
Muted default outlook in 2022

Companies are facing a number of macro headwinds and 
ongoing margin pressures. While this environment can be 
challenging, we think many high yield companies are well-
positioned to navigate an economic slowdown given low 
leverage, healthy balance sheets and few near-term maturities. 
Inflation and other pressures are squeezing margins and could 
erode earnings. However, many companies have various levers 
they can pull to navigate these situations in an effort to meet 
their debt obligations and avoid a default situation. In addition, 
most performing companies reliant on levered credit improved 
their liquidity runway coming out of the Covid-19 crisis and 
there is not an imminent maturity wall looming. Stressed 
companies are still able to access capital markets, albeit at 
higher cost of capital.

Although high yield company fundamentals are in a relatively 
healthy position, we expect the default rate to modestly 
increase in 2022 as a result of idiosyncratic factors. While 
defaults are trending upward, it is important to remember that 
defaults are starting from historically low levels that are not 
sustainable throughout a cycle. As a result, while defaults are 
starting to increase, we expect the solid fundamental backdrop 
to help keep defaults below 2% in 2022 and below historical 
averages throughout 2023. 

Exhibit 1: Defaults rates are forecasted to rise modestly, but 
remain well below the historical average

Source: Moody’s trailing 12-month US high yield issuer-weighted defaults as of June 
2022

Rising recession risk and default expectations

A confluence of macro risks has led to rising recession fears. 
From persistently high inflation, hawkish central bank actions 
and ongoing cost pressures to weakening consumer demand, 
earnings compression and tightening credit concerns, there are 
many factors that could contribute to an economic slowdown 
or recession. 
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Persistent inflation and recession fears have led to jittery markets and exposed cracks across credit markets. 
Amid ongoing margin pressures, will most high yield companies be able weather an economic slowdown or could 
deteriorating conditions lead to a spike in default risk? We evaluate high yield company fundamentals and default 
risk—and why we think the next downturn might be different. 

Key takeaways 

• Despite the plethora of macro headwinds, many high yield companies in developed markets are well-positioned 
to navigate an economic slowdown given low leverage, healthy balance sheets and few near-term maturities.

• We believe that high yield corporate defaults in 2022 should remain relatively subdued given stable 
fundamentals across most issuers.

• While recession risk is rising and default rates are increasing moderately off the recent lows, our view is that 
default activity should be lower in the next downturn relative to prior recessions given the solid fundamental 
starting point of many high yield issuers.
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When the next recession materializes, defaults will inevitably 
increase. As in all cycles, the extent of defaults will be 
dependent on the severity of the economic downturn and the 
triggers that cause the recession. In prior recessions, certain 
sectors or industries were facing financial challenges and 
an abrupt shock to revenue or demand created broad-based 
credit deterioration. In the current environment, we do not see 
broad-based credit deterioration across any single sector at 
this point. Certain sectors and industries are more prone to 
cost pressures and potential weakness than others, however, 
the stressed or distressed situations that are emerging tend to 
be driven by idiosyncratic factors.

When default activity does increase, this will likely manifest 
itself via more liability management or rescue financing type 
of situations versus outright bankruptcies. We also think 
smaller, sponsor-owned companies are more prone to liquidity 
shortfalls as earnings may take longer to rebound vis-à-vis 
their debt loads stemming from leveraged buyouts. We are 
watching companies that are experiencing substantive and 
prolonged margin pressure due to labor or supply chain issues. 
Additionally, we are cautious on issuers that are facing secular 
headwinds due to technological advancements. By sector, we 
are closely monitoring companies within retail, health care, 
technology, autos, building materials as well as aerospace and 
defense.

While defaults will inevitably increase during the next 
downturn, default activity should be lower than prior 
recessions, given that many high yield companies currently 
exhibit solid fundamentals as evidenced by five key factors as 
outlined below. 

#1 High interest coverage ratios

Interest coverage ratios are near record highs as companies’ 
earnings have recovered since the depths of the pandemic. 
Exhibit 2 illustrates that interest coverage (EBITDA/interest 
expense) has improved tremendously in recent years, is near 
all-time highs and is well above 2008 levels.  However, we are 
cognizant that this ratio will likely be deteriorating due to an 
increase in loan resets from higher SOFR/short-term central 
bank rate increases.

Exhibit 2: US high yield interest coverage ratio

Source: BofA Global Research. Based on US high yield index data. Data as of July 31, 
2022.

#2 Low leverage

Fundamental improvements and management discipline 
coming out of the financial crisis have led to healthy balance 
sheets and low leverage levels. As illustrated below, leverage 
has declined significantly since the depths of the Covid-19 
pandemic in 2020 and is now near average levels. Improved 
energy fundamentals explain a large part of the decreased 
leverage, but it has also been fairly broad based.

Exhibit 3: US high yield gross and net leverage

Source: BofA Global Research. Based on US high yield index data. Data as of July 31, 
2022.
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#3 Few near-term maturity concerns

Many companies have termed out their balance sheets, 
resulting in few near-term maturity wall concerns. As 
illustrated below, the volume of US high yield maturities 
in 2022 and 2023 is relatively low, which should allow 
companies sufficient flexibility to manage their balance sheets 
and help to minimize default rates in the event of an economic 
downturn in 2023.

Exhibit 4: US high yield maturity schedule

Source: JP Morgan. As of June 2022.

#4 Rating upgrades continue to outpace downgrades

This fundamental improvement continues to be reflected in 
rating agency actions as upgrades (rising stars), continue to 
outpace downgrades (fallen angels).

Exhibit 5: Rising stars continue to outpace fallen angels

Source: Bloomberg, Barclays Reseach. Reflects US corporate rising stars and fallen 
angels from 2010 – July 2022. 

#5 High-quality high yield market

Solid fundamentals coupled with rating upgrades have 
resulted in one of the highest-quality high yield markets in 
decades. Within the Bloomberg US Corporate High Yield 
Index, BBs are at all-time highs while CCCs are below historical 
averages and lower than 2008. In addition, many of the most 
distressed companies have been cleansed from the high 
yield market through the various downturns experienced 
since 2008, such as the mini energy crisis in 2015–2016, as 
well as the global pandemic in 2020. This has resulted in a 
relatively high-quality high yield market with few distressed 
situations. While the next economic slowdown could result in 
downgrades, the overall high-quality starting point may help 
limit distress. 

Exhibit 6: Credit quality composition – high BBs and low CCCs

Source: Bloomberg indices, Barclays Research. Based on market values. Reflects the 
credit quality allocation of the Bloomberg US Corporate High Yield Index from July 
2006 – July 2022.
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needs, or financial situation. It should not be considered a 
comprehensive statement on any matter and should not 
be relied upon as such. Nothing in this material constitutes 
investment, legal, accounting or tax advice, or a representation 
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to any particular investor. Reliance upon information in this 
material is at the sole discretion of the recipient. Investors 
should consult their investment professional prior to making 
an investment decision. Aegon Asset Management is under 
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