset class supported by encouraging issuance trends
worldwide. Regional trends have varied over time. Japan’s
dominance in the convertible market during the 1980s
ended in the late 1990s with the deflationary spiral that
ensued. Figure 2 demonstrates how the market cap of the
Japanese convertible bond market dwindled from over a
third of the market in 1998 to roughly 4% today.

Meanwhile, the U.S. convertible bond market has contin-
ued to grow and now makes up approximately two-thirds
of the market. Although the U.S. has represented — and
will likely continue to represent — a meaningful portion
of the universe, an encouraging trend for the geographi-
cal breadth of the market is that emerging market issuers
are starting to become more prevalent. Emerging market
companies are decreasing their reliance on bank financ-
ing, as emerging economies continue to mature. Despite
the large U.S. market share, global convertible investors
can pursue additional opportunities in the remaining
one-third of the marketplace, which may present an op-
portunity to add incremental alpha through investments
in less-researched, sometimes overlooked companies
outside of the U.S.

FIGURE 1

Convertible market in 2022
by region

Region Market cap Percent
us. 251,923 66.93%
Europe 64,394 17.11%
Asia-ex Japan 45,826 12.18%
Japan 14,236 3.78%
Total 376,379 100.00%

Source: ICE BofA Global 300 Convertible Index, as of 6/30/22.
Forillustrative purposes only.
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FIGURE 2

Global convertible market cap by region since 1998
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Source: ICE BofA Global 300 Convertible Index, as of 6/30/22. For illustrative purposes only.

Ratings and the large non-rated space FIGURE 3
Non-rated issues make up a significant and growing

percentage of the global convertible market (Figure 3). G lOba I COHV? rt b le rati ﬂgS
The reason why many companies do not have their la ﬂdsca pe since 2010

issues rated is to avoid what can be an expensive and
often lengthy process. As of June 30, 2022, non-rated
issues composed 75% of the convertible market, while
investment-grade and high-yield issues made up 19%
and 6% of the market, respectively. For an experienced
asset manager, the non-rated market can provide
significant opportunity, as asset managers have the internal
resources and teams needed to assess non-rated issuers
and find opportunities within the significant non-rated
universe. Sophisticated credit and equity research teams
thoroughly analyze these securities and associated risks.
As a result, they find many opportunities that may be
overlooked by other investors that are either less willing
or too constrained by investment guidelines to venture
into lower- or non-rated issues.

H Investment grade M High yield Not rated
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Source: BofA Chartbook, BofA Global Research, as of 6/30/22.
Forillustrative purposes only.
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Industries and styles

Historically, companies in growth-oriented sectors have
dominated the convertible market. Though sectors vary
across regions, the largest sector within the convertible
landscape is the technology sector, which is just under
25% of the global universe and over 30% of the U.S. index
(Figure 4). As discussed earlier, natural issuers of convert-
ibles are companies with high growth expectations and
low or negative cash flow, who need access to capital at a
lower cost than conventional debt. For this reason, it is no
surprise that technology makes up a large portion of the
market. Other large, growth-oriented sectors representing
a meaningful portion of the market include health care
and consumer discretionary.

FIGURE 4

Sector landscape

Convertible issuance by sector (%)

Itis also important to recognize that there are noticeable
sector variations across regions. While technology makes
up the largest portion of the U.S. convertible market,
consumer discretionary is the largest sector in Europe
and Asia ex-Japan, while materials is the largest sectorin
Japan’s convertible bond market. The U.S. convertible
market more heavily comprises growth issuers than the
global universe, which is more balanced in terms of style
with a near 50/50 split: 51% value vs. 49% growth (BofA, as
of 6/30). Investing globally within the convertible universe
can benefit investors, as it provides a broader array of sec-
tor opportunities than investing only in U.S. convertibles,
where technology and health care alone make up almost
50% of the universe.

Sector Global U.s. Europe Asia ex-Japan Japan
Consumer discretionary 14.4% 12.2% 10.4%
Consumer staples 0.7% 0.5% 1.8% 2.1% 3.4%
Energy 4.9% 2.8% 3.5% 0.0% 0.0%
Financials 13.6% 12.2% 11.2% 14.5% 9.1%
Health care 12.6% 16.7% 8.0% 4.7% 8.6%
Industrials 6.0% 5.0% 13.6% 3.7% 7.1%
Materials 3.5% 1.3% 7.8% 4.8%

Media 7.7% 8.5% 2.6% 6.8%
Technology — 12.1% 14.3% 7.7%
Telecommunications 2.9% 1.5% 4.0% 4.4% 0.0%
Transportation 3.8% 2.0% 6.0% 3.9% -
Utilities 4.9% 6.2% 8.2% 0.0% 1.9%

Source: BofA Sourcebook, BofA Global Research, as of 6/30/22. For illustrative purposes only.
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New issue activity

Convertible bond issuance ebbs and flows over time

and is generally closely tied with economic growth. An
environment in which equity markets are rising can make
companies more comfortable with issuing debt that in-
cludes an option on their equity. If a company is confident
that its equity will be higher in the future, this can provide
a catalyst for issuing convertible securities over non-
convertible debt. Corporations can then retire their debt
through the equity conversion rather than pay it off using
cash orrefinancing. For example, as Figure 5illustrates,
the convertible market experienced strong issuance in
2020, as companies issued debt for liquidity needs follow-
ing the sharp market correction experienced in March.
Companies may have also viewed 2020 as an opportune
time to issue convertible debt with the increased prob-
ability of their equity rising higher in the future following
such a large equity sell-off. Strong issuance continued in
2021, fueled by the economic reopening and optimism
that the worst of the global health crisis had passed.

FIGURE 5

Rising interest rates are another catalyst for issuing con-
vertible debt. Since convertible securities provide some
of the upside of equities, they can offer lower coupons
than non-convertible debt. Thus, convertibles may be

an attractive financing option when interest rates are
rising, though this has not been the case in 2022 due to a
myriad of other factors, including significant and ongoing
market volatility. In general, market volatility negatively
impacts convertible issuance. In volatile markets, inves-
tors may need more incentive to purchase securities, and
uncertainty around investor demand typically leads to a
decrease in new issuance. The volatility experienced thus
farin 2022 has led to a steep decline in convertible bond
issuance this year. As of June 30, 2022, convertible bond
issuance was down 85% year to date. Though the decline
in new issuance this year due to market volatility is mean-
ingful, this correction does provide opportunities to enter
positions in seasoned issues from 2020 and 2021, years of
strong issuance, at more attractive price points.

Convertible issuance by region since 1998

1998 2000 2002 2004 2006 2008

Hus W Europe Asia Japan

2010 2012 2014 2016 2018 2020 2022

Source: BofA Sourcebook, BofA Global Research, as of 6/30/22. For illustrative purposes only.
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The value of institutional expertise

As discussed in the prior white paper, “The basics of
convertible securities,” the convertible market represents
a unigue opportunity for investors. Given the various
types of convertibles and their functions, these securities
need to be evaluated carefully. The same holds true
when considering convertible issues from across the
global landscape, the majority of which are not rated by
the major rating agencies. Though convertible securities
may be considered a niche marketplace, much smaller

in size than traditional equity or bond markets, they
provide diversification across market caps, geographies,
and industries. Sophisticated credit and equity research
teams are typically needed to thoroughly analyze these
securities and their risks. As a result, using an institutional
asset manager is often the best option for investing in
convertible securities. Remember to also consult the
other papers in this series, in which we expand upon the
behavior of convertible securities, and how they can be
used in the context of a portfolio.

For use with institutional investors and investment professionals.



This material is prepared for use by institutional investors and
investment professionals and is provided for limited purposes.
This material is a general communication being provided for
informational and educational purposes only. It is not designed
to be investment advice or a recommendation of any specific
investment product, strategy, or decision, and is not intended

to suggest taking or refraining from any course of action.

The opinions expressed in this material represent the current,
good-faith views of the author(s) at the time of publication.

The views are provided for informational purposes only and are
subject to change. The views and strategies described herein may
not be suitable for all investors. Prior to making any investment
or financial decisions, any recipients of this material should seek
individualized advice from their personal financial, legal, tax,

and other professional advisors that takes into account all of

the particular facts and circumstances of their situation.

Putnam Investments cannot guarantee the accuracy or
completeness of any statements or data contained in the material.
Predictions, opinions, and other information contained in this
material are subject to change. Any forward-looking statements
speak only as of the date they are made, and Putnam assumes no
duty to update them. Forward-looking statements are subject to
numerous assumptions, risks, and uncertainties. Actual results
could differ materially from those anticipated. Past performance
is not a guarantee of future results. As with any investment,
thereis a potential for profit as well as the possibility of loss.

This material or any portion hereof may not be reprinted,

sold, or redistributed in whole or in part without the express written
consent of Putnam Investments. The information

provided relates to Putnam Investments and its affiliates,

which include The Putnam Advisory Company, LLC and

Putnam Investments Limited®.

Issued in the United Kingdom by Putnam Investments Limited®.
Putnam Investments Limited is authorized and regulated by the
Financial Conduct Authority (FCA). For the activities carried out

in Germany, the German branch of Putnam Investments Limited
holds a permit as a financial investment broker in accordance with
Sec. 34f para. 1 sentence no. 1 of the German Trade Ordinance and
is registered under the registration number D-F-16077N8-19 in the
publicly available broker register. Putnam Investments Limited

is also permitted to provide cross border investment services to
certain EEA member states. In Europe, this material is directed
exclusively at professional clients and eligible counterparties

(as defined under the FCA Rules, or the German Securities Trading
Act (Wertpapierhandelsgesetz) or other applicable law) who are
knowledgeable and experienced in investment matters. Any
investments to which this material relates are available only to

or will be engaged in only with such persons, and any other persons
(including retail clients) should not act or rely on this material.
Furthermore, this material is only intended for the recipient receiving
it directly from Putnam Investments Limited and should not be
forwarded to, or relied upon by, the recipient’s underlying clients.

Prepared for use with wholesale investors in Australia by Putnam
Investments Australia Pty Limited, ABN 50 105 178 916, AFSL
No. 247032. This material has been prepared without taking
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account of an investor’s objectives, financial situation, and needs.
Before deciding to invest, investors should consider whether the
investment is appropriate for them.

Prepared for use in Canada by Putnam Investments Canada ULC
(o/a Putnam Management in Manitoba). Where permitted, advisory
services are provided in Canada by Putnam Investments Canada
ULC (o/a Putnam Management in Manitoba) and its affiliate,

The Putnam Advisory Company, LLC.

This material is prepared by Putnam Investments for use in Japan
by Putnam Investments Japan Co., Ltd. (‘Putnam Japan”), and is
for Professional Investors defined in Article 2, Paragraph 31 of the
Financial Instruments and Exchange Act of Japan (“Tokutei-toshika”)
(including financial instruments business operators or registered
financial institutions engaged in the investment management
business provided forin Article 61, Paragraphs 1 and 2 of the said
Act). Putnam Japan is registered with Kanto Local Finance Bureau
in Japan as a financial instruments business operator conducting
the investment advisory and agency business, and is a member of
Japan Investment Advisers Association. This material is prepared
forinformational purposes only, and is not intended as a solicitation
to invest in any securities or other financial product in Japan, or to
enter into with Putnam Japan an investment advisory contract or a
discretionary investment management contract in Japan.

Switzerland: This document constitutes marketing material.

Convertible securities: Convertible securities’ prices may be
adversely affected by underlying common stock price changes.
While convertible securities tend to provide higher yields than
common stocks, the higheryield may not protect against the risk
of loss or mitigate any loss associated with a convertible security’s
price decline. Convertible securities are subject to credit risk, which
isthe risk that an issuer may default on payment of interest or
principal. Credit risk is generally greater for below-investment-grade
convertible securities. Convertible securities may be less sensitive
to interest-rate changes than non-convertible bonds because of
their structural features (e.g., convertibility, “put” features). Interest-
rate risk is generally greater, however, for longer-term bonds and
convertible securities whose underlying stock price has fallen
significantly below the conversion price.

ICE BofA permits use of the ICE BofA indices and related data on

an “asis” basis; makes no warranties regarding same; does not
guarantee the suitability, quality, accuracy, timeliness, and/or
completeness of the ICE BofA indices or any data included in, related
to, or derived therefrom; assumes no liability in connection with the
use of the foregoing; and does not sponsor, endorse, or recommend
Putnam Investments, or any of its products or services.

BLOOMBERG® is a trademark and service mark of Bloomberg
Finance L.P. and its affiliates (collectively “Bloomberg”). Bloomberg
or Bloomberg’s licensors own all proprietary rights in the Bloomberg
Indices. Neither Bloomberg nor Bloomberg’s licensors approve or
endorse this material, or guarantee the accuracy or completeness of
any information herein, or make any warranty, express or implied, as
to the results to be obtained therefrom, and to the maximum extent
allowed by law, neither shall have any liability or responsibility for
injury or damages arising in connection therewith.
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