Credit Investors: Alpha
is not a dirty word

Private credit may dominate the headlines, but it is only one part of the
opportunity set. For portfolios, the more important question is whether a broader,
more flexible approach can deliver better outcomes. We believe the case for
multi-sector credit, with access to Australia’s $2.2 trillion credit market rather
than a concentrated segment of it, has rarely been stronger.

Anyone old enough to remember the 1975 Skyhooks classic "Ego is Not a Dirty Word" would
pick the not-too-subtle ode in our title. But since the pandemic, it appears alpha in credit has

become somewhat of a dirty word for many credit investors. Phil Strano
Head of Australian

Credit Research
How did we get here?

Exhibit A today is unquestionably the exponential growth in Australian private credit
outstandings. Sitting today at ~$200bn, the sector offers proof of investors gravitating toward
more systemic beta exposure such as real estate development debt, rather than the abundant
alpha opportunities from liquid credit assets. Private credit growth, represented by finance
company lending to corporates, has easily eclipsed traditional bank lending and nominal GDP
(refer Chart 1). Its growth over the past 2-3 years has been nothing short of remarkable.

Chart 1. Australian private credit — growth in outstandings (2003 = 100)
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Source: RBA, YCM, Jul 2026.
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Private credit managers have been extremely successful in marketing the asset class’s
virtues of high yields with supposedly low volatility and sufficient underlying security. Perhaps
too successfully, with this exponential growth resulting in sub-optimal, higher LVR lending
becoming more prevalent. The current souring of ~$3.3bn in private credit loans to property
developer Bathla will not be the final private credit-funded developer to default as
systemically higher interest rates, declining house prices and escalating building costs work
their way through a sector that was already showing clear signs of distress. Rising problem
loans and constrained liquidity appear destined to occupy the news for the foreseeable
future.

A broader opportunity set
Private credit’s reckoning is unquestionably an opportunity for those managers investing
across the full spectrum of Australian multi sector credit’'s $2.2trn opportunity set. Whereas
the inherently more illiquid private credit represents just 10% of system-wide credit market
outstandings, a truly multi-sector focus enables investors to target alpha, optimise risk-
adjusted returns and enhance liquidity (refer Chart 2). Its through-the-cycle virtues are now
becoming clear.
Chart 2. Australian credit market - outstandings ($Sbn)
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Source: RBA, YCM, Jul 2026.

Flexibility that pays off

The opportunities in Residential Mortgage-Backed Securities (RMBS) over the past five years
demonstrate the inherent flexibility afforded by a multi-sector approach. Mezzanine RMBS
credit spreads have widened and contracted significantly over the past five years, with BBBs
currently at very tight levels compared to both historical levels and relative to AAA credit
spreads (refer Chart 3).
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Chart 3. RMBS spreads — AAA/BBBs differential
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Our own approach to RMBS has effectively mirrored the movement in mezzanine credit
spreads and underlying risk-adjusted returns. Taking full advantage of a dislocated market
and much wider spreads, our own allocations to RMBS peaked at 25% in 2022/23 and
progressively rolled down as credit spreads tightened to uneconomic levels. Currently, our
allocation to RMBS is at ~3% today (refer Chart 4), leaving us in a strong position to weather
sector underperformance as house prices correct. We will look to rebuild our exposure
opportunistically, redeploying capital only once spreads widen enough to properly
compensate investors for the asset class's underlying risk.

Our multi-sector strategy blends public debt, syndicated loans and warehouse facilities, with
zero allocation to real estate development finance. Public debt serves as the portfolio's liquid
foundation, providing the flexibility to capitalise on relative value opportunities and adjust
positioning as credit spreads move. Our approach to syndicated loans and warehouses
provides diversified exposure to higher-yielding assets that enhance returns while maintaining
our disciplined risk-adjusted framework. Importantly, the allocation to warehousing provides
access to some attractive illiquidity premia but is capped at 20% to ensure this incremental
yield never comes at the expense of overall liquidity. The combination of this asset mix is
focused on maximising risk-adjusted returns while retaining through-the-cycle liquidity. The
strategy is currently generating an attractive 7.3% running yield (refer Table 1), a level we
believe compares favourably on a risk-adjusted basis to both public credit alternatives and
the illiquid, concentrated exposures now prevalent across private credit.

What this means for returns

At these yields, returns are not only attractive but are also defensive. While we believe the
Australian economy is heading for a soft landing in 2027 and income returns will remain
around current levels for the next 12 months, current high income has also significantly
reduced the likelihood of negative returns. Over a 12-month period, credit spreads would need
to widen by an improbable 250bps to generate negative returns. Moreover, given the usual
negative correlation between credit spreads and government bond yields in meaningful risk-
off events, the combination of high income and strategic duration should provide a pathway
to attractive returns in most theoretical scenarios.
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Table 1. Attractive and defensive income for the period ahead

Severe recession Mild recession Soft landing
Estimated running yield 7.30% 7.30% 7.30% 7.30%
Spread duration 3.30 3.30 3.30 3.30
Credit spreads +1% +0.5% No Change -0.25%
Interest rate duration 1.80 1.80 1.80 1.80
Interest rates -1% -0.5% No Change +0.25%
Estimated income return 5.80% 6.55% 7.30% 7.77%

Source: YCM, Sept 2026.

In plain terms: even in a mild recession scenario, a multi-sector portfolio is estimated to return
6.55%, and it would take a severe recession, with credit spreads widening by a full 1%, to pull
returns down to 5.80%.

Core income, plus alpha

Beyond offering attractive core income, alpha generation from security selection, drawdown
protection from duration/curve management and the generation of incremental income gains
from spread compression as securities edge closer to maturity are all central pillars to our
approach (refer Chart 5).

Chart 5. Multi-sector at work — core income plus

+ Duration
Management

+ Curvi + Security
Managem In%%rrge Selection

+ Spread
Compression

Source: YCM, Sept 2026.

Looking ahead to the next 12 months, we are in a strong position to deliver 8%+ total returns
from our investment-grade quality portfolios, building on an estimated core income of 7.3%
with alpha generated from additional levers. Total returns in this range are akin to average
Australian equity market returns with far less volatility and through-the-cycle liquidity,
providing a superior offering to pure-play Australian private credit.

Alpha isn't confined to the segment attracting the most headlines. As the credit
cycle turns, we believe the advantage will go to managers who can find relative
value across the whole opportunity set — not just one corner of it.
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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

If you require further information, please contact
your relevant Business Development Manager.

Beyond private credit lies a much greater opportunity.

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 yourinformation 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.

© Yarra Capital Management, 2026.
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http://www.yarracm.com/pdsupdates/
https://www.yarracm.com/fixed-income-multi-asset/
https://www.yarracm.com/team/
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