Déja vu: Al's debt

binge draws European
telco parallels

NOVEMBER 2025

Al is rewriting the rules of capital markets — but at what cost? In 2025, ‘hyperscalers’
including Amazon, Google, Meta and Microsoft are fuelling an unprecedented surge in equity
and debt issuance to bankroll massive Al-driven capital expenditure. While their credit
ratings remain pristine today, history warns that even the biggest names aren’t inmune to
the pressures of aggressive, debt-fuelled growth.

Certainly 2025 will go down as yet another year dominated by the growth of the major
technology companies, with Al themed investments headlining a surge in equity and debt

capital market activity. Much of this activity is funding burgeoning Al capital expenditures Phil Strano,_
with further significant growth expected in coming years as the major technology players Head ?f Australian
make an almost 5x increase in combined capital outlays over the 7 years to 2028 (refer Chart Credit Research
1).

Chart 1. Al ‘Hyperscalers’ — Annual Capex Expenditures (Actuals and Estimates, $USbn)
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Aside from growth in capital expenditure fuelling equity prices and underpinning US
economic growth, the major global technology players are increasingly turning to debt
markets for funding. Mega debt deals CYTD are already many multiples of previous annual
totals, with the prospect of much more debt issuance to come (refer Chart 2).
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Chart 2. Al Tech Giants — Borrowings (Bonds and Loans, $USbn)
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Renowned for their credit worthiness and strong cash flow generation, the Al hyperscalers
appear very well placed to manage increased debt on their balance sheet. But everything,
including even Al, has its limit. Given capital expenditures are expected to accelerate further
over the outlook, we may very well reach the theoretical limits of debt funding in the years
ahead without significant downgrades in credit quality, even for such illustrious names as
Amazon, Google, Meta, and Microsoft etc.

To date, credit markets have absorbed large sums of new debt from Al companies, but higher
CDS pricing is beginning to reflect some indigestion across the sector. This especially the
case for triple B rated Oracle (refer Chart 3). Going forward, further debt capital issuance is
likely to further pressure credit spreads.

Chart 3. CDS Spreads — US Technology Companies (bps)
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For those of us in credit markets, major events can often be eerily similar to historical
periods. From our perspective, highly rated Al companies increasingly tapping debt markets
to fund burgeoning capital expenditures bears an uncanny resemblance to the early 2000s,
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where similarly rated European telcos (massively) overpaid for 3G spectrum licenses and
associated infrastructure. In the second half of 2000, the likes of Deutsche Telekom (DT),
Orange S.A. (France Telecom), British Telecom and Vodafone etc., used debt funding to pay
European governments more than $US100 billion for 3G spectrum licenses on the lucrative
early promise of the ‘Internet of Things’ (I0T) age.

As we now know, those roads to 3G riches were more potholed than expected, with
associated debt issuance and lower-than-expected returns leading to significant negative
credit migration and much higher credit spreads. For instance, the spreads of Credit Default
Swap — insurance against default — for DT peaked at 400bps in 2002 (refer Chart 4) and its
credit rating declined from a high of AA-in 2000 to a low of BBB+ in 2004. It still resides
there some 20 years later.

Chart 4. CDS Spreads — European Telcos (bps)
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The history books confirm that credit investors incurred significant marked-to-market (M2M)
losses funding Europe’s 3G capital expenditure binge in the 2000s, with a sense of Déja vu
now on the horizon for Al investors. While current credit quality — as assessed by S&P — for
the likes of Meta (AA-), Amazon (AA), Alphabet (AA+) and Microsoft (AAA) is unquestionably
pristine, if the past experience of the European telcos are anything to go by, their credit
quality is unlikely to remain so. We believe the credit ratings of hyperscalers in the years
ahead are likely to migrate down to single A and maybe even triple B categories.

Credit investors buying the bonds of hyperscalers should clearly be factoring in future credit
migration risk into new issuance credit spreads, which for the most part does not appear to
be occurring. For instance, Meta recently issued $SUS13bn (total) across 10 and 30-year
tranches at Treasuries +78 and 98bps respectively. While you can debate whether the 10-
year securities represent good value, we struggle to make any coherent argument in support
of the relative value of the 30-year tranche, with any negative credit migration in the years
ahead likely to lead to steep M2M losses.

The likely current pricing and credit migration for hyperscaler bonds are illustrative of
our portfolio management ethos. We always seek to maximise risk-adjusted returns,
factoring in credit ratings with a forward-looking bias rather than at the issuance point
in time. This ethos is consistently applied across all bond/credit funds and mandates
including our Australian Bond, Enhanced Income and Higher Income strategies.
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About Us

Yarra’s fixed income franchise employs an active and research-driven approach,
constructing and managing portfolios that represent our best ideas for investors.
We target consistent and stable returns over the longer term, employing a
rigorous process which follows an established and reliable framework to ensure
we are capable of delivering outperformance through market cycles.

Find out more about our Funds>

Contact us

Email: institutional@yarracm.com

Level 19
101 Collins Street
Melbourne VIC 3000

Dﬁ Will debt profiles become unsustainable for the Al leaders?

Yarra Funds Management Limited (ABN 63 005 885 567, AFSL 230 251) (‘YFM') is the issuer and responsible entity of a range of
registered managed investment schemes, which includes those named in this document (‘Funds’). YFM is not licensed to provide
personal financial product advice to retail clients. The information provided contains general financial product advice only. The
advice has been prepared without taking into account your personal objectives, financial situation or particular needs. Therefore,
before acting on any advice, you should consider the appropriateness of the advice in light of your own or your client’s objectives,
financial situation or needs. Prior to investing in any of the Funds, you should obtain and consider the product disclosure
statement (‘PDS’) and target market determination (‘TMD’) for the relevant Fund by contacting our Investor Services team on 1800
034 494 or from our website at www.yarracm.com/pdsupdates/. The information set out has been prepared in good faith and
while Yarra Funds Management Limited and its related bodies corporate (together, the “Yarra Capital Management Group”)
reasonably believe the information and opinions to be current, accurate, or reasonably held at the time of publication, to the
maximum extent permitted by law, the Yarra Capital Management Group: (a) makes no warranty as to the content’s accuracy or
reliability; and (b) accepts no liability for any direct or indirect loss or damage arising from any errors, omissions, or information
that is not up to date. No part of this material may, without the Yarra Capital Management Group's prior written consent be copied,
photocopied, duplicated, adapted, linked to or used to create derivative works in any form by any means.

YFM manages the Fund and will receive fees as set out in the PDS. To the extent that any content set out in this document
discusses market activity, macroeconomic views, industry or sector trends, such statements should be construed as general
advice only. Any references to specific securities are not intended to be a recommendation to buy, sell, or hold such securities.
Past performance is not an indication of, and does not guarantee, future performance. Information about the Fund, including the
relevant PDS, should not be construed as an offer to any jurisdiction other than in Australia. With the exception of some Funds
that may be offered in New Zealand from time to time (as disclosed in the relevant PDS), we will not accept applications from any
person who is not resident in Australia or New Zealand. The Fund is not intended to be sold to any US Persons as defined in
Regulation S of the US federal securities laws and has not been registered under the U.S. Securities Act of 1933, as amended.

References to indices, benchmarks or other measures of relative market performance over a specified period of time are provided
for your information only and do not imply that the portfolio will achieve similar results. Holdings may change by the time you
receive this report. Future portfolio holdings may not be profitable. The information should not be deemed representative of future
characteristics for the strategy. There can be no assurance that any targets stated in this document can be achieved. Please be
advised that any targets shown are subject to change at any time and are current as of the date of this document only. Targets
are objectives and should not be construed as providing any assurance or guarantee as to the results that may be realized in the
future from investments in any asset or asset class described herein. If any of the assumptions used do not prove to be true,
results may vary substantially. These targets are being shown for informational purposes only.
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