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Corporate credit occupies the middle ground between government duration and equity risk:
investment-grade (IG) corporates combine Treasury-rate sensitivity with investment-grade spread risk
and historically low default rates, while high yield (HY) and bank loans embed meaningful cyclical
exposure through defaults, recoveries, downgrade migration, and access to primary markets. Entering
mid-2026, all-in yields on many IG issues remain elevated in absolute terms even where option-adjusted
spreads are not at crisis wides, a "carry" environment that attracts income-oriented allocators but still
punishes mistakes in duration and in lower-quality HY when growth disappoints. The task for portfolio
construction is to match the credit sleeve to the macro scenario: soft landing with gradual Fed easing
favors quality carry in IG and selective HY; stagflation or renewed inflation scares favor shorter duration
and higher quality; recession risk raises the bar for HY and loans precisely when defaults cluster.
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I Executive Summary

IG credit is often the first sleeve investors add for income when recession probability is not the
base case: coupons and yields can compensate for moderate spread and duration risk if Treasury
volatility is contained. HY and leveraged loans offer higher expected returns but require conviction on
earnings, refinancing walls, and covenant quality; spread widening can be rapid when unemployment
rises, lending standards tighten, or risk sentiment breaks. Index and ETF vehicles (broadly analogous to
LQD- or HYG-type exposures) bundle spread with duration, before adding size, investors should
decompose expected return into rate beta, spread beta, and issuer concentration. A barbell of quality 1G,
tactical HY at the upper quality tier of junk, and explicit Treasury duration management aligns with a soft-
landing outlook while acknowledging late-cycle tail risks.

Key Takeaways:

« All-in yield matters as much as spread: elevated Treasury yields can make IG attractive even when
OAS is mid-range historically.

» HY excess returns depend on avoiding migration to CCC, managing refinancing risk, and timing the
cycle, not on reaching for yield in the weakest names.

* Floating-rate loans reduce rate duration but retain credit and liquidity risk; they are not a substitute for
Treasuries in risk-off.

 ETFs and passive credit indices concentrate issuer and sector risk; know top holdings and liquidity
profiles.

 Portfolio takeaway: size credit against equity beta explicitly; rebalance when macro regimes or
financial conditions shift materially.



I |G: Carry, Quality, and Duration

Favor issuers with strong interest coverage, durable cash flows, and pricing power in sectors that tolerate
late-cycle volatility, non-cyclical consumer, healthcare, utilities (regulatory risk aside), and select
financials. Long-duration |G can outperform if the Fed eases into stable growth; it underperforms if
inflation data delay cuts or push yields higher. Laddering maturities balances reinvestment risk against
curve positioning. Subordinated financial debt and hybrid structures carry equity-like features and
deserve smaller position sizes.

I HY: Spreads, Defaults, and the Cycle

HY markets price a path for defaults and recoveries. Watch upgrade/downgrade ratios, distress ratios,
and the pace of primary issuance, open windows allow refinancing; shut windows force amend-and-
extend or default. CCC exposure is often the swing factor in index returns. In late expansion, dispersion
within HY typically rises; security selection and avoiding the lowest cohort can matter more than beta to

the broad index.
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I Loans, CLOs, and Floating-Rate Credit

Syndicated loans and CLO tranches offer floating coupons that reset with policy rates, reducing
sensitivity to Treasury duration but not to credit deterioration. Equity and lower-rated CLO tranches
embed leverage and model risk. In stress, loan prices can gap with limited liquidity; "floating" does not
mean safe.

I Relative Value vs Equities and Treasuries

Credit often behaves as a hybrid: in mild risk-off, IG can outperform equities while still losing on
spread; in severe risk-off, correlations rise and both credit and equities may decline. Versus Treasuries,
credit adds spread income at the cost of default and liquidity risk. The optimal mix depends on the

investor's liability horizon, accounting treatment, and tolerance for drawdowns.

I Portfolio Construction and Sizing

Pair 1G credit with explicit Treasury duration targets, shorten portfolio duration if worried about
rates, add spread through IG rather than stretching to weak HY. Size HY as a satellite: smaller than
equity risk budget unless deliberately running a credit-centric mandate. Rebalance when spread
compensation no longer matches fundamental risk or when financial conditions tighten abruptly.



I What to Watch Next

Fed path and core inflation; payrolls and claims; senior loan officer surveys; high-yield issuance volumes;
rating migration statistics; sector stress in commercial real estate or other concentrated exposures; ETF
flow data as a sentiment and liquidity gauge.

I Timeline and Outlook

Near-Term Outlook (3 to 6 months): Spread volatility likely elevated around major macro prints; IG may
outperform HY on growth scares; rate volatility can dominate total return in long-duration IG.

Medium-Term Outlook (6 to 12 months): If the Fed eases into a soft landing, HY may deliver
meaningful excess return; if inflation persists or the labor market cracks, quality IG and shorter duration
should outperform.

Long-Term Outlook (12+ months): Structural demand for vyield, refinancing cycles, and default
clustering through recessions argue for dynamic quality rotation rather than static high-yield beta.

Timeline Overview

Spread volatility around CPI and payrolls
Near-Term (3— IG may outperform HY on growth scares

months) Rate volatility can dominate long-duration IG total return

Soft-landing Fed easing supports HY excess return potential
Medium-Tern._ Persistent inflation favors quality IG and shorter duration
(6—12 months)

Watch rating migration and refinancing windows

Default clustering in recessions; dynamic quality rotation

Long-Term (12 Structural demand for yield supports IG as core sleeve

months) Avoid static HY beta without cycle discipline



I Risk Factors

Recession Risk: Defaults rise; HY and loans underperform; IG suffers spread widening and fallen angels.
Rates Risk: Long-duration IG can lose on price even if credit spreads tighten.

Liquidity and Flow Risk: ETF redemptions and dealer balance-sheet constraints can amplify price
moves.

Idiosyncratic Sector Risk: CRE, cyclical consumer, or commodity-linked issuers can diverge sharply
from broad index performance.

I Conclusion

Corporate credit in 2026 is a carry and cycle asset class: IG offers income with moderate default risk
when chosen with quality screens; HY and loans offer return potential with explicit late-cycle risk. Drive
allocation from all-in yields, fundamentals, and macro scenarios, not from spreads alone. Rebalance as
the Fed path and growth outlook evolve, and keep sizing consistent with the rest of the portfolio's equity
and duration risk.



I Asset Class Impact

Rates: Manage Treasury duration alongside credit; barbell when uncertain. 1G: Core carry sleeve with
quality bias and issuer diversification. HY: Tactical risk premium; emphasize BB/upper B and avoid
uncompensated CCC tail unless mandate-specific. Loans: Floating-rate credit with cyclicality and liquidity
caveats. Cross-asset: Credit complements quality equities in soft landings; correlates with cyclicals and

small caps in deep stress.
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Neutral / barbell. Manage alongside credit
beta.

Overweight quality carry;
issuers.

diversify

Neutral / tactical. Size vs equity beta;
avoid CCC tail.

Neutral. Floating credit with liquidity
caveats.

Overweight. Complements IG in soft
landing.

Underweight in deep stress; credit
correlates here.



