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Credit markets at risk from ‘higher for longer’ yields

 
Source: Bloomberg 

 

A surge in bond yields was the key event in markets last month, but little investor attention 
has been given to the weakest parts of the credit market, which have been suffering because 
of the relentless rise in rate expectations this year. Rate expectations priced by the market 
appear too hawkish to us now, and we expect fewer rate hikes than are priced in. A likely 
tempering of rate expectations should be another reason to be optimistic about stocks, but 
we are more circumspect about credit.   

Market implied interest rate expectations have shifted dramatically this year from rate cuts at 
the beginning of the year to several rate hikes as of now. In the US, for example, following the 
Fed rate hike in September, the market is now pricing in four more rate hikes in the coming 
twelve months. US 10yr Treasury yields have consequently risen by over 110bps this year 
and by over 130bps from the lows seen in February. While increased rate-hike expectations 
explain part of the rise in yields, other factors played a role, including stronger than expected 
growth, fiscal largesse from US, German, and Japanese governments, and unabating supply 
from US Hyperscalers. The key question now facing investors is: are yields going to remain 
high, and if so, what will be the impact on risk assets? 

We expect yields to moderate but acknowledge that the longer it takes for that to happen, 
the greater the risk is to leveraged parts of the credit market. Indeed, as bond yields rose over 
the last few weeks, credit markets started underperforming stocks, with High Yield (HY) credit 
notably underperforming Investment Grade (IG) credit. Spreads in the US CCC-rated 
segment of the HY market are currently trading at around 1’000bps on average, which is a 
level that signals distress. Notably, the average yield of the Bloomberg High Yield CCC Index 
is almost 15% compared to less than 10% at the end of 2025. This is an unsustainable 
funding cost in our view. Consequently, CCC companies will face steeply rising fund costs if 
yields remain at these levels. The BB bucket has comparatively better fundamentals, but 
spreads are much tighter and have only started widening recently. Furthermore, business 
bankruptcies have already been at the highest level outside of recessions in the US for the 
fourth consecutive year, and while not part of major credit indices, these companies form the 
backbone of the economy.  

Small cap stocks and regional banks are also exposed to a ‘higher for longer’ yield 
environment. The KBW regional bank stock index dropped by around 11% from its peak in 
mid-August, in contrast to only a 2% drop in the broader S&P 500 Index.  Regional banks in 
the US are heavily exposed to the commercial real estate market, which is sensitive to 
interest rates. The flattening of yield curves this year is also negative for banks.  

All in all, the impact of a ‘higher for longer’ yield environment is likely to be negative for credit, 
with credit spreads not compensating investors for the risk. We hence prefer stocks. 

Market Assessment 

Key developments 

 Economic growth remains strong 
and broad based, with core 
inflation moving sideways 

 Bond yields surge, with 10yr 
Treasury yields breaking out of 
their multi-year range 

 Stocks remain resilient, but credit 
markets soften 

Zurich’s view 

Global growth continues to run at a 
surprisingly robust pace in a broad-
based fashion while core inflation 
has seen little impact from the rise in 
energy prices. However, central 
banks are showing vigilance, which 
has driven markets to price in 
increasingly hawkish rate 
expectations and caused bond 
yields to surge. Notably, 10yr US 
Treasury yields have broken out of 
their multi-year range, joining Bunds 
and Japanese government bonds, 
which had done so already.  

Rate expectations have overshot in 
our opinion, and we expect bond 
yields to moderate over time, albeit 
with continuing volatility. That said, 
the longer yields remain around 
current levels, the more damage will 
be done to the interest rate sensitive 
segments of markets. Indeed, the 
recent underperformance of credit 
relative to stocks is likely to continue 
given low risk premiums on offer in 
credit spreads.  

The outlook for stocks is constructive 
as the earnings season approaches 
while valuations are not exuberant 
despite the strong earnings growth 
seen so far. Within stocks, we favour 
technology heavy markets of the US 
and Asia vs Europe. We also favour 
German and UK equities. French 
assets warrant caution as do Italian 
bonds in our view. 
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 Key developments Zurich’s view 

Global  The cyclical upswing in the global 
economy builds momentum; 
services activity continues to 
improve; capex spending is robust 

 Inflation rebounds on higher energy 
prices, but pass-through to non-
energy related components is 
limited 

 Global central banks continue to 
tighten policy as the Fed hikes rates 
and signals more to come 

Activity data surprised to the upside in September, confirming that the 
growth upswing is gaining traction and broadening out. Capex 
spending, industrial production and trade are solid while services 
continue to improve after H1 weakness. The rebound in oil prices has 
pushed CPI inflation higher, but spillover to non-energy components 
is limited with core CPI stable. As a result of the stronger growth 
dynamics and rising energy prices, central banks continue to hike 
rates while government bond yields have surged, led by higher real 
yields. We suspect this will increasingly become a headwind for the 
global economy, with interest rate sensitive sectors vulnerable. For 
now, however, growth dynamics should remain robust, underpinned 
by strong capex growth. 

US  Growth accelerates, driven by both 
services and manufacturing 

 The Fed hikes rates and signals that 
more tightening is likely 

 The Nasdaq reaches a new record 
high despite soaring bond yields 

The latest PMI survey shows that the economy remains resilient and 
activity picked up momentum in September. The Composite PMI rose 
to 58.4 from 56.0 the month before, driven by both services and 
manufacturing. As was widely expected by the time of the meeting, 
the Fed raised its target rate by 25bps and signalled that more 
tightening is likely. 10yr Treasury yields rose above 5.25% for the first 
time in almost two decades, driven by a pickup in real yields. The 
equity market has been remarkably resilient so far, supported by 
strong earnings growth and a benign economic environment. The 
Nasdaq even reached a new record high in September, outperforming 
most of its peers including the S&P 500, which was not able to breach 
the highs reached back in August. 

UK  The economy is losing momentum 
as services activity slows 

 The BoE keeps rates on hold but 
shifts to a slightly more hawkish 
stance 

 Gilt yields rise to the highest in 
decades, further undermining the 
fiscal position 

The economy lost momentum in September, with the Composite PMI 
receding to 51.7 from 52.5 the month before, driven by a slowdown in 
services activity. This indicates that growth was very modest at the 
end of the third quarter. Meanwhile, inflation rates remain elevated, but 
the labour market is weakening, putting the Bank of England in an 
uncomfortable position. The BoE refrained from hiking rates at its 
meeting in September but has shifted to a more hawkish tone. 10yr 
gilt yields climbed above 5.4% for the first time in almost two decades, 
further reducing the Chancellor’s fiscal leeway ahead of the Autumn 
Budget. The FTSE 100 was roughly flat last month while smaller 
capitalised stocks have underperformed. 

Eurozone  Economic data continues to show 
resilience 

 Bond yields surge to levels last 
seen in 2008 

 Equity markets stall 

The economy is holding up despite the energy shock, with 
manufacturing supported by the AI buildout, defence, and 
infrastructure investment. The future looks less bright. Financial 
conditions are tightening, and both rate hikes and high energy prices 
should weigh on activity. Bond market warning signals are intensifying. 
French 10yr bond spreads have reached 1.1% over Germany, a level 
not seen since the 2012 sovereign debt crisis. There is a risk that 
spreads will move higher still and broaden to other highly indebted 
nations. Equity markets have stalled and are down 3% from their highs 
in August. We see scope for the German DAX to outperform the 
French CAC. This is driven by fiscal stimulus in Germany, whereas 
France faces an uncertain political and taxation environment. 

Switzerland  Economic activity continues to 
improve, led by stronger external 
demand  

 Disinflationary pressures ease, 
though underlying inflation remains 
soft 

 The SNB leaves rates unchanged 
while revising up its inflation 
forecast 

Leading indicator data for September are consistent with growth 
above trend, marking a significant acceleration compared to the first 
half of the year. The main driver is the pickup in external demand, 
reflecting a combination of fading tariff headwinds, rising global capex 
spending, improving Eurozone activity, and a softening of the 
currency. Domestic spending and services activity are also 
strengthening, and sentiment continues to improve. While headline 
CPI has rebounded on higher energy prices, core CPI remains 
relatively subdued, at 0.5% YoY. The SNB left rates unchanged in the 
September policy meeting, but raised its inflation forecast. Given the 
stronger economic activity backdrop and the weakening currency, we 
now anticipate some modest policy tightening over the coming year. 
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 Key developments Zurich’s view 

Japan  Growth is resilient, supported by 
government spending 

 The Bank of Japan raises rates by 
25bps to 1.25% 

 Equity performance remains 
positive, backed by strong earnings 

Japan's Q2 GDP growth was strong, driven by robust public spending. 
Inflation data continues to be distorted by fuel subsidies and has run 
slightly below 2%. Excluding subsidies, however, inflation is around 
2.4% and wage growth remains strong. The Bank of Japan has lifted 
its policy rate to 1.25% and signalled more to come, in line with market 
expectations. That has helped ease depreciation pressure on the JPY. 
We expect the BoJ to reach its terminal rate of 1.75% next year. JGB 
yields are trading around 3% for the month, echoing the rise in yields 
across global markets. Japan's equities remain in an uptrend. We think 
the market will continue to perform well amid strong corporate 
earnings, especially tech and banks. 

China  China’s activity remains weak 

 Policy support is underway but not 
large enough to lift sentiment 

 Equities decline, with both A-shares 
and H-shares down in September 

China's activity shows no sign of a rebound, with growth still export 
reliant. August retail sales rose just 0.4%, fixed asset investment kept 
falling, and credit growth stayed weak. Fiscal stimulus is coming 
through, including capital injections into state-owned banks and 
insurers, but it has failed to lift equities. H-shares are down 4% and A-
shares nearly 6% over one month. Internet names such as Alibaba, 
Baidu and JD.com have suffered from disappointing earnings, 
reflecting weak domestic demand and heavy AI-related capex 
weighing on cash flows. Meanwhile, Chinese authorities' relaxed rules 
on NVIDIA chip purchases have weighed on domestic semiconductor 
stocks. We expect Chinese stocks to keep struggling as policy 
support underwhelms and weak growth pressures earnings. 

Australia  The RBA delivers its fourth rate hike 
this year, bringing its policy rate to 
4.6% 

 Housing markets are in a downturn, 
with dwelling prices down more 
than 6% in big cities 

 Equities fall, with both financials and 
mining sectors on a down trend 

Australia’s economy remains resilient, driven by strong capex on the 
back of data centre build-out and buoyant consumer spending. With 
inflation lingering above the 2-3% RBA target band for more than a 
year and energy prices still elevated, the latest decision by the RBA to 
hike the cash rate to 4.6% was widely anticipated by the market. 
Housing remains in a downturn following rate hikes earlier in the year 
and changes in capital gains tax. Dwelling prices in Sydney and 
Melbourne are down more than 6% from a peak in Q1, with the trend 
broadening out to other cities. We expect this will feed through to 
consumer sentiment and weigh on consumption. Australian stocks fell 
sharply in September. We think higher rates will continue to be a 
headwind for Australian equities. 

EM Asia  Trade data are notably strong for 
August 

 Regional banks are on hold, but 
initial signs of FX pressure emerge 

 Tech-related markets are resilient, 
but the rest of the region remains 
weak 

Trade data across Asia show that tech related manufacturing 
continues to lift exports. Korean 20-day exports were up 78% YoY in 
September, and Taiwanese export orders were up 71% YoY in August. 
Exports in Malaysia, Singapore, and Vietnam were also solid. With 
investments in AI and data centres still going strong, we expect this to 
be a tailwind for the region. Tech manufacturers’ earnings are likely to 
stay robust, supporting equity performance, particularly in Taiwan and 
Korea. Despite a rate hike by the Fed, regional central banks have kept 
rates unchanged thus far, even in the face of some emerging 
downward pressure on FX. We think EM Asia ex tech will remain 
vulnerable to high energy prices and potential monetary tightening in 
countries that experience FX pressures, notably Indonesia. 

LatAm  Despite Fed tightening, soft August 
CPI prints allow the BCB to cut 
rates and Banxico to remain on hold  

 Brazil’s presidential race tightens 
ahead of October’s vote, with the 
latest polls pointing to a toss-up 

 Chilean equities lag peers as rising 
energy costs and weak activity 
offset strong terms of trade 

August inflation diverged across LatAm. Despite Fed tightening, softer 
prints allowed the BCB to continue cutting rates and Banxico to 
remain on hold. Chile’s inflation outlook worsened, but rate hikes are 
not expected. Equities slid in September, in line with global markets. 
Brazil cushioned the decline, supported by gains in energy stocks and 
hopes of a market-friendly outcome in October’s presidential election. 
Polls show a close race, and uncertainty is high. Mexican and Chilean 
stocks fell sharply as the US dollar strengthened, with Chile the clear 
underperformer. Higher energy costs and weak activity outweighed 
historically strong terms of trade and progress on pro-investment 
reforms. We remain constructive on Chile’s medium-term outlook, but 
worsening near-term risks warrant a neutral stance for now. 



Appendix 1

Valuation snapshot (MSCI Indices)
Current trailing valuations

Current trailing valuations relative to MSCI world

Source: Bloomberg

Overbought / Oversold*
* Overbought / Oversold = 14D RSI is above 70 / below 30

Source: Bloomberg



Appendix 2
Earnings estimates - Full fiscal year

Source: Bloomberg

Historical margins

Source: Bloomberg



Appendix 3

Yield Curve Steepness (10yr - 2yr)

Source: Bloomberg

Credit Markets (US & Europe)

Source: Bloomberg



Appendix 4
Economic Data

* Trend = Mean last 3m - Mean previous 3m

Source: Bloomberg



Appendix 5

Economic Data

* Trend = Mean last 3m - Mean previous 3m

Source: Bloomberg

Spread Snapshot (Generic Government Yield 10yr, bps)
Spread over US Treasuries (bps) Spread over German Bund (bps)

Source: Bloomberg
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Disclaimer and cautionary statement 

This publication has been prepared by Zurich Insurance Group Ltd and the opinions expressed 
therein are those of Zurich Insurance Group Ltd as of the date of writing and are subject to 
change without notice. 

This publication has been produced solely for informational purposes. The analysis contained 
and opinions expressed herein are based on numerous assumptions concerning anticipated 
results that are inherently subject to significant economic, competitive, and other uncertainties 
and contingencies. Different assumptions could result in materially different conclusions.  
All information contained in this publication have been compiled and obtained from sources 
believed to be reliable and credible but no representation or warranty, express or implied,  
is made by Zurich Insurance Group Ltd or any of its subsidiaries (the ‘Group’) as to their 
accuracy or completeness.  

Opinions expressed and analyses contained herein might differ from or be contrary to those 
expressed by other Group functions or contained in other documents of the Group, as a result 
of using different assumptions and/or criteria. 

The Group may buy, sell, cover or otherwise change the nature, form or amount of its 
investments, including any investments identified in this publication, without further notice for 
any reason.  

This publication is not intended to be legal, underwriting, financial investment or any other type 
of professional advice. No content in this publication constitutes a recommendation that any 
particular investment, security, transaction or investment strategy is suitable for any specific 
person. The content in this publication is not designed to meet any one’s personal situation. 
The Group hereby disclaims any duty to update any information in this publication. 

Persons requiring advice should consult an independent adviser (the Group does not provide 
investment or personalized advice). 

The Group disclaims any and all liability whatsoever resulting from the use of or reliance upon 
publication. Certain statements in this publication are forward-looking statements, including, 
but not limited to, statements that are predictions of or indicate future events, trends, plans, 
developments or objectives. Undue reliance should not be placed on such statements 
because, by their nature, they are subject to known and unknown risks and uncertainties and 
can be affected by other factors that could cause actual results, developments and plans and 
objectives to differ materially from those expressed or implied in the forward-looking 
statements. 

The subject matter of this publication is also not tied to any specific insurance product nor will  
it ensure coverage under any insurance policy. 

This publication may not be reproduced either in whole, or in part, without prior written 
permission of Zurich Insurance Group Ltd, Mythenquai 2, 8002 Zurich, Switzerland. Neither 
Zurich Insurance Group Ltd nor any of its subsidiaries accept liability for any loss arising from 
the use or distribution of publication. This publication is for distribution only under such 
circumstances as may be permitted by applicable law and regulations. This publication does 
not constitute an offer or an invitation for the sale or purchase of securities in any jurisdiction. 
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