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Market participants have faced a lot of challenges in recent years, but none has been more impactful
than the Federal Reserve's decision to raise interest rates by 450 basis points (bps) in the last year to
combat persistent high inflation. In its quest to lower the pace of economic activity and bring down the
generational-high inflation, the Fed has increased the prospect of a recession and potential distress in
corporate bond markets, particularly for lower-quality borrowers. The tightening of monetary policy by other
central banks around the globe has also fed this concern. However, with the increase in risk-free interest
rates and widening in corporate spreads, investors would be remiss not to notice the attractive yield and
spread levels in the high-yield (HY) market, which have not been seen since the 2007-2009 global financial
crisis.

Depending on one’s view about whether Fed tightening can deliver a soft versus hard economic landing,
different assumptions could be made about the future path of spreads and interest rates. In this piece, we
look past the favorable scenario of a soft landing to focus on what risks high-yield investors might face if

a harder landing emerges, given current valuation levels and using past recessionary periods as a guide.

Over the past 30 years, there have been three recessionary periods during which high-yield spreads rose
by an average of 630 bps. As of February 28, 2023, high-yield spreads and the yield to worst (YTW) were
412 bps and 8.63%, respectively. If the market settles on the notion of a hard landing in the near future,
and assuming the aforementioned average spread widening during a recession, high-yield spreads could
widen by 478 bps more from current levels (spreads have already widened by 152 bps from the trough
of 268 bps on 6/30/21). By keeping risk-free interest rates unchanged, this would result in an annualized
5% loss. However, with an average drop of 118 bps in the 10-year interest rate during these recessionary
periods, the average loss would come down to 1.7%.
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Sources: Bloomberg, NBER, as of 02/28/23, Shaded areas indicate recession,

It is worth mentioning these results are skewed by the massive 1,264 bps spread widening between 2007
and 2009. By removing this period from our analysis, HY OAS and the 10-year interest rate have on
average widened by 313 bps and narrowed by 84 bps, respectively, during the other two recessions. This
means 161 bps of extra widening from current levels. Assuming these moves, the HY market could provide
a solid positive return of 6.4% for the year.

Lofty yield levels in the HY market have provided investors with a cushion to absorb potential losses from
deteriorating corporate fundamentals and increases in spread levels. As a matter of fact, in order to lose
all this protection and break even in their investment, an investors’ base case would center around a 303
bps or more increase in spreads in the upcoming year, with no change in risk-free interest rates. However,
with the average fall in interest rates during recessions, investors could potentially expect a positive return
for the year.
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Spread movement (bps)
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Source: Bloomberg, as of 02/28/23.

In conclusion, investors will likely navigate choppy waters in the next couple of years when it comes to
markets and the Fed. However, the HY market is well-positioned to absorb potential spread widening and
produce a positive return for the year. This provides an excellent opportunity for long-term investors.
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