Funds and Solutions

Optimising performance with quantitative
rating systems

Corporate bonds on the rise

The European corporate bond market has undergone remarkable development since
the turn of the millennium. The growing number of issuers and bonds means that in-
vestors now have to cover a significantly larger universe (see Figure 1). This trend is
expected to continue, as more and more non-European issuers or smaller issuers are
issuing new euro-denominated corporate bonds.

Fig. 1: The number of euro investment-grade issuers has more than quadrupled
since the turn of the millennium
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This creates new opportunities, but also challenges, for investors. A quantitative rating
system based on a company's key figures helps to ascertain market opinion and pricing.
Quantitative rating systems are, therefore, an ideal tool to quickly and objectively as-
sess issuers, while simultaneously meeting the increased analytical effort. They, there-
fore, play an increasingly important role in the investment process for corporate bonds,
such as in the Berenberg Euro IG Credit fund. They can also contribute to improving
performance.

Leveraging the benefits of machine learning and addressing criticisms

We use a proprietary quantitative rating system to efficiently and effectively analyse
issuers. This allows us to compare our internal rating with external ratings from agen-
cies such as Moody's, Fitch or S&P. The model uses a company’s fundamental data to
calculate an implicit rating. The advantage of this method is that companies can be re-
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rated with updated financial figures — for example, after the publication of quarterly
figures — and changes become apparent more quickly. This point-in-time approach
differs from the approach used by rating agencies, which typically conduct a credit
assessment across an entire economic cycle. This point-in-time approach allows us to
react more quickly to financial changes and, therefore, exploit opportunities or reduce
risks. Quantitative rating systems aim to predict the external rating of rating agencies
based on the fundamental data of the company under consideration. We use a statis-
tical method that leverages the advantages of machine learning. It is based on the
stepwise correction of decision tree errors, with the goal of successively minimising the
deviation between the implicit ratings and the actual ratings. It can accurately repre-
sent both nonlinear relationships and interactions between variables. Nevertheless, the
model remains easily interpretable and does not represent a black box.

The sectoral focus opens up performance potential

The database is a crucial factor for a well-functioning quantitative rating system. Fora  The database is crucial
precise credit assessment, only economically-relevant key figures should be consid-
ered. A sufficiently large data set is also important. When training our model, we use
over 50 different financial key figures from more than 2,400 companies, over a 10-year
period. Since the individual sectors are subject to different economic cycles and busi-
ness models, we divide these by Global Industry Classification Standard (GICS) sector.
A separate rating model is then developed for each of the 11 GICS sectors. As part of
the model validation, we use a training and a test data set. This allows us to double-
check the accuracy of the model and prevents the model from being applicable only
to one data set, but also to new data. Finally, the model identifies the 12 fundamental
key figures that best predict the rating of issuers in a sector. On average, the implied
rating should correspond to the official rating of the rating agencies. Deviations from
the official rating imply that the company should actually be better (or worse) rated
and, therefore, a revaluation could take place on the bond market.

Figure 2 demonstrates that this can work. The orange line represents the performance
of an equally-weighted portfolio of bonds that perform better in our quantitative rating
than in the rating agencies' ratings. The blue line represents the performance of an
equally-weighted portfolio of bonds that receive a lower rating in our method. The
portfolios are rebalanced monthly, with the ratings and shadow ratings (implied ratings)
based on annual financial statements.
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Fig. 2: Quantitative rating systems can help to improve performance Quantitative rating systems open

. . . . up performance potential
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The better-valued portfolio achieved an excess return of 5.08% over the period under
review — from March 312015 to March 31 2025. This excess return excludes the effect
of interest rate changes due to the different maturities of the bonds, meaning that this
only represents the contribution of the credit risk component. The two portfolios differ
slightly in terms of their rating structure: the portfolio with the better internal rating is
rated BBB+, on average, by the rating agencies, while the portfolio with the poorer
internal rating is rated A, on average, externally. In our internal rating, however, the
average rating of the two portfolios is identical, at A-. The aim of the quantitative ap-
proach is to exploit this valuation divergence. The portfolio with better-rated bonds
also performs favourably from a risk perspective — with a maximum drawdown of 9.6%,
it is better than the benchmark portfolio, which has a drawdown of 12.1%. The historical
recalculation shows that our quantitative rating model contributes to the generation of
systematic excess returns and can, therefore, represent a valuable building block in
portfolio construction.

Conclusion

Quantitative rating systems make it possible to react quickly to continuously changing
conditions — be it due to a constantly growing number of companies, dynamic new
issue markets or changes in the fundamental data of individual companies. They show
deviations between the external assessments of the rating agencies, whose approach
differs in terms of maturity (ie through the cycle versus point in time) and can, there-
fore, contribute to the systematic improvement of performance. In Berenberg Fixed
Income funds and mandates — and particularly in the Berenberg Euro IG Credit fund,
with its focus on investment grade bonds — we use the approach described above to
analyse the credit quality of individual issuers or investment universes in an objective
and standardised manner. This enables us to avoid companies with weak fundamentals,
to identify opportunities and thereby optimise the performance of Berenberg Euro I1G
Credit.

3/4 Joh. Berenberg, Gossler & Co. KG BERENBERG



Funds and Solutions

Spotlight - 06.06.2025

Publishing Information

Publisher

Prof. Dr. Bernd Meyer, CFA
Chief Strategist Wealth & Asset Management

Author

André Meyer-Wehmann, PhD, CFA
Portfolio Manager Fixed Income,
Wealth & Asset Management

T.: +49 69 9130 90 — 1195
E.: andre.meyer-wehmann@berenberg.com

Important Notices

This information is a marketing communication. This information and ref-
erences to issuers, financial instruments or financial products do not con-
stitute an investment strategy recommendation pursuant to Article 3 (1)
No. 34 Regulation (EU) No 596/2014 on market abuse (market abuse reg-
ulation) nor an investment recommendations pursuant to Article 3 (1) No.
35 Regulation (EU) No 596/2014, both provisions in connection with sec-
tion 85 (1) of the German Securities Trading Act (WpHG). As a marketing
communication 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 strat-
egy recommendations. This document is intended to give you an oppor-
tunity to form your own view of an investment. However, it does not re-
place alegal, tax or individual financial advice. Your investment objectives
and your personal and financial circumstances were not taken into ac-
count. 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 depends on the personal situation of the investor and may change
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in the future. Returns on investments in foreign currencies may increase
or decrease due to currency fluctuations. The purchase, holding, conver-
sion or sale of a financial instrument, as well as the use or termination of
an investment service, may give rise to costs that affect the expected
income. A fund investment involves the purchase of shares in an invest-
ment 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 prepara-
tion 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/or to publish an updated document. For important dis-
closures and information on index- and market data, see
https://www.berenberg.de/en/legal-notice/license-notice/. Past perfor-
mance, simulations and forecasts are not a reliable indicator of future
performance and custody fees may occur which can reduce overall per-
formance. Please refer to the online glossary at https://www.beren-
berg.de/en/glossary/ for definitions of the technical terms used in this
document. The images used in this document are for illustrative purposes
only. They do not refer to specific products, services, persons or actual
situations and should not be used as a basis for decisions or actions. Date
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