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Structural changes favour lower
credit spreads

Euro corporate bonds have continued their upward trend in the current year. Their risk
premiums, also known as credit spreads, recently fell to the same level as during the
European Central Bank's excessive bond purchases during the coronavirus crisis (Fig.
1). Nevertheless, corporate bonds are not necessarily expensive. Changes in the cor-
porate bond market suggest that credit spreads could be structurally lower than in the
past. We look at how credit spreads are composed, discuss which macroeconomic as-
pects could argue for structurally lower credit spreads, and then examine changes in
selected market segments.

Fig. 1: Risk premiums on corporate bonds recently in decline

Risk premiums of euro investment grade (IG) and high yield (HY) corporate bonds relative to
government bonds hit multi-year lows
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Risk premiums encompass more than just compensation for default risk

The risk premium is the difference in yield between a risky bond and a risk-free refer-
ence interest rate with the same maturity (e.g. a government bond with the highest
credit rating or interest rate swap)'. It reflects compensation for systematic risks such
as economic downturns and risk preferences, as well as unsystematic risks such as de-
fault risks or rating downgrades of the issuer. Additional factors, such as the capital
rank, term and termination rights of the specific bond, also influence the premium. Fur-
thermore, a liquidity premium is taken into account, the amount of which depends on
the general risk appetite, liquidity situation on the capital market, and individual factors
relating to the issuer or the bond.

" An interest rate swap is a financial derivative in which two contracting parties exchange fixed interest payments for
variable interest payments on an agreed nominal amount for a specified period of time without transferring the nom-
inal amount. Since standardised interest rate swaps are either secured through a clearing house or subject to bilateral
collateral agreements, there is no counterparty risk.
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Are corporate bonds the better credit option?

Government debt rising, companies have stable fundamentals

Government bonds have long been considered a safe benchmark for corporate bonds. The credit ratings of many countries
However, with rising government debt (Fig. 2) and increasing rating pressure, the pic-  have deteriorated in recent years
ture has changed: today, Germany is the only G7 country to be awarded the top AAA

rating by all rating agencies. Growing fiscal burdens, such as social spending, infra-

structure and defence, are exacerbating the situation, causing investors to demand

increasingly higher returns for sovereign risk. Already today, for example, just under

10% of French investment-grade corporate bonds yield less than French government

bonds with the same maturity, and they are thus considered to have a stronger credit

rating than the French government.

Since companies are subject to regular reporting requirements, this disciplines them  Companies offer stable credit quality
to ensure that their data does not become too clouded, as otherwise they face higher

capital costs due to rising risk premiums on the capital market. There is also the risk of

poorer ratings from rating agencies. Higher capital costs are likely to have a negative

impact on profitability and competitiveness, which is why companies are encouraged

to pursue sound business policies.

Expansive government spending reduces the risk of corporate defaults

Ideally, debt-financed government spending stimulates growth, but at the same time  Central banks caught between rising
it drives inflation and complicates monetary policy, as key interest rate hikes would lead  inflation and debt sustainability
to higher interest burdens and further government debt (fiscal dominance). The ongo-

ing fiscal stimulus reduces the risks of a (nominal) recession and thus provides compa-

nies with greater planning security, more stable profits, less cyclicality in business mod-

els and lower default risks. Inflation driven by government spending could also reduce

companies’ nominal debt. In an environment of rising government debt, corporate

bonds therefore appear to be an increasingly safe investment, which argues for struc-

turally lower credit spreads compared to government bonds. They also allow investors

to diversify risk much more broadly in their portfolios than with a limited number of

government bond issuers.

Fig. 2: Government debt has risen significantly since the be- Fig. 3: Companies, on the other hand, show stable develop-
ginning of the millennium ment in their debt ratios
Development of government debt in the G7 countries measured against Average net debt to EBITDA and free cash flow to debt of companies
gross domestic product measured by the ICE Euro Corporate Index
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Interest rate swaps as an alternative benchmark

In the US, it has been observed for some time that the difference between swap rates  Investors are increasingly turning to
and the yields on US government bonds, which are considered safe, is not only narrow-  interest rate swaps as a reference
ing but in some cases even turning negative. This shows that US Treasuries are now  rate

pricing in a risk premium, as is otherwise customary for riskier bond segments (Fig. 4).

No clear trend has emerged in Europe as yet, although similar tendencies have been

evident recently, at least since the announcement of the German infrastructure pack-

age and the adjustment of the debt brake for defence spending. However, it is ques-

tionable whether interest rate swaps are now the better reference interest rate. This is

because interest rate swaps are mainly used for interest rate management and there-

fore sometimes react differently to market forces than corporate or government

bonds. After the end of the ECB’s expansionary policy, for example, swap yields rose

more sharply than those of German government bonds in 2022-2023. In order to re-

duce duration risks and protect against rising interest rates, there was excess demand

for hedging transactions at that time, which caused their yields to rise above average.

Although many market participants in Europe already prefer swap rates as a reference

interest rate, this example shows that they are not a perfect reference interest rate

either.

Fig. 4: Swap spreads show that credit risk for countries is already being priced in

Implicit swap spreads calculated from the difference between credit spreads and interest rate swaps
and government bonds for euro and USD IG corporate bonds
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Returns are the main focus — the re-emergence of return-oriented strategies is
influencing market structure and demand

With yields rising in recent years, strategies offering returns well above money market  The renaissance of fixed-term funds is
rates are back in investors’ focus. Term funds in particular are experiencing a renais-  driving demand for short- to medium-
sance, as they are seen as an alternative to time deposits or individual bonds, offer  term bonds

predictable returns over the term (Fig. 6) and once again generate returns above long-

term inflation. Inflows into this segment are likely to continue as long as yields remain

attractive and enable real capital growth. Spread investors, on the other hand, are fo-

cusing more on risk premiums, which is currently leading to significantly different as-

sessments of attractiveness, and not only for euro IG bonds (Fig. 5).

The high demand for yield-oriented products is increasingly shaping companies’ issuance  [ssuers respond to changing de-
behaviour and is particularly evident in investment-grade indices. In euro indices, the  mand
proportion of short-term bonds has risen from below 50% to almost 60% since the end
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of 2020, drivenin part by strong demand from fixed-term funds and other yield-oriented
strategies. Longer-term bonds are therefore on the decline. Thisis probably also because
the ECB is no longer acting as a buyer with no preference for maturity, and issuers are
therefore once again responding more strongly to investor needs. As long as demand for
yield-oriented strategies continues, the risk of significant spread widening should remain
manageable, even if their current valuation appears unattractive.

Fig. 5: Yields remain attractive, but credit spreads relative Fig. 6: Higher returns give term funds new impetus
to government bonds do not

Development of 10-year rolling percentiles? of returns and risk premiums Performance of assets under management in fixed-term funds in USD
for euro IG corporate bonds compared to the yield on global IG corporate bonds
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The structure of the high-yield segment has changed

While current valuations in the investment-grade segment have been driven primarily by  Structural changes could argue for
the change in yield levels and new investor segments, longer-term trends are emerging  lower credit spreads
in the high-yield segment that could point to structurally lower risk premiums, as follows.

The proportion of secured bonds has risen to over a third of the total market (Fig. 7).  Collateralisation leads to lower
Since secured bonds are backed by specific assets, such as real estate or receivables, losses in the event of insolvency
in the event of insolvency, their recovery rate is generally higher than that of unsecured

or subordinated bonds, reducing the risk of loss for investors.

In addition, the maturity structure of the euro high-yield market has changed and has  The lower-duration risk reduces the
been developing into a short-duration segment for years. The effective duration® of  probability of default

euro high-yield bonds has fallen from 4.6 years to currently less than 3 years over the

last 25 years. Since the probability of default is lower for shorter maturities, this struc-

turally justifies lower credit spreads.

The outstanding nominal volume in the investment-grade segment has more than dou-  Rising demand meets a shrinking
bled since the beginning of 2015, whereas, in the high-yield segment, there has been  market segment

little growth after a temporary increase during the coronavirus crisis. Since the begin-

ning of 2022, this segment has even been shrinking (Fig. 8). In addition to traditional

bonds and bank loans, other sources of financing have become established in recent

years for companies in the high-yield segment, such as private debt funds and the lev-

eraged loan market. At the same time, demand is rising — for example, through yield-

oriented strategies such as term funds.

2 The percentile indicates what percentage of the entire set of values is less than or equal to the observed value.
3 Effective duration is a measure of risk that quantifies the sensitivity of the price of a bond or bond portfolio with
embedded options to changes in interest rates.
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Fig. 7: The proportion of secured bonds has risen signifi-

cantly, whereas duration has fallen

Development of the proportion of secured bonds and effective duration

in the euro HY market
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Fig. 8: The high-yield segment has been shrinking since the
beginning of 2022, while the investment-grade segment is
growing

Indexed development of the outstanding nominal volume of euro HY
bonds compared to the investment-grade segment
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Banks with better capitalisation but without a government lifeline

Until the global financial crisis, the risk premiums on European bank bonds were lower  “Too big to fail” no longer applies,
than those on industrial companies (Fig. 9). One reason for this was confidence in gov-  or does it?

ernment bailouts (“too big to fail”). During the financial crisis, governments did inter-

vene, but only after the collapse of Lenman Brothers, which revealed the vulnerability

of the system. In order to avoid further government bailouts and make the banking

sector more stable and resilient, Basel Ill and Basel IV tightened capital and liquidity

requirements for banks and established resolution mechanisms. In addition, AT1 (Addi-

tional Tier 1) bonds created a new subordinated segment designed to strengthen and

supplement core capital.

Banks are now much better capitalised than before the financial market crisis (Fig. 10).
In addition, new key figures for bank management have been established to limit high
levels of debt and ensure the liquidity of banks. To identify weaknesses, regular stress

tests are also carried out by the supervisory authority.

Another relevant question is whether governments and/or central banks will continue  States are not exempt from liability
to intervene to rescue banks in the future. The collapse of Credit Suisse in 2023 pro-

vided an initial indication that they will continue to provide support in the event of a

crisis: following a massive loss of confidence, the Swiss banking regulator FINMA de-

clared the bank unviable and ordered its takeover by UBS. The government and central

bank supported the process with extensive guarantees, while resolution plans re-

mained unused. Apart from AT1investors, creditors and even shareholders were largely

spared. The case shows that governments will continue to intervene when financial

market stability appears to be threatened. However, it remains unclear when they will

intervene and which creditor classes will be included in future bailouts.

With growing government debt, governments are seeking new sales channels for  In search of new sales markets
bonds. This creates the risk that further regulations will follow that could oblige banks
to hold additional government bond holdings on their balance sheets. The US banking
regulator has already proposed relaxed capital requirements for large banks to allow
for higher government bond holdings. In addition, stablecoins* must now be fully

4 Stablecoins are cryptocurrencies whose value is linked to and reflects the performance of certain assets.

5/9 Joh. Berenberg, Gossler & Co. KG

BERENBERG



Funds And Solutions

Insights - 22.10.2025

backed by US government bonds (GENIUS Act). However, the consequences for banks
are not clear-cut: higher government bond yields initially increase interest income and
support profitability; at the same time, however, their overall exposure is growing in an
environment of declining government credit ratings. This could prove problematic in
the long term if confidence in the debt sustainability of governments continues to de-

cline.

Furthermore, stricter capital requirements leave banks with little room for excessively
shareholder-friendly and risk-prone business policies, as was the case before the fi-

Stricter regulation reduces the risk
for creditors

nancial market crisis. This is positive for senior bondholders, as banks with a more de-
fensive positioning are less vulnerable to economic shocks. Subordinated capital is also
likely to benefit, as banks are better capitalised and financial market supervision is likely

to be stricter and intervention earlier.

Most recently, the creation of clear market standards for AT1 bonds following the fi-

Market standards create transpar-

nancial market crisis, in which there were a variety of different structures for subordi-  ency
nated bonds, has led to greater transparency. The new standards contain clear rules
on the circumstances under which coupons may be paid and the capital ratio thresh-
olds that trigger conversion into equity or write-offs. They reduce complexity and in-
crease transparency. This also makes it easier for investors to analyse and make in-
vestment decisions, leading to the further establishment of the AT1 market. This results
in greater demand and, consequently, higher market liquidity, thus justifying structur-

ally lower risk premiums in the AT1 segment.

Fig. 9: Financial bonds since 2007, mostly with higher-risk
premiums compared to industrial companies

Yield difference between euro IG financial and industrial bonds
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Fig. 10: The credit quality of banks has improved signifi-
cantly in recent years

Development of the median Common Equity Tier 1 (CET1) ratio and the
share of non-performing loans of banks in the euro area
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Conclusion

There are many factors that point to structurally low credit spreads relative to govern-
ment bonds in individual market segments. The market structure in the high-yield seg-
ment has changed. The proportion of secured bonds has risen, while duration has
fallen. In the case of financial bonds, stricter capital and liquidity requirements protect
creditors, although banks may be forced to hold more government bonds in the future
as credit ratings decline. In addition, standardisation in the AT1segment ensures trans-
parency and comparability. Furthermore, the environment of fiscal stimulus and rising
government debt reduces the risk of a (nominal) recession, which, like increased infla-
tion, lowers the default risk of corporate bonds. On the other hand, rising government
debt reduces the creditworthiness of countries, and investors are likely to demand
higher government bond yields. Even if credit spreads currently appear historically un-
attractive, investors are likely to continue to prefer corporate bonds in the long term.
Their financial ratios are stable in the long term and they also offer greater diversifica-
tion opportunities than government bonds.

The analysis and selection of corporate and financial bonds is one of our core areas of
expertise at Berenberg. They account for a large proportion of our investments in our
mutual funds. With Berenberg Euro IG Credit, investors benefit from attractive returns
on European corporate bonds with investment-grade ratings. For investors interested
in the performance of financial bonds, the Berenberg Financial Bonds fund, which also
invests in the AT1 segment and in insurance subordinates, is a suitable option. With
Berenberg Euro Target 2028 and Berenberg Euro Target 2030, there are also two
fixed-term funds to choose from. In the future, the Berenberg Euro High Yield fund will
expand its product range to include the attractive market segment of high-yield bonds.
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Important information

This information is a marketing communication. This information
and references to issuers, financial instruments or financial prod-
ucts do not constitute an investment strategy recommendation
pursuant to Article 3 (1) No. 34 Regulation (EU) No 596/2014 on
market abuse (market abuse regulation) nor an investment recom-
mendations 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 marketing communi-
cation this document does not meet all legal requirements to war-
rant the objectivity of investment recommendations and invest-
ment strategy recommendations and is not subject to the ban on
trading prior to the publication of investment recommendations
and investment strategy recommendations. This document is in-
tended to give you an opportunity to form your own view of an in-
vestment. However, it does not replace a legal, tax or individual fi-
nancial 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 indi-
vidual investment advice. Any products or securities described may
not be available for purchase in all countries or only in certain in-
vestor 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 invest-
ments may be subject to taxation, which depends 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
currency fluctuations. The purchase, holding, conversion or sale of
a financial instrument, as well as the use or termination of an in-
vestment service, may give rise to costs that affect the expected
income. In the case of investment funds, you should always make
an investment decision on the basis of the sales documents (key
information document, presentation of past performance, sales
prospectus, current annual, if applicable, semi- annual report),
which contain detailed information on the opportunities and risks
of the relevant fund. An investment decision should be based on all
characteristics of the fund and not just on the sustainability-related
aspects. Sustainability related disclosures can be found at
www.berenberg.de/en/esg-investments. 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. The fund is subject to increased
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volatility as a result of its composition/the techniques used by Fund
management; therefore, unit prices may increase or decrease sig-
nificantly within short periods of time. All the aforementioned doc-
uments can be obtained from Joh. Berenberg, Gossler & Co. KG
(Berenberg), Uberseering 28, 22297 Hamburg, Germany, free of
charge. The fund sales documents and the product information
sheets for other securities are available via a download portal at the
Internet address https://productdocumentsuite.berenberg.de/en.
The sales documents of the funds can also be requested from the
respective investment management company. We will be pleased
to provide you with the specific address details upon request. A
summary of your investor rights in English can be found at Inves-
tor-rights (https://www.universal-investment.com/en/Corpo-
rate/Compliance/investor-rights/),(https://www.universal-invest-
ment.com/en/Corporate/Compliance/investor-rights-Ull/). In ad-
dition, we would like to point out that Universal-Investment may, in
the case of funds for which it has made arrangements as manage-
ment company for the distribution of fund units in other EU mem-
ber states, decide to cancel these arrangements in accordance
with Article 93a of Directive 2009/65/EC and Article 32a of Di-
rective 2011/61/EU, i.e. in particular by making a blanket offer to
repurchase or redeem all corresponding units held by investors in
the relevant member state. A fund investment involves the pur-
chase of shares in an investment fund, but not a specific underlying
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 publicly 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 responsi-
bility to indicate such changes and/or to publish an updated doc-
ument. For important disclosures and information on index- and
market data, see https://www.berenberg.de/en/legal-notice/li-
cense-notice/. Past performance, simulations and forecasts are
not a reliable indicator of future performance and custody fees
may occur which can reduce overall performance. Please refer to
the online glossary at https://www.berenberg.de/en/glossary for
definitions of the technical terms used in this document. The im-
ages used in this document are for illustrative purposes only. They
do not refer to specific products, services, persons or actual situa-
tions and should not be used as a basis for decisions or actions.
Date 22.10.2025
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