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In a nutshell 

The rate of corporate defaults is likely to increase. In a severe 
recession scenario, a high yield default rate of around 15% - last 
seen during the global financial crisis – is possible. This comes as 
firms face weakening demand amidst a higher interest rate 
environment, with zombie companies most exposed. Despite the 
potential for large financial losses, unprofitable firms should be 
allowed to default. Keeping them alive will only delay the inevitable.  

 

The sharp reduction in corporate default rates in recent years has seen a rise in 
the number of zombie firms.1,2 We estimate that as of end-2021, zombie firms 
made up 20% of the US stock market (see Figure 1). We expect a reversal of 
the trend as interest rates rise and as cash buffers built during the pandemic 
erode, which will see zombie firms default. Zombie companies face three major 
headwinds. First, major central banks are continuing to raise interest rates to 
fight persistent inflation, which will also have the effect of lowering aggregate 
demand. Reduced demand in an environment of inflationary recessions means 
less revenues for many companies, and thus less cash for zombie firms to pay 
down their own debt. Second, zombie firms were already struggling to make  
interest payments when rates were low. Higher financing costs will only amplify 
this challenge. And lastly, lending to zombie companies is less attractive to 
banks and credit investors, as they can now benefit from higher rates by lending 
to higher-quality firms and still reap profits.  

We expect these headwinds will result in rising default rates, also beyond the 
realm of zombie firms. The average high-yield default rate during the past 
decade was around 4% per year. Conditions in credit markets have worsened 
as investors aggressively pull back from risk under the higher uncertainty 
surrounding the economic and policy outlook.3 Current five-year cumulative 
default rates are hovering at around 35% assuming a 40% recovery rate, 
suggesting that spreads already anticipate a slightly higher than average 
default rate in high-yield. In times of severe stress, as was the case during the 
global financial crisis, default rates rose to a peak of 15% over a one-year 
horizon. Meanwhile, according to the IMF's latest Global Financial Stability 
Report,4 a shock of lower revenues and higher interest expenses akin to the 
1970s would increase the debt-at-risk.5 Globally, the share of debt with an 
interest coverage ratio below 0 (indicating firms with negative profitability) 

         
1 Zombie companies are firms whose operating profits are persistently lower than their interest payments. We 

define zombie firms as those that have been in existence for more than 5 years and with an interest coverage 
ratio (defined as the ratio of earnings before interest and taxes to interest) below 1 for three consecutive years. 

2 Post COVID-19 recovery: focus on sustaining viable businesses, Swiss Re Institute, May 2021 
3 The latest Bloomberg US Aggregate Investment Grade Corporate Index spreads are currently trading in the 

80th percentile since 1993 (excluding the surge of the global financial crisis); US Corporate High Yield 
Corporate Index spreads are approaching the 70th percentile of all historical data since 1993. 

4 Global Financial Stability Report: Pre-empting a Legacy of Vulnerabilities, IMF, October 2022. 
5 According to the IMF, debt-at-risk is the debt at firms with an interest coverage ratio of less than 1. 

Key takeaways 
• We expect higher default rates 

across zombie companies as 
inflationary recessions materialise 
amidst higher interest rates. 

• An uptick in defaults will likely 
extend beyond zombie firms. US 
high yield corporate bond spreads 
suggest a cumulative five-year 
default rate of around 35% 
assuming a 40% recovery rate. 

• Institutional investors must maintain 
discipline with regards to their 
corporate credit portfolio. We find 
the concentration of unproductive 
zombie firms is greater within select 
non-cyclical sectors. 

• Allowing for the default of zombie 
firms is economically astute as it 
would make way for stronger, more 
profitable companies. 
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would rise quickly under such a shock, and most acutely at small firms 
(exceeding 50% of all firms' debt). 

Hence, institutional investors (including re/insurers) must be disciplined when 
assessing the balance sheet and current holdings of prospective companies in 
which to invest. While equity exposure to defensive sectors such as consumer 
staples and healthcare (ie, sectors in which prices do not fluctuate with 
economic cycles) can prove beneficial in an environment of slowing growth, we 
find the picture is different from a bondholder perspective. Key defensive 
sectors have been significantly negatively impacted by credit rating 
downgrades this year, with healthcare experiencing most downgrades.6 We 
also find that select defensive sectors have the largest share of zombie 
companies, significantly greater than for select cyclical sectors (see Figure 1). 
Possible explanations are that: 1) the financing discipline toward the cyclical 
sector is stricter; and 2) cyclical companies achieve higher operating profits in 
times of economic booms to ensure they have enough buffer during downturns, 
making them more resilient with regards to their interest coverage ratios. 

On the policy side, as downturns materialise governments may be tempted to 
offer support to corporates. In our view, any support should be targeted at 
companies that are viable in the long run. Zombie/non-profitable firms should 
be allowed to go bankrupt, in order to make way for stronger ones. Should fiscal 
stimulus be facilitated by monetary authorities ("fiscal dominance"), with the 
aim of avoiding surging defaults, the result would be inflationary and would lift 
the likelihood of a structural stagflation scenario. This would be akin to delaying 
the inevitable and eventually prove hurtful to all economic agents, including 
non-profitable firms that manage to survive temporarily.   

 

Note: The universe of companies considered in Figure 1 is the Russell 3000 index.  
Source: Bloomberg, Moody's, Swiss Re Institute 

         
6 Credit Strategy Weekly update, J.P. Morgan, October 2022 

Figure 1 (LHS): Share of zombie 
companies in the US 
Figure 2 (RHS): High yield corporate 
credit default rate (historical and 
forecasts from Moody's) 
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