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High Yield Bonds
Appear Well Positioned
for a Recession
The sector is in better health than prior to
previous downturns.

August 2022

KEY INSIGHTS
■ As the next recession is likely to be inflation‑driven rather than credit‑driven, high
yield issuers should be better placed to withstand it than in previous downturns.
■

■

Corporate balance sheets have strengthened significantly since 2020, giving high
yield issuers further protection against a recession.

Mike Della Vedova
Co-Portfolio Manager, Global High
Income Bond Strategy

The credit default cycle in 2020 was brutal, but it left the high yield sector in a
much better state of health.

R

ecession fears are mounting as
central banks continue to hike
rates and issue increasingly
hawkish guidance in response to
surging inflation. Asset prices across
the board have plummeted, particularly
those of investments considered higher
risk, such as high yield debt. Such
is the level of anxiety in markets that
investors may be forgiven for wondering
whether the current crisis will come to
resemble the 2001 dot-com bubble or
the 2008 global financial crisis (GFC).

The good news is that if a recession
does occur this time, it is likely to inflict
far less damage on corporate earnings
than in those previous downturns.
Although current valuations imply that
corporate debt defaults will surge
in 2023, we do not believe this is a
realistic assessment. We have three
main reasons for thinking this, which
we discuss here.

Stephen Marsh
Portfolio Specialist

Why High Yield Issuers Are in a Stronger Position Than in the Past
Three key reasons

This Recession Will
Be Inflation‑Driven,
Not Credit‑Driven

Corporate Balance Sheets
Have Strengthened
Since 2020

We Have Just
Been Through a
Default Cycle
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1. This Recession Will
Be Inflation‑Driven,
Not Credit‑Driven

...damage to
corporate earnings
tends to be more
modest during
inflation‑driven
recessions.

to be more modest during inflation‑driven
recessions. For example, in the
inflation‑driven recession of 1982–1983,
when the Fed hiked its policy rate to 20%,
S&P 500 Index profits fell by 18%.1 In the
1973–1974 inflation‑driven recession,
when the interest rate reached 13%,
profits also fell by 18%. This contrasts
sharply with the GFC and dot-com
crash, when profits fell by 49% and
25%, respectively.

Apart from the pandemic‑induced
recession in 2020, most other recent
recessions have been credit‑driven—in
other words, they have been caused by
concern over the creditworthiness of
certain assets. The GFC and dot-com
bust, for example, were caused primarily
by the buildup of debt‑related excesses
in the U.S. housing sector and internet
infrastructure, respectively.

— Mike Della Vedova
Co-Portfolio Manager,
Global High Income Bond Strategy

2. Corporate Balance
Sheets Have Strengthened
Since 2020

If the current downturn becomes a
recession, inflation will be the main cause.
Inflation‑driven recessions are rare—the
last one occurred in 1982–1983. There
is a risk of one now because of the
colossal amount of fiscal and monetary
stimulus pumped into the global
economy in recent years, first following
the GFC and later during the pandemic
crisis. This liquidity has inflated asset
prices and driven speculation, resulting in
the surging inflation we see today.

Corporations entered 2022 in a position
of real strength, underpinned by robust
fundamentals. Cash ratios (a measure
of liquidity that shows a company’s
ability to cover its short‑term obligations)
reached post‑GFC highs just a few
months ago, while leverage ratios (which
show how much of a company’s capital
comes from debt) were at their lowest
levels since the crisis, according to
Goldman Sachs research.

Whether a recession is credit‑driven or
inflation‑driven is an important distinction
to make for investors. Historically,
damage to corporate earnings tended

In addition, the vast majority of high yield
bond‑issuing firms were able to benefit
from attractive funding conditions last year
to push out their maturity profiles.

Credit‑Driven Recessions Have Been Worse for Corporate Earnings
YoY Change in Quarterly Profits for the S&P 500 (%)
Credit-Driven Recession
Inflation-Driven Recession
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(Fig. 1) Inflation‑driven recessions inflict less damage

As of June 30, 2022.
Past performance is not a reliable indicator of future performance.
YoY = Year over year.
Source: Bloomberg Finance L.P. Analysis by T. Rowe Price.
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The decline in profits measured was the peak-to-trough year-over-year quarterly decline.
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The recent default
cycle was brutal,
but it has left the
high yield sector in
a much better state
of health....
— Stephen Marsh
Portfolio Specialist

Just 1% of the debt of both U.S.
and European high yield firms will
mature this year, with a relatively small
amount of debt maturing in 2023. The
bulk of the “maturity walls” of high
yield issuers will come in 2025 or later,
indicating that balance sheets are strong.
3. We Have Just Been Through
a Default Cycle
Many businesses have defaulted on
their debt because of COVID. In 2020,
default rates among U.S. high yield
energy firms reached almost 30% while
debt restructurings surged among
European retail firms. Default cycles are
useful for separating stronger firms from
weaker ones, however. Those with the
potential to survive and thrive beyond
a crisis tend to be well supported by
their sponsor investors, who inject cash
when necessary or provide lines of
credit in order to realize their investment
further down the line. Companies with
little prospect of long‑term success are
typically allowed to go bust.
The recent default cycle was brutal, but
it has left the high yield sector in a much
better state of health: The current default
rates in U.S. and European high yield are
0.36% and 0.01%, respectively.2 These
ultralow levels are not sustainable in an
environment of slowing growth and high
inflation, so defaults will inevitably rise.

Indeed, current market valuations imply
a global high yield default rate of 3.9%
over the next 12 months (assuming an
excess spread of 350bps).3 However, we
believe the market valuations are being
driven partly by general macroeconomic
concerns and that the actual default rate
is likely to come in lower.
Key Markets Look Healthy
In addition to the three factors outlined
above, it is important to stress that the
key U.S. financial and housing markets
are in much better shape than they were
in previous recessions. Banks recently
passed their stress tests with ease and
have solid balance sheets. Housing debt
obligations as a percentage of income
are much lower than they were in
2007–2008 following hefty government
payouts and elevated savings rates.
Labor markets are also generally in
very good health. Baby boomers are
retiring, and the immigration policies
of the U.S. and Europe mean that their
positions are not being filled by foreign
labor. This means that companies are
much less likely to shed staff in any
future downturn.
For these reasons, we believe that high
yield debt is much better placed to
navigate a recession than it has been
in the past.

The US high yield figure was sourced from JP Morgan research; the European high yield figure was sourced from Credit Suisse.
Both were current as at 30 June 2022.
3
As at 31 July.

2

3

T. Rowe Price focuses on delivering investment management
excellence that investors can rely on—now and over the long term.
Important Information
This material is being furnished for general informational and/or marketing purposes only. The material does not constitute or undertake to give advice of any nature,
including fiduciary investment advice, nor is it intended to serve as the primary basis for an investment decision. Prospective investors are recommended to seek independent
legal, financial and tax advice before making any investment decision. T. Rowe Price group of companies including T. Rowe Price Associates, Inc. and/or its affiliates receive
revenue from T. Rowe Price investment products and services. Past performance is not a reliable indicator of future performance. The value of an investment and any income
from it can go down as well as up. Investors may get back less than the amount invested.
The material does not constitute a distribution, an offer, an invitation, a personal or general recommendation or solicitation to sell or buy any securities in any jurisdiction or to
conduct any particular investment activity. The material has not been reviewed by any regulatory authority in any jurisdiction.
Information and opinions presented have been obtained or derived from sources believed to be reliable and current; however, we cannot guarantee the sources’ accuracy
or completeness. There is no guarantee that any forecasts made will come to pass. The views contained herein are as of the date written and are subject to change without
notice; these views may differ from those of other T. Rowe Price group companies and/or associates. Under no circumstances should the material, in whole or in part, be
copied or redistributed without consent from T. Rowe Price.
The material is not intended for use by persons in jurisdictions which prohibit or restrict the distribution of the material and in certain countries the material is provided upon
specific request. It is not intended for distribution to retail investors in any jurisdiction.
Australia—Issued in Australia by T. Rowe Price Australia Limited (ABN: 13 620 668 895 and AFSL: 503741), Level 50, Governor Phillip Tower, 1 Farrer Place, Suite 50B,
Sydney, NSW 2000, Australia. For Wholesale Clients only.
Brunei—This material can only be delivered to certain specific institutional investors for informational purpose upon request only. The strategy and/or any products associated
with the strategy has not been authorised for distribution in Brunei. No distribution of this material to any member of the public in Brunei is permitted.
Canada—Issued in Canada by T. Rowe Price (Canada), Inc. T. Rowe Price (Canada), Inc.’s investment management services are only available to Accredited Investors as
defined under National Instrument 45-106. T. Rowe Price (Canada), Inc. enters into written delegation agreements with affiliates to provide investment management services.
DIFC—Issued in the Dubai International Financial Centre by T. Rowe Price International Ltd. This material is communicated on behalf of T. Rowe Price International Ltd. by its
representative office which is regulated by the Dubai Financial Services Authority. For Professional Clients only.
EEA—Unless indicated otherwise this material is issued and approved by T. Rowe Price (Luxembourg) Management S.à r.l. 35 Boulevard du Prince Henri L-1724 Luxembourg
which is authorised and regulated by the Luxembourg Commission de Surveillance du Secteur Financier. For Professional Clients only.
Hong Kong—Issued in Hong Kong by T. Rowe Price Hong Kong Limited, 6/F, Chater House, 8 Connaught Road Central, Hong Kong. T. Rowe Price Hong Kong Limited is
licensed and regulated by the Securities & Futures Commission. For Professional Investors only.
Indonesia—This material is intended to be used only by the designated recipient to whom T. Rowe Price delivered; it is for institutional use only. Under no circumstances
should the material, in whole or in part, be copied, redistributed or shared, in any medium, without prior written consent from T. Rowe Price. No distribution of this material to
members of the public in any jurisdiction is permitted.
Korea—This material is intended only to Qualified Professional Investors upon specific and unsolicited request and may not be reproduced in whole or in part nor can they be
transmitted to any other person in the Republic of Korea.
Mainland China—This material is provided to specific qualified domestic institutional investor or sovereign wealth fund on a one-on-one basis. No invitation to offer, or offer for,
or sale of, the shares will be made in the mainland of the People’s Republic of China (“Mainland China”, not including the Hong Kong or Macau Special Administrative Regions
or Taiwan) or by any means that would be deemed public under the laws of the Mainland China. The information relating to the strategy contained in this material has not been
submitted to or approved by the China Securities Regulatory Commission or any other relevant governmental authority in the Mainland China. The strategy and/or any product
associated with the strategy may only be offered or sold to investors in the Mainland China that are expressly authorized under the laws and regulations of the Mainland China
to buy and sell securities denominated in a currency other than the Renminbi (or RMB), which is the official currency of the Mainland China. Potential investors who are resident
in the Mainland China are responsible for obtaining the required approvals from all relevant government authorities in the Mainland China, including, but not limited to, the State
Administration of Foreign Exchange, before purchasing the shares. This document further does not constitute any securities or investment advice to citizens of the Mainland
China, or nationals with permanent residence in the Mainland China, or to any corporation, partnership, or other entity incorporated or established in the Mainland China.
Malaysia—This material can only be delivered to specific institutional investor upon specific and unsolicited request. The strategy and/or any products associated with the
strategy has not been authorised for distribution in Malaysia. This material is solely for institutional use and for informational purposes only. This material does not provide
investment advice or an offering to make, or an inducement or attempted inducement of any person to enter into or to offer to enter into, an agreement for or with a view
to acquiring, disposing of, subscribing for or underwriting securities. Nothing in this material shall be considered a making available of, solicitation to buy, an offering for
subscription or purchase or an invitation to subscribe for or purchase any securities, or any other product or service, to any person in any jurisdiction where such offer,
solicitation, purchase or sale would be unlawful under the laws of Malaysia.
New Zealand—Issued in New Zealand by T. Rowe Price Australia Limited (ABN: 13 620 668 895 and AFSL: 503741), Level 50, Governor Phillip Tower, 1 Farrer Place,
Suite 50B, Sydney, NSW 2000, Australia. No Interests are offered to the public. Accordingly, the Interests may not, directly or indirectly, be offered, sold or delivered in New
Zealand, nor may any offering document or advertisement in relation to any offer of the Interests be distributed in New Zealand, other than in circumstances where there is no
contravention of the Financial Markets Conduct Act 2013.
Philippines—THE STRATEGY AND/ OR ANY SECURITIES ASSOCIATED WITH THE STRATEGY BEING OFFERED OR SOLD HEREIN HAVE NOT BEEN REGISTERED
WITH THE SECURITIES AND EXCHANGE COMMISSION UNDER THE SECURITIES REGULATION CODE. ANY FUTURE OFFER OR SALE OF THE STRATEGY AND/ OR
ANY SECURITIES IS SUBJECT TO REGISTRATION REQUIREMENTS UNDER THE CODE, UNLESS SUCH OFFER OR SALE QUALIFIES AS AN EXEMPT TRANSACTION.
Singapore—Issued in Singapore by T. Rowe Price Singapore Private Ltd. (UEN: 201021137E), No. 501 Orchard Rd, #10-02 Wheelock Place, Singapore 238880.
T. Rowe Price Singapore Private Ltd. is licensed and regulated by the Monetary Authority of Singapore. For Institutional and Accredited Investors only.
South Africa—T. Rowe Price International Ltd (TRPIL), 60 Queen Victoria Street, London, EC4N 4TZ, is an authorised financial services provider under the Financial Advisory and
Intermediary Services Act, 2002 (Financial Services Provider (FSP) Licence Number 31935), authorised to provide “intermediary services” to South African Investors. TRPIL´s
Complaint Handling Procedures are available to clients upon request. The Financial Advisory and Intermediary Services Act Ombud in South Africa deals with complaints from
clients against FSPs in relation to the specific services rendered by FSPs. The contact details are noted below: Telephone: +27 12 762 5000, Web: www.faisombud.co.za,
Email: info@faisombud.co.za
Switzerland—Issued in Switzerland by T. Rowe Price (Switzerland) GmbH, Talstrasse 65, 6th Floor, 8001 Zurich, Switzerland. For Qualified Investors only.
Taiwan—This does not provide investment advice or recommendations. Nothing in this material shall be considered a solicitation to buy, or an offer to sell, a security, or any
other product or service, to any person in the Republic of China.
Thailand—This material has not been and will not be filed with or approved by the Securities Exchange Commission of Thailand or any other regulatory authority in Thailand.
The material is provided solely to “institutional investors” as defined under relevant Thai laws and regulations. No distribution of this material to any member of the public in
Thailand is permitted. Nothing in this material shall be considered a provision of service, or a solicitation to buy, or an offer to sell, a security, or any other product or service, to
any person where such provision, offer, solicitation, purchase or sale would be unlawful under relevant Thai laws and regulations.
UK—This material is issued and approved by T. Rowe Price International Ltd, 60 Queen Victoria Street, London, EC4N 4TZ which is authorised and regulated by the UK
Financial Conduct Authority. For Professional Clients only.
USA—Issued in the USA by T. Rowe Price Associates, Inc., 100 East Pratt Street, Baltimore, MD, 21202, which is regulated by the U.S. Securities and Exchange Commission.
For Institutional Investors only.
© 2022 T. Rowe Price. All Rights Reserved. T. ROWE PRICE, INVEST WITH CONFIDENCE, and the Bighorn Sheep design are, collectively and/or apart, trademarks of
T. Rowe Price Group, Inc.
ID0005246 (08/2022)
202207‑2312858

4

