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U.S. Corporate Bond Default and Recovery Rates: Impact on Related Insurance Company 
Investments 
U.S. corporate bonds were the largest insurance company bond investment as of year-end 
2010, at approximately $1 trillion of total insurance company investments. Inevitably, the recent 
financial crisis has impacted the performance of many of these bonds, particularly in terms of 
default and recovery rates. A review of research provided by the three largest nationally 
recognized statistical rating organizations (NRSROs) — i.e., Fitch Ratings (Fitch), Standard & 
Poor’s (S&P) and Moody’s Investors Service (Moody’s) — among other sources, shows that 
corporate bonds, particularly high-yield bonds, have experienced improvements in default and 
recovery rates since last year. This is due in part to improving market conditions as the 
economy emerges from the financial crisis. As a result, the rating stability of these investments 
has been positively impacted. 
U.S. Corporate Bond Activity 
In the first quarter of 2011, $218.5 billion in corporate bonds were issued, according to a Credit 
Market Research study published by Fitch. This included a surge in bonds issued by the 
industrial and, more recently, financial sectors — almost 70% of which was investment grade. 
The total U.S. corporate bond universe currently outstanding amounts to $3.8 trillion, 76% of 
which were investment grade and 24% of which were high-yield, or ”speculative” grade. The 
sectors largely responsible for this issuance pick-up in terms of dollar amount included banking 
and finance, utilities, energy, healthcare/pharmaceutical and telecommunication. 

 
As of year-end 2010, approximately 92% of U.S. insurance companies’ corporate bond 
exposure was designated NAIC 1 and 2 (investment grade), while approximately 8% was 
designated NAIC 3 through 6 (speculative grade). 
As the economy has slowly emerged from the financial crisis that began in 2007, a low interest 
rate environment and easing of lending standards has contributed to growth in new issuance. 
Particularly, for 2011 so far, high-yield new issuance through April was $106 billion, according to 
Fitch. This included a large proportion of bonds rated B and CCC, which represented 78% of 
high-yield bond sales for the first quarter of 2011. In addition, according to S&P research, 
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corporate bond spreads on high-yield bonds were 543 basis points (bps) over the 10-year 
Treasury as of year-end 2010, compared to 616 bps at the beginning of the year. For 
investment grade bonds, the spread was 177 bps at year-end 2010, down from 193 bps on Jan. 
1. As of May 24, 2011, spreads on high-yield and investment grade bonds were 476 bps and 
131 bps, respectively, according to Barclays Capital. 
Going forward, a possible impediment to this continued issuance progress includes a reduction 
in consumer and corporate spending, continued distress with regard to the eurozone countries, 
as well as a continued high unemployment rate. All of these factors, in turn, may then jeopardize 
the low default rate environment. 
U.S. High-Yield Default Rate 
According to Fitch, the U.S. high-yield bond default rate was 1.1% as of the end of April 2011, 
representing five issuer defaults across $1.2 billion bonds (since the beginning of 2011). In 
comparison, nine issuers defaulted on $2 billion bonds for the first four months of 2010, and the 
year-end default rate for 2010 was 1.3%. 

 
A default can be defined as a missed or delayed payment on a bond, a chapter 11/bankruptcy 
filing or a distressed debt exchange (DDE). A DDE means that the issuer exchanged the 
distressed bond for another security or stock with either a lesser coupon or par value. There are 
various factors that influence when and if a bond will default, such as the size of the issuing 
company and the point of the credit cycle. That is, different sized companies tend to default at 
different points in the credit cycle. Large cap high-yield companies, for example, have a greater 
likelihood of default during stressed periods vs. mid-cap high-yield companies, according to 
Fitch research. According to a 2005 Fitch study in collaboration with Dr. Edward Altman, New 
York University Director of Research in Credit and Debt Markets, the high-yield market 
predominantly comprises large cap ($500 million or more bonds outstanding) and mid-cap (up 
to $500 million bonds outstanding) companies. 
As the chart above shows, the default rate in 2009 reached 13.7% before declining to 1.3% in 
2010, as the economy began to recover, due in part to government initiatives and a general 
improvement in credit trends. Note this amount is significantly lower than the 16.4% default rate 
that occurred during the last financial downturn in 2002. Additionally, investor demand for yield 



encouraged the sale of high-yield bonds in 2010 to record levels. Fitch research also shows that 
the rate of DDEs slowed in 2010, with 20% of issuer defaults consisting of DDEs in 2010 
compared to 30% in 2009. 
This most recent benign default rate environment has been supported by an improvement in 
high-yield credit quality, as evidenced by a decrease in the amount of high-yield bonds that 
have been downgraded. For the first quarter of 2011, rating activity for investment grade bonds 
remained relatively unchanged, while high-grade bonds experienced net upgrades, as indicated 
by all three rating agencies. An investment grade rating suggests that the likelihood of default is 
significantly less than for a bond with a below-investment grade (high-yield) rating. Therefore, 
defaults to investment grade bonds rarely happen. Rather, to the extent an investment grade 
bond experiences any credit quality deterioration, it would likely be downgraded to below-
investment grade (high-yield or speculative) before a default actually occurs. Such bonds that 
are downgraded to high-yield that were once rated investment grade are referred to as “fallen 
angels.” Conversely, bonds that were initially rated below-investment grade and since upgraded 
to investment grade are referred to as “rising stars.” 
Fallen Angels and Rising Stars 
S&P recently published a report stating that it downgraded a total of 18 issuers in the amount of 
$145.1 billion that represented “fallen angels,” while it upgraded a total of 16 “rising stars” in the 
amount of $48.2 billion, between Jan. 1 and May 13, 2011. An industry breakdown of the fallen 
angels is shown in the table below; note that six of the 18 fallen angels were in the banking and 
finance industries. 

 



 
According to a study by Edward Altman and Brenda Kuehne with the New York University 
Salomon Center, four issuers in financial services that were originally rated investment grade 
defaulted in 2010, resulting in a fallen angel average issuer annual default rate of 1.76%, which 
is significantly lower than 8.07% in 2009 and the historical high of 8.46% in 2001. 



 
The table below shows the fallen angel proportion of defaults, indicating that 15% of the 55 
defaulted issues in 2010 were originally rated investment grade. 



 
Industry High-Yield Default Rates 
In terms of industries, Fitch’s U.S. High Yield Default Index shows that, for 2010, broadcasting 
and media led high-yield default rates at 5.5%, followed by building and materials at 2.2%. High-
yield defaults through April 2011 have been minimal and were led by the auto industry at 0.9%. 
On average, for the time period 1980 through 2010, Fitch’s U.S. High Yield Default Index shows 
that the banking and finance industry leads the average annual default rate at 8.3%, followed by 
automotive at 7.4%. Note that industry default rates are not only influenced by general 
economic conditions, but also by corporate actions and industry-specific factors. 
Due in part to company financial policies, certain industries fared worse than others in terms of 
high defaults during the recent financial crisis. Easy access to low financing, particularly for 
highly leveraged companies, likely contributed to the rise in the default rate in 2008 and 2009. 
According to research by S&P, the industries with default rates that exceeded their long-term 
averages were leisure/media, forest and building products/homebuilders and financial 
institutions, because the financial and housing markets were impacted most severely by the 
recent crisis. 



 
Insurance Company Exposure to Banking and Finance 
With the majority of insurance company corporate bond exposures having corresponding NAIC 
ratings indicative primarily of investment grade, the likelihood of default or significant loss with 
respect to these exposures is mitigated. And, as mentioned in the report published May 20 by 
the NAIC Capital Markets Bureau regarding U.S. insurance company exposure to financial 
institutions, total exposure (including short-term and long-term debt) in banking, finance and 
insurance industries was $457 billion as of year-end 2010. This represents almost half of the 
total insurance industry’s U.S. corporate bond exposure and just over 8% of invested assets. 
Given the high level of issuance in the financial sector in recent years, which was also noted in 
the article, this exposure could have been much higher. In particular, the banking and finance 
industries comprised about $284 billion, or about 60% of the financial sector exposure. Also, as 
mentioned in the May 20 report, “…financial bonds are attractive as insurance company 
investments because they are typically highly liquid and highly rated by nationally recognized 
statistical rating organizations (NRSROs). … Without insurance companies, financial institutions 
would lose a significant source of capital.” The report also showed that slightly more than 95% 
of insurance company exposure to banking and finance is designated NAIC 1 and NAIC 2, 
which mitigates concern over Fitch’s reference to the high average default rate within banking 
and finance. Notwithstanding, given the current instability of the U.S. banking system, 
downgrades of any banks to speculative grade would, consequently, result in an increased 
likelihood of default to the banking exposure. 



Strong U.S. High-Yield Recovery Rates 
Fitch’s research revealed that “the same fundamental factors that put downward pressure on 
the default rate in 2010 also boosted the year’s recoveries on defaulted bonds.” For 2010, Fitch 
calculated the weighted average recovery rate on defaulted high-yield bonds to be 56.7% of par. 
Separately, recovery rates for DDE tend to be higher than for “traditional” high-yield defaulted 
bonds, averaging 88.2% of par as of year-end 2010. Nevertheless, Fitch cites concern over 
whether the reduction of debt through a DDE will prevent a company from ultimately filing for 
bankruptcy, as deleveraging typically results in a better outcome. 
Similar to defaults, recoveries are not only influenced by current economic dynamics, but also 
by company- and industry-specific factors. For example, a company with a strong business 
model, despite high leverage, might experience higher recoveries if its equity is highly valued. 
On the other hand, industries (and, therefore, companies) that are cyclically challenged with 
weaker business models, will likely experience lower recovery values. Industries that fall into 
this latter category include broadcasting and media, building and materials, and banking and 
finance. Each of these industries tends to experience high defaults along with low recovery 
rates. 

 
Also influencing recovery rates is the seniority of the bond within the company’s capital 
structure. As shown in the table below, the more senior the bond, the more it is expected to 
recover, given its priority in terms of payment over the company’s more junior debt. 



 
And, to the extent a company has bank loans outstanding, which are senior in capital structure 
to the company’s bonds, Fitch’s U.S. High Yield Default Index revealed that the average loan 
recovery rate was 83% of par in 2010, compared to 60% of par in 2009. While still small, 
insurance companies have in recent years also participated in this market. This is frequently 
referred to as the leveraged loan market. 
Given the sizeable insurance company exposure to banking, if any issuers within this industry 
are downgraded to speculative grade by any of the NRSROs, insurance companies might 
expect a weighted average recovery rate of about 47% of par on their investment (as of the first 
quarter of 2011) based on the table above cited from Fitch’s research. 
What Lies Ahead 
Default and recovery rates going forward will continue to be dependent on the progress of U.S. 
economic recovery and growth as it continues to emerge from the recent financial crisis, 
particularly as it relates to the unemployment rate and status of the financial and housing 
sectors. It will also depend on the direction of oil and gas prices, which could dampen consumer 
and corporate spending if they continue to rise above the $100/barrel and $4/gallon marks, 
respectively. Additionally, an increase in interest rates due to risk aversion could also have a 
negative impact. 
However, all three rating agencies and other sources expect that with continued U.S. economic 
recovery, albeit slow, and appropriate government monetary policy, default rates on high-yield 
bonds are expected to remain below 2% by year-end 2011.  Similar to defaults, recovery rates 
will be influenced by macroeconomics, industry-related events and company-related attributes. 
The Capital Markets Bureau will continue to monitor this topic and publish updated information 
as appropriate. 



 

 



 
  

 

Questions and comments are always welcome. Please contact the Capital Markets Bureau 
at CapitalMarkets@naic.org. 
The views expressed in this publication do not necessarily represent the views of NAIC, its 
officers or members. NO WARRANTY IS MADE, EXPRESS OR IMPLIED, AS TO THE 
ACCURACY, TIMELINESS, COMPLETENESS, MERCHANTABILITY OR FITNESS FOR ANY 
PARTICULAR PURPOSE OF ANY OPINION OR INFORMATION GIVEN OR MADE IN THIS 
PUBLICATION. 
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