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Should credit investors worry about higher yields?

In spite of a couple of days of notable risk aversion, one of
the main concerns investors have for 2013 is that credit
spreads could widen due to Government yields rising.
Just looking at 10 year US Treasury yields (current 2.00%,
start of 2013 1.76%) yields have risen 61bps from their all-
time lows back in July last year. DB expect them to finish
2013 around 2.75% with the consensus at similar levels.

It seems that many market participants are worried that
such a rise in yields and the prospect that it could become
more aggressive, could be enough to cause credit
spreads to suffer in 2013. One argument being that the
spread as a percentage of yield would look less attractive.

With all this in mind we decided to look at the long-term
history of the relationship between government yields and
spreads and see if there is any evidence that credit
investors should fear rising yields. For this exercise we are
going to rely on Moody's long-dated, long-term corporate
spread series. Given that the AAA and BBB data stretches
back to 1919 we focus on these. We have also looked
into HY, using Single-B data which goes back to 1988.

We are going to look at this two ways. Firstly to see if
there's a bias towards tighter or wider credit spreads
depending on whether the underlying Government vyield
environment is low or high. Secondly we are going to look
at whether a change in the underlying yield environment
has an impact on spreads.

Does the overall yield level impact spreads?

Intuitively it feels a totally plausible suggestion to believe
that spreads should be tighter at lower yields and should
be wider when vyields are higher. It surely must be more

attractive to have a 100bp spread asset when
Government yields are 1% than if they were say at 10%.

However as much as we've heard this argument through
the years, there is little evidence to support such a
proposition. Indeed as Figure 1 shows, there doesn't
seem to be an obvious relationship over time between
yields and spreads (using BBBs here).

Figure 1: Long Dated Treasury Yields vs. BBB Spreads
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This is confirmed by looking at the scatters in Figure 2-
Figure 4. The left hand charts show AAAs, BBBs and Bs
vs. maturity matched Government vyields and the right
hand charts shows the spreads for the same rating bands
as a percentage of the Government yields vs. the outright
Government yield.

Figure 2: Treasury Yields vs. AAA Spreads (left) and vs. AAA Spreads as a Percentage of Treasury Yield (right)
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Figure 3: Treasury Yields vs. BBB Spreads (left) and vs. BBB Spreads as a Percentage of Treasury Yield (right)
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Figure 4: Treasury Yields vs. Single-B Spreads (left) and vs. Single-B Spreads as a Percentage of Treasury Yield
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There is little evidence to suggest an obvious relationship
between the overall yield level and spreads. This is
confirmed by looking at the scatters on the left where
there is no real pattern between spreads for any rating
bands and Government yields. Indeed one might argue
that if there is a bias it is that spreads have the propensity
to be at their very highest in a low yield environment. This
makes sense in terms of a low yield possibly reflecting
fairly serious economic challenges.

In terms of spreads as a percentage of the underlying
Government yield, the scatters show that there's a strong
bias for the % to be high when yields are low and visa-
versa when yields are high. This provides further evidence
that spreads behave fairly independently of the underlying
yield environment. Now we'll move on to whether a sharp
change in the yield environment impacts spreads.
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The impact of yield changes on spread

Using the same three rating bands for our analysis, Figure
5-Figure 13 show what has happened to Government
yields and spreads over a 3, 6 and 12-month period. We
should be able to see if large moves in yields over these
time periods have a notable impact on spreads. We used
the 3-month period to see whether for example, a short
period of sharply higher yields has historically had a
greater impact on credit spreads than a similar move
spread out over say 12-months. We also make a
distinction between absolute moves in Government yields
and the same moves on a % basis relative to the starting
yields. Clearly a 100bps move in yields when the starting
point is say 1% might have a different impact on the
results than when one sees a 100bps move when yields
were 10%. In order to ascertain this, the scatters on the
left are absolute yield changes whereas those on the right
are a percentage change relative to the starting yield.
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Figure 5: 3m Absolute Change in Treasury Yield vs. Absolute Change in Spread (left) and 3m Percentage Change in

Treasury Yield vs. Absolute Change in Spread (right)
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Figure 6: 6m Absolute Change in Treasury Yield vs. Absolute Change in Spread (left) and 6m Percentage Change in
Treasury Yield vs. Absolute Change in Spread (right)
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Figure 7: 12m Absolute Change in Treasury Yield vs. Absolute Change in Spread (left) and 12m Percentage Change in
Treasury Yield vs. Absolute Change in Spread (right)
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BBB
Figure 8: 3m Absolute Change in Treasury Yield vs. Absolute Change in Spread (left) and 3m Percentage Change in

Treasury Yield vs. Absolute Change in Spread (right)
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Figure 9: 6m Absolute Change in Treasury Yield vs. Absolute Change in Spread (left) and 6m Percentage Change in
Treasury Yield vs. Absolute Change in Spread (right)
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Figure 10: 12m Absolute Change in Treasury Yield vs. Absolute Change in Spread (left) and 12m Percentage Change
in Treasury Yield vs. Absolute Change in Spread (right)
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Single-B
Figure 11: 3m Absolute Change in Treasury Yield vs. Absolute Change in Spread (left) and 3m Percentage Change in

Treasury Yield vs. Absolute Change in Spread (right)
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Figure 12: 6m Absolute Change in Treasury Yield vs. Absolute Change in Spread (left) and 6m Percentage Change in

Treasury Yield vs. Absolute Change in Spread (right)
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Figure 13: 12m Absolute Change in Treasury Yield vs. Absolute Change in Spread (left) and 12m Percentage Change

in Treasury Yield vs. Absolute Change in Spread (right)
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The first thing to say is that across all rating bands and
across all the sample periods examined, there is a bias
towards higher vyields leading to tighter spreads. Indeed
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most of the big moves higher in spreads have generally
occurred in a world of sharply declining yields.
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Again there is some logic to this. In normal times lower
yields often reflect a deteriorating macro environment and
higher yields often reflect a healthier one. So it makes
some sense to see that spread changes are generally
inversely correlated to yield changes.

Indeed there is very little evidence through history that
higher yields are a worry for credit spreads whether they
rise sharply over a short period or whether the rise is
slightly more measured and spread over a year. There also
doesn’t seem to be a noticeable difference between
whether we look at yield changes in absolute terms or
relative to the starting yield. So there is no compelling
evidence to suggest a 100 bps move higher in
Government vyields is more worrying when vyields start at
1% than starting at 10%.

What about 1994?

Those with a long memory or those who are students of
relatively recent financial history will look at 1994 as a
case study of sharply higher yields. So what happened to
credit spreads over this period? Figure 14 shows what
happened to BBB spreads and Figure 15 to single-B
spreads relative to Government yields over the period

Figure 14: BBB Spreads vs. US Treasury Yield
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Figure 15: Single-B Spreads vs. US Treasury Yield
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As can be seen Government vyields rose over 200bps
between Q4 1993 and Q4 1994 with around 100bps
occurring in the first 5 months of 1994. However there is
no real evidence that spreads were negatively impacted.
Indeed the initial yield sell off in late 1993 led to a
tightening of spreads and spreads didn't start widening
until late 1994/early 1995 when yields started to fall.

GDP and/or defaults are key?

The 1994 analysis is perhaps enhanced with Figure 16
which shows 10 year US Treasury yields alongside US
GDP growth between 1993 and the end of 1995.

Figure 16: US 10 Year Treasury Yields vs. US Real GDP
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This argues that the main reason vyields rose so sharply
was because of a rapidly improving economic
environment. By late 1994, this had started to peak,
probably due to the Fed’s aggressive rate rising policy that
year, and the economy then weakened back and yields fell
through 1995. As we saw above credit spreads struggled
more in the lower yield/weaker economic environment of
1995 than the higher vyield/stronger economic
environment of 1994.

Figure 17 and Figure 18 show that there is a reasonably
good correlation between GDP and credit spreads
through time and is arguably stronger than for vyields,
especially for Single-Bs. Again this makes sense as
traditionally the economic cycle is a large determinant for
defaults which in turn should impact spreads.
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Figure 17: BBB Spread vs. Real GDP since 1948
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Figure 18: Single-B Spread vs. Real GDP since 1988
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So it's fair to say that from the historical US database,
there is little evidence to suggest that credit investors

exposed to spread risk need to fear a rise in yields in 2013
or beyond. The fear should perhaps more come from
anything that derails the current evidence of an economic
recovery.

What about Sovereign Risk?

The analysis has so far concentrated on historical US data,
a market where Government yields have very rarely
reflected anything other than the state of the economy,
inflation and general supply and demand considerations.
Two questions feed off this. 1) Would the inverse
relationship between vyield changes and spreads be as
compelling in an environment where yield rises were due
to concerns about repayment? i.e. Sovereign Risk and 2) If
so, is the danger that other markets like the US will
eventually behave differently from the past due to a
different sovereign outlook than maybe that seen through
history?

The data to analyze such a proposition is less
comprehensive but we can look at the situation in Europe
over the last 5 or 6 years to see if those countries that
have seen a rise in yields due to Sovereign concerns alone
have seen their domestic credit spreads move wider.
Figure 19 and Figure 20 show the relationship between
the underlying yield environment and credit spreads since
2007 for the largest 4 countries in the Euro-Zone. This is
neatly split between two that have suffered extreme
Sovereign concerns (ltaly and Spain) and those at the core
who have not suffered the same problems (Germany and
France).

Figure 19: Italian (left) and Spanish (right) Corporate Spreads vs. Government Yields
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Figure 20: German (left) and French (right) Corporate Spreads vs. Government Yields

5.0% - Rz=3%
S N
= 4.0% - e .
i) 000
< 3.0% - .
b= * *?®
S 20% - $ 220 »
g V7o Y
c VS 0o
2 1.0% - s, e
(B ' S, % ¢
0.0% » - : .
0 100 200 300 400
Spread (bps)

Source: Deutsche Bank, Bloomberg Finance LP

Although there is clearly less data here than the long-term
US data, one would have to say that there is evidence to
suggest that when a Sovereign becomes stressed and
suffers higher yields due to concerns about re-payment
(e.g. ltaly and Spain), then there is some evidence to
suggest that wider spreads follow. The graphs also show
that there isn’t really such a bias for Germany and France
where there hasn’t been concern over Sovereign
repayments.

As we said this analysis is limited by the small sample size
and period. There are examples of EM and DM countries
under stress seeing their corporates tighten as investors
believe that they are more likely to repay than their
Sovereign. So while we think the analysis above shows
that there are more risks to corporate spreads in a bout of
higher vyields due to Sovereign credit concerns than for
positive economic growth or higher inflation, the
relationship becomes more complicated when a
Sovereign is stressed. It might depend on whether the
individual country has predominantly domestic companies
or whether they are internationally based with fortunes
more directly linked to the global economy.

Conclusion

There is little evidence that higher yields lead to wider
credit spreads using historical data from the US back to
1919. If the higher yields going forward were due to
stronger data then we could even see tighter spreads. If
higher yields are due to renewed Sovereign fears in any
part of the globe then we can see wider spreads so it
depends on the cause.
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One word of caution though would be that this cycle is
very different to anything seen before through history. The
argument that higher yields might be a response to an
expectation that the FED may halt its purchase of assets
might for a time lead to some risk reduction. However
within a very short period of time spreads will likely be
linked to the economic environment. If the economy can
withstand less QE then spreads could still tighten in a
post-QE world. If however the economy weakens due to
the FED pulling back then we'll likely be back to lower
yields and wider spreads. The worst case scenario for any
credit market would be if yields rose because a lack of
faith in the Government's ability to pay investors back.
That has never occurred in the US so we don't have any
historical evidence here. The European Sovereign crisis is
a warning sign that it could occur in 2013 in some
countries but it may still take a few years to be an issue in
the core.

So we think the fears of wider spreads as a result of
higher vyields is overblown in core countries for 2013.
Other factors like the likely path of the economy are
perhaps more important.
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Important Disclosures
Additional information available upon request

For disclosures pertaining to recommendations or estimates made on a security mentioned in this report, please see

the most recently published company report or visit our global disclosure look-up page on our website at
http://am.db.com/ger/disclosure/DisclosureDirectory.eqgsr.

Analyst Certification

The views expressed in this report accurately reflect the personal views of the undersigned lead analyst(s). In addition, the
undersigned lead analyst(s) has not and will not receive any compensation for providing a specific recommendation or view in
this report. Jim Reid/Nick Burns/Seb Barker
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Regulatory Disclosures

1. Important Additional Conflict Disclosures

Aside from within this report, important conflict disclosures can also be found at https://gm.db.com/equities under the
"Disclosures Lookup" and "Legal" tabs. Investors are strongly encouraged to review this information before investing.

2. Short-Term Trade Ideas

Deutsche Bank equity research analysts sometimes have shorter-term trade ideas (known as SOLAR ideas) that are consistent
or inconsistent with Deutsche Bank's existing longer term ratings. These trade ideas can be found at the SOLAR link at

http://gm.db.com.
3. Country-Specific Disclosures

Australia and New Zealand: This research, and any access to it, is intended only for "wholesale clients" within the meaning of
the Australian Corporations Act and New Zealand Financial Advisors Act respectively.

Brazil: The views expressed above accurately reflect personal views of the authors about the subject company(ies) and
its(their) securities, including in relation to Deutsche Bank. The compensation of the equity research analyst(s) is indirectly
affected by revenues deriving from the business and financial transactions of Deutsche Bank. In cases where at least one
Brazil based analyst (identified by a phone number starting with +55 country code) has taken part in the preparation of this
research report, the Brazil based analyst whose name appears first assumes primary responsibility for its content from a
Brazilian regulatory perspective and for its compliance with CVM Instruction # 483.

EU countries: Disclosures relating to our obligations under MiFiD can be found at
http://www.globalmarkets.db.com/riskdisclosures.

Japan: Disclosures under the Financial Instruments and Exchange Law: Company name - Deutsche Securities Inc. Registration
number - Registered as a financial instruments dealer by the Head of the Kanto Local Finance Bureau (Kinsho) No. 117.
Member of associations: JSDA, Type Il Financial Instruments Firms Association, The Financial Futures Association of Japan,
Japan Investment Advisers Association. This report is not meant to solicit the purchase of specific financial instruments or
related services. We may charge commissions and fees for certain categories of investment advice, products and services.
Recommended investment strategies, products and services carry the risk of losses to principal and other losses as a result of
changes in market and/or economic trends, and/or fluctuations in market value. Before deciding on the purchase of financial
products and/or services, customers should carefully read the relevant disclosures, prospectuses and other documentation.
"Moody's", "Standard & Poor's", and "Fitch" mentioned in this report are not registered credit rating agencies in Japan unless
“Japan” or "Nippon" is specifically designated in the name of the entity.

Malaysia: Deutsche Bank AG and/or its affiliate(s) may maintain positions in the securities referred to herein and may from
time to time offer those securities for purchase or may have an interest to purchase such securities. Deutsche Bank may
engage in transactions in a manner inconsistent with the views discussed herein.

Russia: This information, interpretation and opinions submitted herein are not in the context of, and do not constitute, any
appraisal or evaluation activity requiring a license in the Russian Federation.

Risks to Fixed Income Positions

Macroeconomic fluctuations often account for most of the risks associated with exposures to instruments that promise to pay
fixed or variable interest rates. For an investor that is long fixed rate instruments (thus receiving these cash flows), increases in
interest rates naturally lift the discount factors applied to the expected cash flows and thus cause a loss. The longer the
maturity of a certain cash flow and the higher the move in the discount factor, the higher will be the loss. Upside surprises in
inflation, fiscal funding needs, and FX depreciation rates are among the most common adverse macroeconomic shocks to
receivers. But counterparty exposure, issuer creditworthiness, client segmentation, regulation (including changes in assets
holding limits for different types of investors), changes in tax policies, currency convertibility (which may constrain currency
conversion, repatriation of profits and/or the liquidation of positions), and settlement issues related to local clearing houses are
also important risk factors to be considered. The sensitivity of fixed income instruments to macroeconomic shocks may be
mitigated by indexing the contracted cash flows to inflation, to FX depreciation, or to specified interest rates — these are
common in emerging markets. It is important to note that the index fixings may - by construction - lag or mis-measure the
actual move in the underlying variables they are intended to track. The choice of the proper fixing (or metric) is particularly
important in swaps markets, where floating coupon rates (i.e., coupons indexed to a typically short-dated interest rate
reference index) are exchanged for fixed coupons. It is also important to acknowledge that funding in a currency that differs
from the currency in which the coupons to be received are denominated carries FX risk. Naturally, options on swaps
(swaptions) also bear the risks typical to options in addition to the risks related to rates movements.
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