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The Fed’s big cut may
favor high yield bonds
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— Key Insights

Historically, high yield bonds performed well after the first rate cut in a Federal
Reserve easing cycle if that move was not followed by a recession.

The Fed’s large September cut improved the odds of avoiding a U.S. recession.
Strong credit fundamentals and attractive yields are also supportive.

After a lengthy wait, the U.S. Federal
Reserve began cutting interest rates
in September. Many investors may be

wondering how this could affect their fixed
income allocations.

Initially, at least, markets viewed the Fed’s
first cut of 50 basis points (0.5 percentage
point) as positive for the U.S. economic
outlook. Longer-term yields, which

are sensitive to changes in economic
expectations, rose over the week following
the Fed's move.

Historically, long-term investment-grade
(IG) bonds have tended to be an excellent
hedge against economic weakness

but less attractive when the economy
strengthens. High yield bonds, on the
other hand, have tended to benefit from
economic strength. This being the case,
bond investors may want to consider the

mix between IG and high yield bonds in
their portfolios.

High yield performance after
Fed cuts

On average, the Bloomberg U.S. High
Yield Index has returned 4.44% in the

18 months after the Fed has embarked
on a rate-cutting cycle. But the range of
outcomes has been very wide (Figure 1).

These results depended heavily on whether
a recession occurred after the Fed’s initial
cut. In three out of the four cases where a
recession did occur in the next 18 months,
high yield bonds produced negative
double-digit returns. In the fourth case,
after the Fed cut rates in August 2019,

high yield bonds fell sharply once the
COVID pandemic hit the U.S. economy six
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High yield performance after the Fed'’s first cut
(Fig. 1) Performance of Bloomberg U.S. High Yield Index over following 18 months
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Past performance is not a reliable indicator of future performance.

*First Fed cut is defined as the first month in which the federal funds effective rate fell 0.25% below
the trailing 12-month peak.
Sources: Bloomberg Finance L.P. T. Rowe Price analysis using data from FactSet Research Systems

Inc. All rights reserved.

months later, but bounced back when that

recession proved to be deep but very short.

Results were much more encouraging
when an initial Fed cut was not followed by
a recession. In all three cases, high yield
bonds provided positive returns. But those
gains were relatively modest after the Fed
starting cutting rates in 1998, and a U.S.

High yield fundamentals appear
quite strong

On the bright side, several key metrics
used to gauge the health of the high
yield market remain high by historical
standards. This is typically not the case
before the onset of a recession.

recession eventually hit in 2001.

Yields are attractive on a relative basis
(Fig. 2) Equity, fixed income, and cash yields*
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Past performance is not a reliable indicator of future performance.
*Yields for the Bloomberg U.S. High Yield Index, the Bloomberg U.S. Aggregate Bond Index, and Cash
are yield to worst. Yields for the S&P 500 Index and the S&P 500 ex. Magnificent 7) are earnings yields.
tThe “Magnificent 7” are Apple, Alphabet, Amazon, Meta, Microsoft, NVIDIA, and Tesla. The
specific securities identified and described are for informational purposes only and do not
represent recommendations.
Sources: Bloomberg Finance L.P. and Standard & Poor’s (see Additional Disclosure).
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As of June, earnings before interest, taxes,
depreciation, and amortization (EBITDA)
were almost five times interest expense in
the high yield universe —below the recent
peak of 5.77 but above the highest level
reached from 2008 through 2020."

This was true even after we adjusted
EBITDA for capital expenditures.

Attractive yields versus equities

Lastly, high yield bonds now offer attractive
yields—not only relative to other fixed
income assets but to equities as well
(Figure 2). At the end of August, the
Bloomberg U.S. High Yield Bond Index had
a yield to worst? of 7.3%, while the earnings
yield for the S&P 500 Index was only 4.7%.

'J.P. Morgan Chase North America Credit Research

Even if we ignore the impact of the
so-called Magnificent Seven technology
stocks (which pull the S&P 500 earnings
yield lower), high yield bonds still offer
considerably more attractive levels of yield.

Conclusion

We believe the Fed'’s recent dovish shift has
increased the likelihood that a recession
will be avoided over the near to medium
term. If so, high yield bonds could prove
more attractive than longer-term |G bonds
over the next 18 months. As a result, our
Asset Allocation Committee is maintaining
an overweight position in high yield bonds.

2Yield to worst is the lowest possible yield on a bond if it is called before maturity.
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T. Rowe Price identifies and actively invests in opportunities to help people thrive in an
evolving world, bringing our dynamic perspective and meaningful partnership to clients
so they can feel more confident.

Additional Disclosure

Bloomberg® and Bloomberg Indices are service marks of Bloomberg Finance L.P. and its affiliates, including Bloomberg Index Services Limited
(“BISL"), the administrator of the index (collectively, “Bloomberg”) and have been licensed for use for certain purposes by T. Rowe Price. Bloomberg is
not affiliated with T. Rowe Price, and Bloomberg does not approve, endorse, review, or recommend its products. Bloomberg does not guarantee the
timeliness, accurateness, or completeness of any data or information relating to its products.

Information has been obtained from sources believed to be reliable but J.P. Morgan does not warrant its completeness or accuracy. The index is used
with permission. The Index may not be copied, used, or distributed without J.P. Morgan'’s prior written approval. Copyright © 2023, J.P. Morgan Chase
& Co. All rights reserved.

The S&P 500 Index is a product of S&P Dow Jones Indices LLC, a division of S&P Global, or its affiliates (“SPDJI"), and have been licensed for use by

T. Rowe Price. Standard & Poor’s® and S&P® are registered trademarks of Standard & Poor’s Financial Services LLC, a division of S&P Global (“S&P");
Dow Jones®is a registered trademark of Dow Jones Trademark Holdings LLC (“Dow Jones”). T. Rowe Price’s product is not sponsored, endorsed, sold
or promoted by SPDJI, Dow Jones, S&P or their respective affiliates, and none of such parties make any representation regarding the advisability of
investing in such product nor do they have any liability for any errors, omissions, or interruptions of the S&P 500 Index.

Important Information

This material is provided for informational purposes only and is not intended to be investment advice or a recommendation to take any particular
investment action.

The views contained herein are those of the authors as of October 2024 and are subject to change without notice; these views may differ from those of
other T. Rowe Price associates.

This information is not intended to reflect a current or past recommendation concerning investments, investment strategies, or account types, advice
of any kind, or a solicitation of an offer to buy or sell any securities or investment services. The opinions and commentary provided do not take into
account the investment objectives or financial situation of any particular investor or class of investor. Please consider your own circumstances before
making an investment decision.

Information contained herein is based upon sources we consider to be reliable; we do not, however, guarantee its accuracy. Actual future outcomes
may differ materially from any estimates or forward-looking statements provided.

Past performance is not a reliable indicator of future performance. All investments are subject to market risk, including the possible loss of
principal. Fixed-income securities are subject to credit risk, liquidity risk, call risk, and interest-rate risk. As interest rates rise, bond prices
generally fall. Investments in high yield bonds involve greater risk of price volatility, illiquidity, and default than higher-rated debt securities. All
charts and tables are shown for illustrative purposes only.

T. Rowe Price Investment Services, Inc., distributor. T. Rowe Price Associates, Inc., investment adviser. T. Rowe Price Investment Services, Inc., and
T. Rowe Price Associates, Inc., are affiliated companies.

© 2024 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.
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