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Spotlight
After more than a decade of low and negative yields, bonds ate trading at more rea- P -

o ; o » Insights
sonable and positive levels following the sharp rise in 2022. In many P
) ) ) ) Equities
investment-grade segments, especially non-financial and financial bonds, euro bonds Fixed Income

are again offering yields of 3% and more (Table 1).

Multi Asset
Risk-focused solutions
This opens up the possibility for investors to act more strategically again, away from Sustainability
traditional benchmark-oriented investment approaches, which tend to be more trad- Consulting
ing intensive, and to rely more on individual bond strategies. This is because the
focus is no longer on avoiding negative interest rates and penalty charges, but rather Within Insights we provide you with a deeper
on ordinary income, individual problems and tailor-made solutions. understanding of our investment philosophy and

thinking
On the following pages we present three individual approaches: (1) target maturity
portfolios; (2) ladder structure portfolios; and (3) payout-oriented bond portfolios.

We discuss possible applications as well as advantages and disadvantages. Tnvestors are again looking for individual
solutions that meet their payout requirements.

Table 1: Current yield landscape of euro bonds

Average yields in EUR by sector, credit rating and residual maturity

Maturity in Years

Sector / Rating 1-3 3-5 5-7 7-10 10-15 >15
Non-Financials

AA 3.53 3.52 3.56 3.60 3.72 3.83
A 3.74 3.73 3.79 3.86 4.01 4.14
BBB 4.18 4.33 4.40 4.29 4.41 4.51
Financials

AA 3.84 3.88 3.87 3.89 3.96 4.05
A 4.04 4.21 4.32 4.32 4.41 4.29
BBB 4.56 4.67 5.00 4.95 4.51 4.72
Covered Bonds

AAA 3.70 3.56 3.46 3.42 3.48 3.47
AA 3.80 3.65 3.56 3.58 3.67 3.04
A 3.98 3.84 3.70 3.60

BBB

Sovereigns

AAA 3.08 2.80 2.68 2.66 2.74 2.68
AA 3.15 3.02 3.00 3.05 3.28 3.37
A 3.28 3.31 3.36 3.49 3.75 3.92
BBB 3.63 3.73 3.89 4.14 4.38 4.52
Quasi-Sovereigns

AAA 3.36 3.28 3.21 3.21 3.36 3.44
AA 3.52 3.36 3.31 3.32 3.43 3.48
A 3.82 3.80 3.88 3.87 3.93 3.97
BBB 4.03 4.47 4.74 521 5.40 5.82

Data as of 28/02/2023
Source: ICE, own calculation
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Target maturity portfolio: profile of a broadly diversified bond

Target maturity portfolios are ideal for investors who want to combine the payoff
profile of a bond with the benefits of a broadly diversified portfolio. They are
structured that all bonds mature within a pre-defined period — for example, in 2028.
Typically, bonds are held to maturity and portfolio turnover is kept low. During the
life of the portfolio, coupon payments are distributed to investors. At maturity, the
bonds are repaid together with the final coupon payments (Figure 1).

Figure 1: How a target maturity portfolio works

o Purchase of the bonds

g Over the investment horizon, the accumulated coupon payments are distributed on a regular basis
e During the investment period, the strategy is subject to fluctuations in value

e Repayment of the bonds at 100 plus distribution of the coupon payments accumulated in the last year

Schematic illustration

fluctuations in value

Portfolio value

2023 2024 2025 2026 2027 2028

Source: Own illustration

Market overview

Target maturity portfolios are often implemented as mutual funds. In total, there
were more than 450 mutual funds in Europe with a market volume of EUR 75bn as
at the end of 2022. Around 70% of the funds were launched in Spain, Italy and
France (Figure 2). In these countries, target maturity funds are already a popular
vehicle in retail banking. The share of Luxembourg funds is also considerable at
19%. However, these are mostly launched for distribution in other countries. The
share of German target maturity funds is 2.3%, but the share of funds with a sales
registration in Germany is 12.3% (Figure 3).

Target maturity funds have recently played only a subordinate role in Germany. On
the one hand, this could be due to the low and negative interest rate environment of

Figure 2: Southern Europe and France dominate the market
Distribution by countries of target maturity funds

B Spain 41.6% Luxembourg 25.7% M Italy 14.4%

B France 13.5% = Germany 2.3% Residual 2.5%

Data as of 31/12/2022 Data as of 31/12/2022

Source: Morningstar, own calculation
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Source: Morningstar, own calculation

Combines the payoff profile of a bond with the
diversification benefits of a portfolio invest-
ment

Maturity funds increasingly interesting for
Gernman investors as well

Figure 3: Only a small share with a sales registration for Germany
Share of EUR-denominated target maturity funds with a sales registration for Germany

B German Sales Registration ™ No Sales Registration




recent years. On the other hand, in other countries, for example France, these are
part of the investment for retirement provision and accordingly tax privileged, which
explains their greater importance. Based on an analysis of the possible achievable
initial yields for a maturity portfolio with a five-year term and a focus on euro-
denominated non-financial and financial bonds with investment-grade ratings, the
average yield for the period between the end of 2012 and 2021 was 0.78% pa gross
of fees. By the end of the fourth quarter of 2022, this value had risen to 4.06%
(Figure 4).

Figure 4: Initial yields of target maturity portfolios are significantly more attractive
again
Quarterly simulation of possible average initial yields (median, pa) of five-year maturity portfolios of euro

investment-grade non-financial and financial bonds.

5

yield in %
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2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022

Time period: 31/12/2012 - 31/12/2022
Source: ICE, own calculation

Risk characteristics of a target maturity portfolio

The risk characteristics (Table 2) of a target maturity portfolio are comparable to
those of a bond. Interest rate and credit risk, measured by the modified and spread
duration, decreases over time. With a focus on investment-grade-rated bonds, the
default risk also remain manageable. Here, the average cumulative five-year default
rate of European investment-grade issuers from the non-financial sector was 0.29%!.
Due to the target maturity structure concentrated on one year, the reinvestment risk,
ie the risk of reinvestment at possibly worse conditions, is an uncertainty factor that
must be taken into account. As long as there is no need for liquidity in the meantime
and all bonds are held until maturity, the liquidity risk, on the other hand, is of little
significance.

Table. 2: Risk characteristics
Overview of main risks

Risks Charateristics

Interest rate risk Decreasing over time

(modified duration)

Credit risk Decreasing over time

(spread-duration)

Reinvestment risk High, due to longer-term capital commitment
Liquidity risk Low (“buy and maintain” approach)

1 S&P Global Ratings, 2021 Annual Global Corporate Default and Rating
Transition Study
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Why a fund solution seems advantageous

In general, investors who invest in a target maturity portfolio want to achieve pre-
dictable returns for a certain medium-term investment hotizon and have their capital
repaid at the end of the term — comparable to a one-time investment in a bond.

However, the problems may differ between retail and institutional investors:

Lot size problems and diversification

For retail investors, target maturity portfolios often represent an attractive and
broadly diversified substitute for individual bonds. For this customer
group, however, there is the increasing problem that many bonds can only
be acquired with a nominal volume of at least EUR 100k. Consequently, an
investment in a broadly diversified portfolio is only feasible for larger
investment amounts. Thus, fund investments have a clear advantage, as
they enable an investment in a broadly diversified target maturity portfolio

even for smaller investment amounts.

Accounting effort

For institutional investors, the challenge lies more in the operational effort,
since each individual bond of a broadly diversified portfolio must be
booked and accounted for individually. In the case of a fund investment,
the accounting effort is considerably reduced, as only one fund position is
recorded.

Active management and risk management

Both investor groups benefit from active and professional fund manage-
ment. This takes care of the fundamental analysis and the thorough selec-
tion of the individual bonds and issuers. In addition, it is responsible for
the ongoing monitoring of the portfolio components. Risk management is
a key component of the target maturity strategy. Even if individual securi-
ties are to be held to maturity, the fundamental situation of individual issu-
ers and bonds can deteriorate over time and increase the default risk. Pro-
fessional asset managers can act more quickly here, recognise negative
trends and reduce risks specific to individual securities.

Excursus: target maturity funds as an alternative to fixed-term deposits?
Target maturity funds can be used as an alternative to fixed-term deposits and offer
several advantages. Both ways have the plannable return and the fixed term in
common. However, there are decisive differences in the other characteristics. For
example, a target maturity fund remains fungible during the investment horizon and
investors can redeem their units every trading day. With fixed-term deposits, on the
other hand, the capital is tied up and is only paid back at the end of the term. In
addition, a professional portfolio management takes care of the composition of the
target maturity portfolio and the ongoing risk management, and ensures a broad
diversification of individual risks. In the case of fixed-term deposits, the risk is
concentrated at one address (Table 3).
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Mutual funds offer ...

. especially for retail investors, even with

smaller sums, a bigh degree of diversification,

. reduce the operational effort for institu-
tional investors ...

. and benefit from professional and active

risk management.



Table 3: Comparison between fixed-term deposit and target maturity fund
Overview of main charateristics

Fixed-term Target
deposit maturity fund
Fixed term °
Predicable return °
Fungibility °
Active management °
Ongoing risk management °
Broad diversification °

Ladder structure portfolio: plannable returns with rolling reinvestment
A ladder structure portfolio is a strategy with an indefinite investment horizon,
equally distributed maturity structure and revolving reinvestment of matured bonds.
During the initial construction, the maturity range to be covered by the portfolio
needs to be determined. Sub-portfolios are then formed, each with the same maturity
and volume. The maturity of individual sub-portfolios usually covers a quarter or
half-year. Each sub-portfolio is now treated as a target maturity portfolio and popu-
lated with bonds whose final maturity falls precisely within this sub-portfolio. As
part of the ongoing management, the bonds redeemed in the front sub-portfolio are
reinvested at the end of the ladder structure in bonds with appropriate maturities
(Fig. 5). This ladder-like structure and the staggered reinvestments give the ladder
structure portfolio its name. Since ideally all bonds are held until final maturity,
investors benefit from a low turnover rate and low transaction costs. Due to the high
degree of individualisation, however, implementation in a mutual fund is often
difficult to realise.

Figure 5: How a ladder structure portfolio works
o A maturity range is defined
9 Total investment is distributed over sub-portfolios (e.g. quarters) in which investments are made evenly

e Matured bonds are reinvested at the end of the ladder structure with the appropriate final maturity date

Schematic illustration

o M:

aturity range

Total T+0 T+1 T+2 T+3 T+4 T+5 T+X

investment
9 Matured bonds Reinvestment 9

Source: Own illustration

Use cases

This portfolio is aimed at investors who are dependent on recurring and predictable
income and are seeking at least nominal long-term capital preservation. Revolving
reinvestment at short intervals reduces the reinvestment risk, as the investor invests
at the current interest rate level. If interest rates have risen in the meantime, reinvest-
ment takes place at more attractive levels. In the opposite case, the investor profits

from investments already made on previous reinvestment dates at higher levels. It is
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important to mention that rolling bond maturities also provide a high degree of flex-
ibility and thus unpredicted liquidity requirements can be satisfied to the extent of

the amount of matured bonds.

Examples of use for zustitutional investors are the investment of a company’s strategic
reserve or the management of pension funds. For retail investors, a ladder structure is
an attractive option, especially if a critical mass of assets has been built up to benefit
from ongoing and regular coupon payments.

Risk structure

In contrast to a target maturity portfolio, a ladder structure portfolio has an almost ) ) )
Reinvestment risk decreases with a long-term

constant interest rate risk (Table 4). The credit risk, on the other hand, depends on )
perspective

the credit rating structure in the portfolio. Assuming an unchanged rating distribu-
tion, the credit risk remains constant in the long term. However, if the credit rating
structure changes, for example if the business outlook of a company deteriorates,
this leads to a change in the credit risk. Since maturities are reinvested on a revolving
basis, the reinvestment risk, on the other hand, can be classified as low. Although
the individual maturity is sometimes reinvested in an environment of high interest
rates and sometimes in an environment of low interest rates, this effect is balanced
out on a long-term average if one assumes a sufficiently long investment horizon.
Since this is also a “buy and maintain” approach, the liquidity risk can also be ne-
glected.

Table 4: Risk characteristics
Overview of main risks

Risks Characteristics

Interest rate risk Almost constant over time

(mod. duration)

Credit risk Almost constant over time

(spread-duration)

Reinvestment risk Low for investors with a long-term investment horizon
Liquidity risk Low (“buy and maintain” approach)
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Historical simulation
For the simulation, a ladder structure portfolio with a maximum maturity of five .
. . o Low tracking error. ..
years was constructed and broken down into 20 sub-portfolios (quarters). Within the
sub-portfolios, all bonds with a suitable residual maturity from the benchmark uni-
verse (ICE 1-5 Year Euro Corporate Index, ticker EROV) were included, their aver-
age monthly performance calculated and aggregated at portfolio level. Only euro-
denominated non-financial and financial bonds with investment-grade ratings were
considered. Bonds maturing during the year were included from the previous year's
benchmark universe. Although the ladder structure portfolio is a specialised and in-
dividual solution, the performance of the ladder structure portfolio is comparable to
typical bond indices with a low tracking error (Figure 6). This is also understandable,
as both are subject to the same market drivers.

However, there are conceptual differences between a ladder structure portfolio and . . .
) o o ) o .. but differences in conception

classic bond indices. As a rule, bond indices do not hold bonds with a remaining

maturity of less than one year. The maturity structure in the index is also not evenly

distributed and results from new issuance activity on the capital market. In contrast,

in the ladder structure portfolio, bonds are held to maturity and the investment

amounts are evenly distributed among the sub-portfolios. These structural differ-

ences explain the shorter and more stable duration of the ladder structure portfolio

compared to a matching bond index (Figure 7).

Opverall, it can be stated that a comparison is only possible if the constructed ladder
structure portfolio has similar restrictions. As the degree of individuality increases, it
becomes more challenging to find a suitable benchmark.

Payout profile-oriented bond portfolio

Many investors, especially from the institutional sector, are increasingly confronted Complex: problems smart ...
with more complex problems and need solutions that are adapted to irregular payout

profiles or project schedules. A concrete application in the corporate sector could

be, for example, the matching of the maturity structure to the repayment schedule

of a debt financing or to the payout profile of a construction project. Payout profile-

oriented bond portfolios can do this, as their maturity structure is aligned in such a

way that the liquidity is available at the planned time. Both repayment and, to a lesser

extent, coupon payments are available to service the payout schedule (Figure 8).

.. and flexibly solved at the same time

Figure 6: Lower tracking error... Figure 7: ... despite lower duration
Performance of a simulated ladder structure portfolio with up to five-year maturities Rolling three-month average duration: Simulated ladder structure portfolio compared to
compared to one- to five-year EUR IG Credits one- to five-year EUR IG Credits
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Time period: 31/12/2012 - 31/01/2023,Source: ICE, own calculation, Gross performance, Time period: 31/12/2012 - 31/01/2023,Source: ICE, own calculation, Gross performance,
commissions, costs, fees and taxes are not taken into account. Simulations are not a reliable commissions, costs, fees and taxes are not taken into account. Simulations are not a reliable
indicator of future performance. indicator of future performance.
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At the same time, the strategy offers sufficient flexibility to be able to react to
changes in the plan. If payments are postponed, the freed-up liquidity can be re-
invested. If it is needed eatlier, bond positions are sold on the market, thus ensuring
payment. Different payout scenarios can also be considered in the structure. For
example, the portfolio structure can be based on the earliest payout dates ot imple-
mented on a probability-weighted basis.

Figure 8: How a payoff profile-oriented bond portfolio works

0 Individual matching of bond maturities to the payout plan
9 Portfolio volume declining over time

9 Flexible reinvestment and alignment with adjusted payout plan

Schematic illustration

o Reinvestment

- ﬂ o
—_—
9 Adjustment

of the payout plan

Maturity
structure

Portfolio volume

Payout
plan

T+0 T+1 T+2 T+3 T+4 T+5 . T+X
Portfolio volume ™ Maturities M Cashoutflow

Source: Own illustration

Risk structure

The portfolio is subject to fluctuations in value over time. However, one of the
advantages of the strategy lies in the precise alignment and thus the immunisation of
the interest rate risk in relation to the individual payout date. Interest rate risks can
therefore be neglected in the portfolio context. Since security and predictability are
paramount, special attention should be paid to the fundamental quality and credit
risk of individual issuers and bonds during the construction. It is recommended that
only bonds with a good credit rating, but at least with an investment-grade rating, be
used. A reinvestment and liquidity risk only exists if strategy adjustments are made
and the original planning is deviated from.

Table 5: Risk characteristics
Overview of main risks

Risk Characteristics

Interest rate risk Immunised, related to the individual cash-out flow
(mod. duration) On portfolio level declining over time

Credit risk Declining over time, but with a special focus on high
(spread-duration) credit quality of issuers and bonds

Reinvestment risk In the event of deviations from the original planning
Liquidity risk In the event of deviations from the original planning
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Summary
The changed interest rate environment allows retail and institutional investors to act . . o )
Solution-oriented, individual with manage-

strategically again and no longer define the avoidance of negative interest rates as the .
] i ] i o able transaction costs
primary goal. The strategies presented show solutions for different individual

requirements and problems.

Despite the differences in the payout profile and scope of application, they have
some important similarities: since the bonds are usually intended to be held to
maturity, all strategies are characterised by a “buy and maintain” character. This leads
to predictable returns, low turnover rates and low transaction costs.
Investors know the future cash flows and can base their liquidity planning on them.
In some cases, implementation as a mutual or special fund is also possible. In partic-
ular, target maturity portfolios implemented in a mutual fund offer both retail and
institutional investors some advantages. This is because retail investors can benefit
from the bond-like payout profile and broad diversification even with small invest-
ment amounts, and for institutional investors the accounting effort is significantly

reduced.
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IMPORTANT NOTICE

This information is a marketing communication. This information and references to issuers, financial in-
struments or financial products do not constitute an investment strategy recommendation pursuant to Ar-
ticle 3 (1) No. 34 Regulation (EU) No 596/2014 on market abuse (market abuse regulation) nor an invest-
ment recommendations pursuant to Article 3 (1) No. 35 Regulation (EU) No 596/2014, both provisions
in connection with section 85 (1) of the German Securities Trading Act (WpHG). As a mar-keting com-
munication this document does not meet all legal requirements to warrant the objectivity of investment
recommendations and investment strategy recommendations and is not subject to the ban on trading prior
to the publication of investment recommendations and investment strategy recommenda-tions. This doc-
ument is intended to give you an opportunity to form your own view of an investment. However, it does
not replace a legal, tax or individual financial advice. Your investment objectives and your personal and
financial circumstances were not taken into account. We therefore expressly point out that this information
does not constitute individual investment advice. Any products or securities de-scribed may not be available
for purchase in all countries or only in certain investor categories. This information may only be distributed
within the framework of applicable law and in particular not to citizens of the USA or persons resident in
the USA. The statements made herein have not been audited by any external party, particularly not by an
independent auditing firm. Any future returns on fund investments may be subject to taxation, which de-
pends on the personal situation of the investor and may change in the future. Returns on investments in
foreign currencies may increase or decrease due to cur-rency fluctuations. In the case of investment funds,
you should always make an investment decision on the basis of the sales documents (key investor docu-
ment, presentation of past performance, sales pro-spectus, current annual, if applicable, semi- annual re-
port), which contain detailed information on the opportunities and risks of the relevant fund. In the case
of securities for which a securities prospectus is available, investment decisions should always be made on
the basis of the securities prospectus, which contains detailed information on the opportunities and risks
of this financial instrument, otherwise at least on the basis of the product information document. An in-
vestment decision should be based on all characteristics of the fund and not just on the sustainability-
related aspects . All the aforementioned documents can be obtained from Joh. Berenberg, Gossler & Co.
KG (Berenberg), Neuer Jungfernstieg 20, 20354 Hamburg, Germany, free of charge. The fund sales docu-
ments and the product information sheets for other securities are available via a download portal using the
password »berenberg« at the Internet address https://docman.vwd.com/portal/berenberg/index.html.
The sales documents of the funds can also be requested from the respective investment management com-
pany. We will be pleased to provide you with the specific address details upon request. A fund investment
involves the purchase of shares in an investment fund, but not a specific undetlying asset (e.g. shares in a
company) held by that fund. The statements contained in this document are based either on own company
sources or on public-ly accessible third-party sources, and reflect the status of information as of the date
of preparation of the presentation stated below. Subsequent changes cannot be taken into account in this
document. The information given can become incorrect due to the passage of time and/or as a result of
legal, political, economic or other changes. We do not assume responsibility to indicate such changes
and/ot to publish an updated document. Past performance, simulations and forecasts ate not a reliable
indicator of future performance. Please refer to the online glossaty at www.berenberg.de/glossar for defi-
nitions of the technical terms used in this document.

© 2023 Morningstar. All Rights Reserved. The information, data, analyses and opinions (“Information”)
contained herein: (1) include the proprietary information of Morningstar and third party licensors of Morn-
ingstar; (2) may not be copied or redistributed except as specifically authorised;(3) do not constitute invest-
ment advice;(4) are provided solely for informational purposes; (5) are not warranted to be complete, ac-
curate or timely; and (6) may be drawn from fund data published on vatious dates. Morningstar is not
responsible for any trading decisions, damages or other losses related to the Information or its use. Please
verify all of the Information before using it and do not make any investment decision except upon the
advice of a professional financial adviser. Past performance is no guarantee of future results. The value and
income derived from investments may go down as well as up.

The index data referred to herein is proptietary to ICE Data Indices, LLC, its affiliates ("ICE Data") and/or
its third party providers and has been licensed by Joh. Berenberg Gossler & Co. KG. ICE Data and its
third party providers assume no liability in connection with its use.

Date: 07/03/2023
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