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WE’RE NOT OUT OF THE WOODS YET BUT TIME TO 
STEP BACK IN

Investors have faced nothing but headwinds in 2022, including Russia’s invasion of Ukraine,
record levels of inflation, supply chain disruptions and ever-higher oil prices. These
developments triggered major losses across asset classes, with double-digit concurrent
declines in equity and fixed income markets not seen in a generation. Many investors are
looking for an entry point to get back into U.S. high yield and corporate debt.
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The Federal Reserve raised the Fed Funds rate by a quarter point in March, the first
rate hike since 2018, and followed with a half-point hike in May and three-quarter point
hike in June. Many points along the U.S. Treasury curve are at their highest rates in
nearly 15 years. Floating rate bank loans attracted significant inflows in the first half of
2022, as fixed income investors sought relief from the rising interest rates that
punished fixed coupon bonds. The lack of demand and economic headwinds
suppressed new issue activity, with U.S. high yield bond issuance at a quarter of last
year’s amount and leveraged loans at 39% of the prior year total. Despite these
headwinds, corporate default rates remain well below their historical averages as
most issuers took advantage of robust capital markets in 2020 and 2021 to term out
maturities and stockpile balance sheet liquidity.

While the Federal Reserve has only raised rates by 150 basis points year-to-date,
their commentary has been increasingly hawkish. In past tightening cycles markets
front-end loaded much of the hawkishness, meaning market weakness leading into
and at the beginning of the rate hiking cycle, followed by strong performance once
markets priced in the anticipated Fed moves.

May’s +8.6% year-over-year consumer price reading surprised investors who were
looking for signs that inflation had peaked. Instead, the May inflation gauge surprised
to the upside, suggesting the Fed may need to raise interest rates more aggressively
in the coming months. This has pushed two and five-year U.S. Treasury note rates to
their highest levels since 2008. Investors must now prepare for the possibility of
additional 75 basis point rate hikes in July and beyond.

The yield on the ICE BofA U.S. High Yield Index (“Index”) has increased significantly,
from 4.32% on January 1, 2022 to 8.90% on June 30, 2022. The market’s technical
picture has weakened amid heavy investor outflows and a deterioration in consumer
sentiment. Current valuation suggests investors are pricing in a recession as a base
case expectation. If the year were to end today this would be the second worst annual
performance (-14.04%) in the history of the U.S. high yield asset class (2008 was the
worst year) and in line with previous recessionary periods like 2001 and 1990.

We see a repositioning opportunity as the current sell-off has knocked the average
bond price down over 16% since the start of the year. The par weighted average
dollar price of the Index was $85.62 on June 30, presenting a good entry point based
on historical experience. With high yield bond and bank loan yields in the high single
digit range the asset classes are competitive with private credit and direct lending and
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offer superior liquidity. While volatility could remain elevated as investors vacillate between expectations and
reality, we believe the worst of the selloff is in the rearview mirror given modest credit defaults and strong
corporate credit fundamentals. At present, some of the deepest discounted securities are longer duration, higher
rated fixed coupon bonds that were beaten up in the first half of the year when investors were selling interest rate
sensitive assets. This segment would benefit from continued positive ratings migration to investment grade.

We expect most borrowers to exhibit revenue and cash flow growth for the balance of 2022, resulting in declining
leverage ratios and below average credit default rates. At the same time, we expect interest coverage to peak as
interest rates (and floating coupons) are rising. We see heightened inflationary pressures and higher interest rates
persisting into the second half of the year, leading to tightened financial conditions. The Fed has all but
acknowledged they are behind the curve. Bond and loan coupons are likely to rise to multi-year highs by early
2023, potentially resulting in elevated refinancing risk for CCC-rated, vulnerable borrowers. However, as we look
at the broader market, less than 20% of high yield bond and bank loan issuers have maturities in the next three
years.
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Crescent Capital is a global credit investment manager with $38+ billion of assets under management. For over 30 
years, the firm has focused on below investment grade credit through strategies that invest in marketable and 
privately originated debt securities including senior bank loans, high yield bonds, and private senior, unitranche, 
and junior debt securities. Crescent Capital is headquartered in Los Angeles with offices in New York, Boston, and 
London and more than 200 employees globally. 
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Legal Information and Disclosures

This document expresses the views of the author as of the date indicated and such views are subject to change without
notice. Neither the author nor Crescent Capital Group LP (“Crescent) has any duty or obligation to update the
information contained herein. Further, Crescent makes no representation, and it should not be assumed, that past
investment performance is an indication of future results.

Crescent makes this document available for educational purposes only and should not be used for any other purpose.
The information contained herein does not constitute and should not be construed as an offering of advisory services or
an offer to sell or solicitation to buy any securities or related financial instruments in any jurisdiction. Nor is the
information intended to be nor should it be construed to be investment advice.
Certain information contained herein concerning economic trends and performance may be based on or derived
from information provided by independent third-party sources. The author and Crescent believe that the sources
from which such information has been obtained are
reliable; however, neither can guarantee the accuracy of such information nor have independently verified the accuracy or
completeness of such information or the assumptions on which such information is based.

This document, including the information contained herein, may not be copied, reproduced, republished, or posted in
whole or in part, in any form without the prior written consent of Crescent.


