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I N V E S T M E N T U P DA T E
As our clients are all too aware, bond managers aren’t the
most exciting group of people on the planet (our motto: “At
Least We’re Not Actuaries!”). So it will come as no surprise that fixed income analysts tingle with anticipation this
time every year awaiting the annual publication of Moody’s
Corporate Default and Recovery Rates.

rate was even lower, at 1.05% for speculative grade bonds,
if we measure the dollar amount of defaults as a percent of
the junk bond market value (there were no “huge” companies defaulting in 2006). The combined, overall default rate
for all grades was 0.54% (issuer weighted) in 2006, less
than half the 87-year average of 1.09%.

OK, “tingle with anticipation” may be pushing things a
little, but even bond geeks who don’t read bond indentures
for entertainment are interested in this report, as it provides
a detailed update of the US credit cycle.

As the top chart shows, annual default rates for investment
grade bonds are extremely low, averaging just 0.15% over
this 87-year period. In other words, only about 1.5 high
grade bonds out of every 1000 have defaulted per year on
average over this time frame.
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Now, on to the excitement! In the final analysis, 2006 was
the history of individual bonds as they were rated backa very good year in the credit markets, a year in which no
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ers, the results were very strong: With 30 issuers defaulting
in 2006, a rate of 1.57%, non-investment grade bonds had
The bottom chart shows how these “cumulative” default
the second-lowest annual default rate since the formation of
rates change over time, for each level of bond quality (this
the modern-day junk bond market in the early-1980’s. The
chart covers the period since 1983, the beginning of the
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modern junk bond market; you will also notice that
Moody’s didn’t track “Ca-C” bonds for the entire period).
Note how default rates creep up with the passage of time.
The chart also shows the significantly higher risk of default
for the lowest rated bonds, and the relative safety of higher
quality corporate bonds. For instance, even after ten years,
the average bond rated “Baa” (the lowest rung of the investment grade ladder) experiences a default rate of only 4.4%.
Compare this to Ba-rated bonds, which have a default rate
of almost 4% after just two years, and a nearly 20% chance
of defaulting over ten years. As the chart also demonstrates, things get “real ugly, real quick” for the lowestrated bonds; a quick glance shows that, on average, in just
five years, more Caa-rated bonds default than survive.
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lower chances of default and better recovery rates on
money lost on defaulting issuers. Looking back at the
2000-2002 recessionary period, we see that the issuerweighted recovery rate ranged between 20% and 30%, the
lowest rates over the 25 year period; we find a similar pattern, though not as severe, in the 1990-1991 recession.
Putting default rates and recovery rates together yields what
Moody’s calls an “average annual credit loss.” Given the
strong performance of its two components, we should expect this measure would have also posted good results for
2006, and it did. In fact, the overall (investment and speculative grade combined) credit loss for last year came in at
0.23%, the lowest dating back to this statistic’s inception in
1982.

The next piece of the puzzle is default recovery rates.
So, how can we use this historical data to help our clients
Moody’s measures recovery rates by recording the bid-side
going forward? Moody’s does provide a forecast for future
price of the defaulted bond (or loan) 30 days after default.
default rates for non-investment grade bonds only. Their
This time period coincides with the date at which most portoutlook for 2007 calls for a doubling in defaults for junk
folio managers have to comply with rules dictating disposal
bonds (albeit, as
of defaulted
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among junk bond investors and lenders. Investors in some
ultimate recovery will be. While some may criticize this
of these ultra-low quality bonds are sure to regret not asking
methodology as overly simplistic, it is an objective,
for a greater margin of safety for taking on such a high destraightforward measurement, and avoids the disagreements
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rates.
Our attention (and our clients’ money) is much more focused on high grade corporates, where we expect to see a
As with other default measures, 2006 also proved to be a
very gradual deterioration of credit quality, and over a
very strong year for default recovery rates, for both senior
much longer time period. Our macro outlook calls for a
and subordinated debt. The table above (reproduced from
moderation in US GDP, an easing in core inflation, and
Moody’s) compares 2006 recovery rates, both issuerlower profit growth—a fairly benign environment for inweighted and market value-weighted in 2006, in 2005, and
vestors, yet one where the normal pressures from shareholdthe 1982-2006 averages. For benchmark senior unsecured
ers asking management to “enhance shareholder wealth” are
bonds, the issuer-weighted recovery rate was 58.3% (in
likely to increase. This is all very typical as we enter the
other words, investors recovered 58.3 cents on the dollar),
downward phase of the credit cycle. In the months and
above 2005’s 55.5% and well above the 25-year average of
years ahead, we will increase our selectivity of credits and
38.4%. On a value-weighted basis, the results were even
move up even further in quality, investing in companies still
more impressive (recovery rates were very high for the largin debt reduction mode or those that can generate growth
est defaulted issuers in 2006) with senior unsecured bonds
(and therefore keep shareholders happy) without jeopardizat 71.2%, the highest level since 1987.
ing credit quality.
Recovery rates are highly correlated with economic health;
stronger macroeconomic environments are associated with
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