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Overview

High Yield Market Sees Rate Headwinds in Q3
2026

The US High Yield bond market continues a seesaw 2026
with a selloff in Q3 driven by surging interest rates, high
energy prices and rising inflation concerns monitored by a
hawkish Federal Reserve. High-yield bond yields rose as
Treasuries sold off and credit spreads drifted wider during
the quarter. The default environment remains manageable
with the par-weighted HY bond default rate at 2.68%, below
the 25-year average of 3.2%. If macro concerns recede then
the US High Yield bond market should return to
fundamentals and coupon returns.

Rates Drive Weak Q3 Returns

The US High Yield bond market posted a -1.82% loss in Q3
2026. Spreads widened by 37 basis points during the quarter
to 312 basis points while the Yield to Worst rose 115 bps to
8.30% as rates rose. For reference, HY spreads touched 260
bps on August 28" before widening to 312 bps on September
30th.

By rating, Single B-bonds outperformed in 3Q26 with a
return of -1.26% compared to BB bonds at -1.95% and CCC
bonds at -3.09%. By sector, Technology (+0.81%) was the
strongest performer in 3Q26 followed by Banking (-0.06%)
and Healthcare (-0.51%). At the other end of the spectrum,
Telecommunications (-4.81%) was the worst performing
sector in the quarter followed by Insurance (-3.17%) and
Media (-3.05%).

The par-weighted US high-yield bond default rate (including
distressed exchanges) stands at 2.68% compared to the 25-
year average default rate of 3.2% with payment defaults
totaling $6.9bn and distressed transactions totaling $2.7bn
during the quarter. The current default rate compares
favorably to the 25-year average default rate of 3.2%. JP
Morgan forecasts a 2026 high-yield bond default rate of
2.25% which is expected to rise to 2.75% in 2027. The
current lending market continues to be constructive though
default forecasts can change quickly based on market and
geopolitical events.
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Capital Market Indicators

Capital markets for high-yield bonds produced higher activity
in 3Q26 with bond issuance totaling $96.4bn ($48.3bn ex-refi)
and Year to Date Gross New Issuance volume of $283B vs
$267B and Net New lIssuance volume of $130B vs 74B. Al
financing is a growing area of the High Yield market and is
approximately 5% of total issuance. Most Al related deals are
5-year maturity that fund data center construction where the
borrower has a 15 year to 20 year lease with a IG rated
hyperscaler as the counterparty providing lenders construction
risk with limited upside.

Defensive Short Duration High Income

The Defensive Short Duration High Income strategy, which
holds mainly BB/B rated bonds with an average portfolio
maturity of 3 years or less underperformed the ICE BofA 1-3
Year BB Rated US Cash Pay HY Index on a gross basis during Q3
2026. The best performing sector was Telecommunications
through having no exposure to the worst performing area
during the quarter. In Media, performance was driven by
shorter maturity issues in Match Group and Charter
Communications during the quarter. Healthcare companies
Embecta and Acadia saw improving operating metrics during
the quarter. On the downside, Leisure companies focused on
consumer spending such as Hilton Grand Vacations saw
slowing sales due to a cautious consumer. Retail companies
faced similar challenges due to weak footwear sales during the
Back to School season at Under Armor and Crocs. In Basic
Industry, higher mortgage rates weighed on homebuilder sales
despite favorable demographics.

Defensive High Yield

The Defensive High Yield strategy outperformed the ICE BofA
BB-B US Non-Distressed HY on a gross basis during Q3 2026.
The strategy outperformed in the Telecommunications sector
through underweighting the sector as Al construction bonds
lagged during the quarter. The Media sector performed well
with improving advertising trends driven by the US political
cycle. In Healthcare, Patterson Companies saw improving
distributor trends during the quarter. In Leisure, Norwegian
Cruise Lines lagged due to higher fuel prices and slowing
bookings. Within Capital Goods, O-I Glass dealt with rising fuel
costs and weak volumes during the quarter. Lagged in the
Technology sector as legacy software credits bounced as Al
disruption concerns eased during the quarter.
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Opportunistic High Yield

The Opportunistic HY strategy outperformed the ICE BofA
US HY Constrained Index on a gross basis during Q3 2026.
The strategy avoided weak cable companies that are seeing
rising competition in the Telecommunications sector. In
Basic Industry, Clearwater Paper redeemed their bonds
earlier than expected providing a strong quarterly return.
Network affiliates realized strong advertising rates in local
political races during the quarter. The Leisure market
lagged as theme parks saw poor weather negatively impact
attendance. Hardware companies lagged the software
recovery in the Technology sector during the quarter.
Trucking and automotive manufacturers lagged during the
quarter due to higher material inputs and rising financing

costs.

Outlook

High Yield Market Should Get Back to
Fundamentals

If geopolitical concerns recede, the US High Yield market can
return to underlying credit fundamentals. The High Yield
market has its highest credit quality in asset class history
with over 50% of bonds rated BB- or better. Most
companies have termed their maturities out to the 2029-
2030 period and have ample liquidity. Strong underlying
credit fundamentals and earnings constructiveness should
help support the market to return to coupon returns.

© 2026 Penn Capital. All rights reserved. o Schuylkill Yards | 3025 JFK Boulevard, Suite 270, Philadelphia, PA 19104 e www.penncapital.com


http://www.penncapital.com/

Credit Strategies Commentary —3Q 2026

PENNd CAPITAL

Penn Capital Products

Net Performance (%) — as of September 30, 2026 QTD YTD 1YR 3YR 5YR 10 YR Since Inc. Inc. Date
Small to Mid Cap Equity -12.07 7.28 6.56 12.70 4.05 8.47 9.26 Dec-02
Bloomberg 2500 Index -6.71 11.07 13.12 16.26 6.47 10.26 11.29

Small Cap Equity -11.17  13.58 12.25 17.13 6.18 11.00 12.02 Dec-93
Bloomberg 2000 Index -7.80 1343 16.17 17.49 6.19 10.09 10.49

Smaller Company Equity -11.79 15.56 15.89 19.63 7.94 17.36 16.48 Dec-11
Bloomberg 2000 Index -7.80 1343 16.17 17.49 6.19 10.09 11.45

Micro Cap Equity -7.74 5.35 1.43 7.99 -3.13 5.80 7.45 Aug-06
Bloomberg Microcap Index -7.80 7.32 8.40 15.45 -0.78 8.04 7.37

Defensive Short Duration High Income -0.43 1.64 3.44 6.90 4.71 - 3.87 Jan-13
ICE BofA 1-3 Year BB US Cash Pay High Yield Index TR -0.15 1.80 3.40 6.59 4.31 4.41 4.42

Defensive High Yield -1.60 0.20 1.84 7.66 3.38 4.25 6.25 Dec-93
ICE BofA BB-B US Non-Distressed High Yield Index TR USD -1.66 0.35 1.97 7.74 3.41 4.78 -

Opportunistic High Yield -1.52 0.27 2.13 7.92 3.28 4.90 6.72 Dec-93
ICE BofA US HY Constrained Index -1.82 0.04 1.39 7.93 3.55 4.93 -

Past performance is no guarantee of future results. There can be no assurance that any Penn Capital product or investment will achieve its objectives or avoid substantial
losses. Performance is annualized for multi-year periods, and it is cumulative for one year or less. Source: Morningstar Direct, Bloomberg, HFRX. Indices are unmanaged and
not available for direct investment. Index comparisons have limitations as volatility and other characteristics may differ from a particular investment. Institutional Use Only.

Not for Public Distribution. All Rights Reserved.

The views and opinions expressed are for informational and educational purposes only
as of the date appearing in this material only and may change without notice at any time
based on numerous factors, such as market or other conditions, legal and regulatory
developments, additional risks, and uncertainties and may not come to pass. These views
are subject to change at any time, and they do not guarantee the future performance of
the markets.

Indices are unmanaged and not available for direct investment. Index comparisons have
limitations as volatility and other characteristics may differ from a particular investment.

All information has been obtained from sources believed to be reliable, but its accuracy
is not guaranteed. There is no representation or warranty as to the current accuracy,
reliability, or completeness of, nor liability for, decisions based on such information, and
it should not be relied on as such.

This material is not intended to be relied upon as investment advice or
recommendations, does not constitute a solicitation to buy or sell securities, and should
not be considered specific legal, investment, or tax advice. It does not take into account
the specific objectives, financial situation, or particular needs of any specific person. You
should not assume that any discussion or information provided here serves as the receipt
of, or as a substitute for, personalized investment advice. Investment decisions should
be made based on an investor's objectives and circumstances and in consultation with
his or her financial professionals. Investing in the stock market involves gains and losses
and may not be suitable for all investors. Investors have the opportunity for losses as
well as profits.

Specialists in Capital
Structure Investing®

At Penn Capital, we believe that
understanding a company’s entire
capital structure is the best way to
identify investment opportunities with
the most value. In fact, we’ve found that
managing bond portfolios makes us
better equity managers, and vice versa.

Employing a fully integrated credit and
equity research process, we focus on
non-investment grade companies in the
micro to mid-capitalization range, where
we can take advantage of inefficient
security pricing.

We are a boutique investment
management firm based in Philadelphia,
PA. We forge our own ideas, we respect
hard work, and we are committed to our
clients, our staff and our community.
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Past performance is not indicative of future results. Different types of investments involve varying degrees of risk, and there can be no
assurance that the future performance of any specific investment, investment strategy, or product (including the investments and/or
investment strategies recommended or undertaken by Penn Capital) or any non-investment related content, referred to directly or
indirectly contained within this commentary be suitable for your portfolio or individual situation or prove successful. Comparisons to indices
are inherently unreliable indicators of future performance. The strategies used to generate the performance vary from those used to
generate the returns depicted in the benchmarks. Penn Capital makes no representation as to the methodology used to generate the
benchmark returns. Portfolio holdings are subject to change and may or may not be held by one or more Penn Capital portfolios from time
to time. Please note that comparing the performance to a different index might have materially different results than those shown. The ICE
BofA 1-3 Year BB US Cash Pay High Yield Index is a subset of the ICE BofA US Cash Pay High Yield Index, which tracks the performance of non-
investment-grade corporate bonds with a remaining term to final maturity less than three years and rated BB. The ICE BofA 1-3 Year BB/B
US Cash Pay High Yield Index is a subset of the ICE BofA US Cash Pay High Yield Index, which tracks the performance of non-investment-
grade corporate bonds with a remaining term to final maturity of less than three years and rated BB/B. The ICE BofA US High Yield
Constrained Index contains all securities in The ICE BofA US High Yield Index but caps issuer exposure at 2%. The FTSE BB-B Capped High
Yield Index is a subset of the FTSE US High Yield Index, including all securities rated BB through B. Investors cannot directly invest in an index.

A copy of Penn Capital’s current written disclosure statement discussing our advisory services and fees is available upon request.

Penn Capital Management

P E N N @ CA P | TAL Schuylkill Yards | 3025 JFK Boulevard, Suite 270 | Philadelphia, PA 19104

215.302.1500 | www.penncapital.com
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