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Independent provider of credit rating opinions 

and related information for over 100 years

Models, data, software and research for 

financial risk analysis and related 

professional services

About Moody’s Analytics

Leading global provider of credit rating opinions, insight 

and tools for credit risk measurement and management
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CreditEdge by the numbers
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New Topics@CreditEdge
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Agenda

1. Risk trends in the US and Asia

2. Default risk and credit migration risk

3. Safety-first investment strategies: United 

States

4. Safety-first investment strategies: Asia

5. Strategy alpha in the US



1 Risk trends in the US 

and Asia
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Average DP and EDF for S&P 500



Topics@CreditEdge 9

Returns of the NYSE FANG+ Index members during 

the October 2018 sell-off and partial recovery
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Relative DP ratio for Technology, Energy 

and Financial sectors: 2017-2018

Crossover point
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A Reprise of Risk: Asia

[75th Percentile for All CreditEdge Asian Entities]
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A Reprise of Risk: Asia

75th Percentile for All CreditEdge Asian entities 75th Percentile for the entities within the Index



2 Default risk and 

credit migration risk
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The CreditEdge public firm EDF model predicts default 

with accuracy and high degree of advance warning

Average EDF for high-yield firms vs. 

Moody’s high-yield default rate 

Median EDF for North American firms 

that defaulted between 2008-2010

» The EDFs of the North American credit crisis 

casualties increased many months before default

» CreditEdge accurately and timely predicted the 

level of high-yield default rate
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The Deterioration Probability (DP) measures the 

risk of issuer credit deterioration

The Deterioration Probability (DP) is a metric ranging from 1-70% 

that estimates probability of downgrade for rated firms in the next 12 

months – DP does not measure the probability of upgrade

CreditEdge 

Early 

Warning 

Measures

Market 

Implied 

Ratings

Rating 

Outlooks 

& History 

from MIS 

High EDF metrics are associated 

with high DP 

• 1-year EDF measure

• Trigger Exceedance (EDF 

trigger level): company’s EDF 

above or below its group trigger

• Slope (EDF term structure): 5-

year EDF minus its 1-year EDF

• Relative EDF: ratio of a firm’s 

EDF to its industry median EDF

• Industry Median EDF Growth 

Rate

Negative rating gap is 

associated with 

increased DP

• Implied Rating Gap: 

the difference between 

the firm’s Moody’s rating 

and the best available 

Market Implied Rating

Indicators of future 

downgrades 

• Stable, positive or 

negative outlook

• Recent downgrade in 

last 12 months

The Deterioration 

Probability
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On average, the Deterioration Probability provides a 

strong signal for downgrade events

DP peaks roughly

2 months before 

the downgrade 

event – giving risk / 

investment 

managers time to 

take action

For an average firm, the DP doubles in the 

2 years leading up to the downgrade event



3
Safety-first 

investment 

strategies: United 

States
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Cumulative returns of top and bottom quintiles 

formed on EDF and Deterioration Probability vs. the 

S&P 500 benchmark

Deterioration Probability 

Factor Strategy 

EDF                                  

Factor Strategy 
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Cumulative returns of top and bottom quintiles formed 

on DP – Technology Sector (Jan. 2016 - Oct. 2018)



4
Safety-first 

investment 

strategies: Asia
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China Equity strategy using DP and EDF

DP EDF
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Hong Kong Equity strategy using DP and EDF

DP EDF
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Korea and Taiwan Equity strategy using DP and EDF

DP EDF
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Japan Equity strategy using EDF
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Asia ex.JP Equity strategy using DP



5 Strategy alpha in the 

US
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The CAPM regression

𝑅𝑠𝑡𝑟𝑎𝑡𝑒𝑔𝑦,𝑡 − 𝑟𝑓 = 𝛼 + 𝛽 𝑅𝑚𝑎𝑟𝑘𝑒𝑡,𝑡 − 𝑟𝑓 + 𝜖𝑡

ො𝛼 = estimate of mean excess return
not due to systematic risk exposure

መ𝛽 = estimate of systematic risk loading

We run the regression:

to obtain…
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CAPM regression results based on sign of the 

change in the slope of the Treasury yield curve

Standard errors are shown in parentheses below point estimates. 

Significance Levels are denoted as follows: 1% (***), 5% (**), 10% (*).
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Conclusions

• Credit risk in Asia has experienced a secular decline since the Asia 

financial crisis in 1997.

• However, the last four years has seen an uptick in default risk in many 

countries.

• China, India, and Singapore top the list of concerning countries.

• EDF- and DP-based “safety-first” equity strategies seem to work well:

• In the US S&P 500 universe

• In various equity markets in Asia

• In environments of flattening yield curves
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