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Staying the Course: US IG & HY Update/2024 Preview

Executive Summary
We are sticking with our full overweight recommendations for both US IG and HY as we update our views
through 1H24. We expect our base case bumpy landing economic scenario to persist through the 1H24 with
economic growth remaining in the 0-1% range and the Fed cutting rates back toward a more neutral stance
beginning with the Jan 2024 meeting.

Our spread targets for 1H24 are 110 bp and 375 bp for US IG and HY, respectively, marking a gradual grind
tighter from our a�irmed YE23 spread targets of 120 bp and 400 bp. We expect more cash to shi� out of the
very front end/cash equivalents as the Fed begins cutting rates in early 2024 and view credit as the more likely
destination as it looks cheap to equities on a historical basis and o�ers notably attractive carry over the next
twelve months.

Our stagflation scenario remains the most damaging for both US IG and HY credit. We increased our
probability of this scenario unfolding to 15% (from 10%) and expect spreads to ultimately widen out to 200 bp
and 600 bp respectively at YE23. Through 1H24 we expect a gradual narrowing to 175 bp and 550 bp for IG and HY.

In our hard landing scenario, spreads widen out to 300 bp and 900 bp for IG and HY, but rapid rate cuts
support the market through the first half of 2024 with spreads ultimately narrowing to 200 bp and 600 bp
for IG and HY. We maintained our 25% probability of a hard landing but note the upshi� in the June 2023 FOMC
dot plot to show 50 bp more tightening in 2023.

Despite recent positive momentum in markets, economic uncertainty remains a key risk, with consensus
expectations putting the odds of a US recession in the next 12 months at 65%. We continue to highlight the need for
specificity in the 'recession' narrative as the current challenges facing the global economy could result in either a
true hard landing or stagflation for the US economy. These macroeconomic outcomes, despite both being consistent
with a 'recession', would have very di�erent implications for Fed policy, rates markets and corporate credit market
performance. In November 2022, we presented our take on these recession scenarios in Chair Powell & the Three
Bears, highlighting a bumpy landing as our base case economic and corporate credit market outcome. With this, we
took a constructive view on credit spreads, setting our US IG and HY mid-year 2023 spread targets at 140 bp and 475
bp, respectively.

In mid-March 2023, we a�irmed our constructive view for corporate credit at the height of the regional bank-driven
volatility (see Idiosyncratic vs. Systemic: Road Ahead for Credit), highlighting that the liquidity challenges that
had emerged were consistent with the idiosyncratic fallout of an extreme Fed policy tightening cycle rather than
evidence that systemic risks would soon emerge.
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In the three months following our removal of 'tactical caution' (Central Bank Preview Feb '23: Tactical Caution)
and our recommendation that clients again take a full Overweight allocation to US IG and HY, risk assets have fared
well despite further UST yield curve inversion. Since March 16, the 10Y UST yield has climbed 24 bp into our 2023
target range (3.75%-4.0%) while the S&P 500 has gained 10.3%. Corporate credit has also seen good momentum,
with IG spreads tightening 22 bp on strength from As and BBBs and HY spreads tightening 75 bp with the CCC and
distressed markets each posting compression of 100-300 bp. Total and excess return gains have been generally
strong, though long-duration AAAs continued to face total return pressure from rising long-end rates.
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Updated Views Through 1H24

Almost halfway into 2023 and on the back of the FOMC's June meeting, we continue to see a bumpy landing as the
most likely outcome through the end of the year and into 2024; however, we are re-racking our probabilities slightly,
decreasing our Bull case to 15% (from 25%), increasing the Base case to 45% (from 40%) and increasing the Bear 1:
Stagflation to 15% (from 10%). Recent inflation data have shown some signs of progress; however, the goods
disinflation of 4Q22 has slowed or reversed (US Chart of the Day: May CPI Heatmap 2023), leaving us somewhat
more concerned about the future path of inflation.
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With the Fed's June meeting behind us, we are rea�irming our US IG and HY spread forecasts and providing a
preliminary look at 1H24 (US Recession Update: Still Waiting to Land). In the forecast table below, we use the same
four scenarios that we outlined for 2023 and push forward our expectations for Fed Funds, UST yields and corporate
credit spreads.



CreditSights - Staying the Course: US IG & HY Update/2024 Preview

https://www.creditsights.com/articles/520441 5/12

NOT FOR REPRODUCTION OR DISTRIBUTION

Using forward 12-month returns for the period ending June 30, 2024, we remain constructive on the outlook for
corporate credit, especially for total return focused investors. Probability weighted total returns remain solidly
positive across US IG and HY, though excess returns are modestly negative. Given the current mix of macro and micro
factors, we view corporate credit yields as very compelling, especially when compared to equities.

Below we provide an update of our trade recommendations across US IG and HY in our di�erent scenarios. The
biggest change to our strategy is taking a more constructive view on duration in our Base Case scenario as we expect
the 10Y UST yield to begin to reverse course and fall back toward 3.5-3.75% in 1H24 (from our YE2023 target range of
3.75%-4.0%).
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Below we provide model forward 12-month total and excess returns across US IG and HY ratings and duration
segments. These forecasts are based on our base case outlook and factor in our corresponding UST yield curve shape
and spread compression expectations for each segment.

In US IG, the long-end could prove a strong performer, with total returns approaching 12% over the next 12 months,
building on the 3.4% YTD return gains in the long-end, but not quite enough to o�set the dismal performance in 2022
(-25.5%).
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In our base case, CCC total return potential is close to 20%; however, we expect that defaults will continue to rise,
toward 3.5%-4% by 1H24, creating a wide range of outcomes for lower rated issuers and highlighting the importance
of credit selection in the current environment (Special Situations: US Picks & Pans - June 2023).

Below we provide an overview of US IG and HY spread ranges, both YTD 2023 and the current cycle, by rating and
duration. These charts highlight market segments that are still trading meaningfully wide of early February 2023
levels, when IG and HY spreads initially reached our base case targets of 120 bp and 400 bp, respectively.

In aggregate, US IG valuations have recovered half of the spread widening in March amid the regional banking
turmoil, with higher rated segments trading closer to YTD tight levels while A and BBB spreads have lagged.

Across ratings, US HY is trading closer to the tight-end of the YTD range with CCCs spreads the widest relative to the
2021-present cyclical range. As defaults rise toward our YE 2023 and 1H24 forecasts of 3.0% and 4.0%, respectively,
HY index spreads will tighten when bonds currently trading at very wide spreads default.
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In US IG, the front-end of the curve saw outsized spread widening amid the regional banking crisis, leaving front-end
spreads wider than the peak from October 2022, when US IG index level OAS hit 171 bp. While we are becoming more
constructive on duration in our base case scenario, outsized spread and a still flat/inverted US IG yield curve merits a
barbell strategy with a focus on the front-end (1-3 years) and long-end (7+ years).

In US HY, the spread curve across duration is influenced by rating composition as CCCs have the shortest duration
(3.2 years) compared with BBs at 4.0 years and Bs at 3.4 years. Spreads in the front-end (1-5 years) have been slowest
to tighten back to February 2023 levels while the 7-10 year segment is almost back to YTD tights.
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Broad Market Performance Post-SVB: Compared to Prior "Liquidity Events"

We updated our prior analysis examining how credit spreads/yields have performed post-SVB when compared to
prior liquidity events. In the three months following March 10, the day of SVB's collapse, US IG spreads tightened 11
bp while yields rose 14 bp; this is comparable to historical liquidity-driven episodes, with 3-month median spread
compression of 17 bp and yield increase of 14 bp.
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The HY market has fared even better on a spread basis, posting 64 bp of compression, versus a historic median of 44
bp, while yields have fallen 33 bp; exactly in-line with the post-'liquidity event' median.
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