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CREDIT MARKETS SPECIAL | EUR CORPORATE HYBRIDS| EUROZONE

Corporate Hybrids: the Bond-“Sweet Spot” 2024?

Rising refinancing risks in the high-yield (HY) segment increase the attractiveness of bonds from issuers with strong credit ratings.
Yields on subordinated non-financial investment grade (IG) corporate bonds can keep pace with those in the HY segment. Possible
interest rate cuts offer further upside potential in 2024. There is now a wide range of green hybrids on offer.
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Good environment for IG Corporate Hybrids

Strong credits will remain in demand in 2024

Hybrid bonds from issuers with strong credit ratings are likely to appeal even
more to investors in 2024 than in 2023. Rising refinancing requirements and
significantly higher refinancing costs will put pressure on high-yield issuers
with weak credit ratings. Default rates are likely to rise. Senior investment
grade bonds are also benefiting from the prospect of key interest rate cuts.
However, in conjunction with the gradual brightening of the economic outlook,
there should be an even stronger tailwind for subordinated |G hybrid bonds. IG
hybrid bonds offer yields comparable to those of senior "BB" bonds.

Solid fundamental outlook for IG hybrid issuers

Utilities and oil & gas companies account for the lion's share of the outstanding
volume of EUR IG hybrid bonds at 34% and 31% respectively. Following the
sharp decline in European utilities’ debt repayment periods in 2023, consensus
expects only a slight increase in 2024. The oil & gas sector was able to
significantly improve its credit metrics in 2022 thanks to very high oil & gas
prices. In 2023, the credit metrics weakened only slightly. By the end of 2024,
the consensus is currently even forecasting a slight decrease in the sector’s
debt repayment period. Despite high investment requirements for utilities (grid
and renewable portfolios) and oil & gas companies (adjustment of business
models), the outlooks for the sector credit profiles remain stable.

Green hybrids now account for 17% of the EUR IG hybrid volume. They mainly
come from utilities. VW issued green hybrids for the first time in 2023.

Net new hybrid issue volume should remain low

The net new issue volume should remain low, as the costs of hybrid issues
remain high from an all-in perspective. Therefore, refinancing transactions
should continue to dominate in 2024. EUR 19bn of hybrids have their first call
date in 2024, including one from Austria's OMV (call date: 03/19/2024). Some
issuers are likely to decide to issue hybrid bonds (for the first time) despite the
relatively high costs. One motive in economically challenging times is to
strengthen the capital structure. IFRS recognize hybrids 100% as equity.
Rating agencies usually classify 50% as equity. Owners' or shareholders'
shares are not diluted.

The higher yields on hybrids compared to senior bonds, key interest rate cuts
and the gradual brightening of the economic outlook should attract investors in
2024. A low net new issue volume could contribute to spread tightening.

IG corporate hybrids already outperformed senior IG and HY corporate bonds in
4Q 2023.
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IG hybrids outperform senior IG
bonds after monetary easing

Company-specific factors play a
greater role for subordinated bonds
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The credit risk of green bonds is
not automatically lower than that of
conventional bonds
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Monetary easing should ensure strong
performance in 2024

Despite the rally in 4Q 2023, yields on IG hybrid bonds remain high by
historical standards. They are close to the levels they reached after the
outbreak of the coronavirus pandemic in March 2020 (see chart below left).

If the key interest rate cuts expected by the market occur in 2024, this should
provide further support for hybrid bond prices. The monetary easing in 2016
(introduction of the corporate bond purchase program by the ECB) and 2020
(launch of the pandemic emergency bond purchase program by the ECB)
pushed their risk premiums well below their 10Y average calculated from
today's perspective (see chart below right). Over the two-year periods 2016-
2017 and 2020-2021 - i.e. in phases following monetary easing - IG
corporate hybrids generated higher total returns than senior IG corporate
bonds.

Despite the major influence of monetary policy, especially in the investment
grade segment, investors should not completely disregard company-specific
factors. Last year, for example, the green hybrid bonds of the Danish utility
Orsted (issuer ratings: BBB+/Baa1/BBB+), which focuses on renewable
energy, recorded the weakest performance of all EUR IG corporate hybrids.
The Group had to cancel (offshore) wind power projects in the USA at the
beginning of November 2023 due to higher interest rates, supply chain
problems and less favorable tax conditions than originally hoped for. This
resulted in high write-downs and cancellation costs. The rating agencies
reacted with negative outlook changes.

This example is a reminder that the sustainability characteristics of bonds say
little about their credit risk and performance potential, at least in the short
term. Bonds whose issue proceeds are invested in environmentally friendly or
other sustainable projects do not automatically have a lower credit risk than
conventional corporate bonds.

IG hybrid yields remain high in historical comparison IG hybrid spreads already slightly below 10-year average
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VW with highest spreads in the IG Green hybrid universe VW Green hybrids have a low “greenium”
IG Green Hybrids: Spread to Bunds in bps vs. M. Duration VW: Green & conventional hybrids: Spread to Bund (BP)
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Automotive group VW issued green
hybrids for the first time in 2023

VW Green Hybrids with low
"Greenium"

Monthly breakdown of hybrid call dates in 2024

Volume with 1st call date, in EUR mn

January [N 5
o

Source:

=
©O
oo

February

1,600

March

2,500

April

May o

488

| 2,212
©

c

S

3

July ——

1,000

August [

1,600

Mod. Duration

Source: Market data provider, Erste Group Research

With regard to the question of whether green bonds have lower risk premiums
than comparable conventional bonds, 2023 brought new data points. This is
because VW issued green hybrids for the first time on September 6, 2023. VW
also has many conventional hybrids outstanding. This facilitates statements
on the existence of a "greenium" (= difference between the spreads of
conventional VW hybrids and the VW green hybrids with the similar duration).
According to the Group's Green Finance Framework (2022), VW's green
hybrid emission proceeds flow exclusively into EU taxonomy-aligned
investment projects. The relevant taxonomy-aligned economic activity at VW
is the "production of low-carbon technologies for transportation", specifically
investments in e-mobility.

Like the conventional VW hybrids in the entire IG hybrid universe, the two VW
Green Hybrids in the IG Green hybrid universe also have the highest spreads
(see left chart above). The chart on the right suggests a Greenium of around
20 basis points. Overall, we have so far seen only weak evidence of a
significant "greenium" in the hybrid market (see also the Green hybrid report
of July 21, 2023).

Hybrid "refi" demand is still relatively low in 2024
Hybrid issue volume and maturities, in EUR bn
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Disclaimer

This publication was prepared by Erste Group Bank AG or any of its consolidated subsidiaries (together with
consolidated subsidiaries "Erste Group") independently and objectively as general information pursuant. This
publication serves interested investors as additional source of information and provides general information,
information about product features or macroeconomic information without emphasizing product selling marketing
statements. This publication does not constitute a marketing communication pursuant to Art. 36 (2) delegated
Regulation (EU) 2017/565 as no direct buying incentives were included in this publication, which is of information
character. This publication provides only other information without making any comment, value judgement or
suggestion on its relevance to decisions which an investor may make and is therefore also no recommendation. Thus
this publication does not constitute investment research pursuant to Art. 36 (1) delegated Regulation (EU) 2017/565. It
has not been prepared in accordance with legal requirements designed to promote the independence of investment
research and it is not subject to the prohibition on dealing ahead of the dissemination of investment research. The
information only serves as non-binding and additional information and is based on the level of knowledge of the person
in charge of drawing up the information on the respective date of its preparation. The content of the publication can be
changed at any time without notice. This publication does not constitute or form part of, and should not be construed
as, an offer, recommendation or invitation for a transaction in any financial instrument or connected financial
instruments, and neither this publication nor anything contained herein shall form the basis of or be relied on in
connection with or act as an inducement to enter into any contract or inclusion of a financial or connected financial
instrument in a trading strategy. Information provided in this publication is based on publicly available sources which
Erste Group considers as reliable, however, without verifying any such information by independent third persons. While
all reasonable care has been taken to ensure that the facts stated herein are accurate and that the forecasts, opinions
and expectations contained herein are fair and reasonable, Erste Group (including its representatives and employees)
neither expressly nor tacitly makes any guarantee as to or assumes any liability for the up-to-dateness, completeness
and correctness of the content of this publication. Erste Group may provide hyperlinks to websites of entities
mentioned in this document, however the inclusion of a link does not imply that Erste Group endorses, recommends or
approves any material on the linked page or accessible from it. Neither a company of Erste Group nor any of its
respective managing directors, supervisory board members, executive board members, directors, officers of other
employees shall be in any way liable for any costs, losses or damages (including subsequent damages, indirect
damages and loss of profit) howsoever arising from the use of or reliance on this publication. Any opinion, estimate or
projection expressed in this publication reflects the current judgment of the author(s) on the date of publication of this
document and does not necessarily reflect the opinions of Erste Group. They are subject to change without prior notice.
Erste Group has no obligation to update, modify or amend this publication or to otherwise notify a reader thereof in the
event that any matter stated herein, or any opinion, projection, forecast or estimate set forth herein, changes or
subsequently becomes inaccurate. The past performance of a financial or connected financial instrument is not
indicative for future results. No assurance can be given that any financial instrument or connected financial instrument
or issuer described herein would yield favorable investment results or that particular price levels may be reached.
Forecasts in this publication are based on assumptions which are supported by objective data. However, the used
forecasts are not indicative for future performance of financial instruments incl. connected financial instruments. Erste
Group, principals or employees may have a long or short position or may transact in financial instrument(s) incl.
connected financial instruments referred to herein or may trade in such financial instruments with other customers on a
principal basis. Erste Group may act as a market maker in financial instruments, connected financial instruments or
companies resp. issuers discussed herein and may also perform or seek to perform investment services for those
companies resp. issuers. Erste Group may act upon or use the information or conclusion contained in this publication
before it is distributed to other persons. This publication is subject to the copyright of Erste Group and may not be
copied, distributed or partially or in total provided or transmitted to unauthorized recipients. By accepting this
publication, a recipient hereof agrees to be bound by the foregoing restrictions.

Erste Group is not registered or certified as a credit agency in accordance with Regulation (EC) No 1060/2009 of the
European Parliament and of the Council of 16 September 2009 on credit rating agencies (the Credit Rating Agencies
Regulation). Any assessment of the issuers creditworthiness does not represent a credit rating pursuant to the Credit
Rating Agencies Regulation. Interpretations and analysis of the current or future development of credit ratings are
based upon existing credit rating documents only and shall not be considered as a credit rating itself.
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