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Are Low Default Rates a Reason to Reach for
Higher Yields?
BRANDON VON FELDT, RESEARCH ASSOCIATE

Recent economic environment has been hospitable for low default rates, but future is uncertain
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Notes: Default rates are cumulative issuer-weighted 5-year averages. Return/Risk is calculated as Return/Standard Deviation.
Sources: Moody'’s Credit Rating Agency, FRED, Bloomberg

As indicated in Moody's 2018 Annual Defaults Report, recent default rates on corporate debt have been significantly
below long-term historical averages. Is this as positive for forward returns as one would think?

This week’s chart of the week shows recent corporate default rates against the longer-term averages and the
return/risk ratio. As expected, the default rates are lower across the board and especially so in the sub-investment
grade space. B rated debt has the largest change in default rate at 9.3%, leaving the trailing 5-year default rate at
nearly half of its longer-term average. Lower default rates have been great for returns, so what's the risk?

Just as equity analysts extrapolate recent high company earnings growth into the future, the risk is that credit
analysts extrapolate the unordinarily low default rate into the future. The recent economic environment has been
hospitable for low default rates with steadily increasing corporate margins and an increased ability to pay down
debt. As some investors move into more volatile and lower quality debt to chase the higher yield that these bonds
offer, the return per unit of risk decreases because the default rate increases by more than the additional yield
benefit. If default rates were to increase and revert to the mean, lower credit rating bonds would be hit especially
hard.

However, active investment managers strive to mitigate some of these risks. They can tilt their portfolios to higher
quality bonds or choose bonds that they believe are rated incorrectly by rating agencies, thus lowering their
portfolio’s default rate. In total, the recent low default rates have been great for trailing returns, however the future
environment is uncertain and the strategy of reaching for higher yield may not perform as it has in recent history. ®
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The sources of information used in this report are believed to be reliable. Marquette Associates, Inc. has not independently
verified all of the information and its accuracy cannot be guaranteed. Opinions, estimates, projections and comments on
financial market trends constitute our judgment and are subject to change without notice. This material is not financial advice
nor an offer to purchase or sell any product. References to specific securities are for illustrative purposes only and do not

constitute recommendations. Past performance does not guarantee future results.

About Marquette Associates

Marquette Associates is an independent investment consulting firm that guides institutional investment programs with a
focused client service approach and careful research. Marquette has served a single mission since 1986 — enable institutions
to become more effective investment stewards. Marquette is a completely independent and 100% employee-owned
consultancy founded with the sole purpose of advising institutions.

For more information, please visit www.marquetteassociates.com.
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