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What Underlying Factors Tell Us About The Relative Strength Of

Issuers With Similar Credit Ratings

Summary

S&P Global Ratings’ Corporate issuer credit ratings (ICRs)! are subject to change at any point
in time, based on, among other considerations, changes in the business risk profile or financial
risk profile of the issuer, or the prospects of the industry in which the issuer operates. As the
lowest Investment Grade (IG) rating, BBB- defines the threshold from Investment Grade (I1G)
to Speculative Grade (SG). Any downgrade/upgrade from or to IG has significant impact for
bondholders and other stakeholders, for example on the calculation of the expected credit loss
of an insurer’s investment portfolio under International Financial Reporting Standard (IFRS)
or Current Expected Credit Loss (CECL) standards or for high-yield investors. Thus,
anticipating the next potential rating movement or its direction can be very useful for a variety
of purposes, including portfolio construction, rebalancing, risk management and reporting
purposes. Recently, additional and granular component factors underlying S&P Global
Ratings’ ICRs have been made available via S&P Global Market Intelligence’s RatingsXpress®
product.

Our analysis and the findings below are based on S&P Global Ratings rated credits and S&P
Global Ratings corporate credit rating methodology. As shown in Figure 1 below, two major
underlying factors of a S&P Global Ratings Corporate credit rating include Business Risk (BR)
and Financial Risk (FR). An entity’'s BR profile is determined based on the combined
assessment of industry risk, country risk, and competitive position of the issuer relative to its
peers. The FR profile assessment is based on financial ratios covering cash flow/leverage
analysis. These two factors are combined into an “anchor” score that can be notched up or
down by a set of modifier factors, including liquidity, financial policy, diversification,
comparable rating analysis and quality of management considerations. The modified anchor
is usually referred to as the Stand-Alone Credit Profile (SACP). The final ICR considers the
potential effect of Group and Government support considerations on the SACP.

Figure 1: Corporate rating criteria framework.
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Source: Corporate Ratings Methodology, S&P Global Ratings, 2014. For illustrative purposes only.

Our findings indicate that for similarly rated credits in the high SG and low IG category,
the underlying Business Risk score may help discern the credit strength of corporate issuers.

L Credit ratings are issued by S&P Global Ratings, which is analytically and editorially independent from any other
analytical group at S&P Global.

What Underlying Factors Tell Us About The Relative Strength Of Issuers With Similar Credit Ratings 1
FEBRUARY 2021 | WWW.SPGLOBAL.COM/MARKETINTELLIGENCE



In this case study we show how BR and FR scores can help with gauging future changes to
a Corporate ICR over a certain time horizon, which may help credit risk and investment
managers better monitor and manage their portfolios.

Our Findings

The data used in the analysis is available via RatingsXpress. The sample period ranges from
January 2014 to December 2020 and includes more than 5000 unique rated companies.

Figure 2 shows the S&P Global Ratings criteria delineating the anchor scores corresponding
to various combinations of BR and FR values. The range 1 to 6 indicates best to worst risk
categories respectively. We will keep referring to Figure 2 and identify the (BR,FR)
combination that defines the specific anchor group. For example, (1,3) and (2,2) form the
‘a+/a’ anchor category.?

Figure 2: Business Risk and Financial Risk Categories

--Financial risk profile--
Business risk 6 (highly
profile 1 (minimal) 2 (modest) 3 (intermediate) & (significant) 5 (aggressive) leveraged)
1 (excellent) aaalaa+ aa a+/a a- bbb bbb-/bb+
2 (strong) aa‘aa- I a+/a I a-/bbb+ bbb bb+ bb
3 (satisfactory) ala- bbb+ bbb/bbb- bbb-/bb+ bb b+
4 (fair) bbb/bbb- bbb- bb+ bb bb- b
5 (weak) bb+ bb+ bb bb- b+ b/b-
& (vulnerable) bb- bb- bb-/b+ b+ b b-

Source: Corporate Credit Rating Methodology, S&P Global Ratings. As of January 5, 2021. For illustrative purposes
only.

In this analysis, we study the impact of several combinations of BR and FR scores, on the
next rating movement® over a defined time horizon. For example, we use BR and FR scores
of 2014 and observe the corresponding rating movement of ICR in 2015 and in 2017, for a 1-
year and 3-year time-horizon, respectively.

Overall rating behaviour

We first analyze the overall impact of the BR and FR components independent of the initial
rating, across all years included in our dataset*. For this purpose, we combine all rating
categories and calculate the historical observed frequency of an ICR downgrade or an
upgrade, over a 1-year and 3-years time-horizon, for various (BR,FR) combinations. Table 1
reports the frequency difference between upgrades and downgrades, related to the same
anchor.5 For example, looking at the top two rows of the table, companies with ‘a+/a’ anchor
score have 1% more ICR upgrades than downgrades for the (1,3) combination and,
conversely, 5% more ICR downgrades than upgrades, for the (2,2) combination, over a 1-year
time horizon. We highlight in green (red) cases where the difference between upgrade and
downgrade frequency is higher (lower) than or equal to 10% (-10%) and we set in yellow all

2 Please do note that lowercase is used to indicate anchor ratings which is different from uppercase ICR.

3 Rating movement indicates next change to a rating in either direction (upgrade/downgrade) and notch size.

4 We have used rated corporates from year 2014 to 2020, which have corresponding score & factors generated.

5 We ignore anchor values above ‘a+/a’ and below ‘bb-‘ due to lack of multiple (BR,FR) combinations for the same
anchor value.
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intermediate cases. Not highlighted cells have too few observations for any meaningful
inference.®

Table 1: ICR upgrade (U) minus downgrade (D) frequency for anchor scores resulting from
different combinations of business risk and financial risk scores.

| Anchor | BR,FR 1y U-D 3y U-D |

rra 13 1% 0%
2.2 5% 13%
15 8% 23%
bbb

2,4 0% 5%
4% 2%

bbb/bbb- 33
4,1 -1% -1%
7% 27%
bbb-/bb+ 1.6 ° 0
3,4 -4% -1%
25 1% 10%
" 43 2% 2%

.

5,1 -20% -50%
5,2 -8% -7%
26 2% 11%
" 35 4% 3%
44 6% 4%
53 -10% 9%
45 % %
. 5.4 11% -8%
6.1 0% 0%
6.2 40% 67%

Source: RatingsXpress, S&P Global Market Intelligence. As of January 5, 2021. For illustrative purposes only.

In general, for most anchor scores considered, lower values of underlying business risk
result in stronger credit performance as measured by upgrades minus downgrades of the
respective cohorts.

These findings are especially significant, suggesting that a single factor, i.e. the BR factor,
may help discern relative strength between similarly rated credits anchored in the bb — bbb
range.

Drilling down: the BBB and BB rating categories

Let us now focus our analysis on the BBB rating category that includes the transition threshold
from IG to SG, and on the BB rating category that includes the transition threshold from SG to
IG.

Table 2a and 2b include all possible (BR,FR) combinations historically observed for
Corporates rated in the BBB and BB rating categories, respectively. Each cell reports the
difference between historical frequency of upgrades and downgrades, over the specified time-

5 For the analysis where we combine all rating categories, we set a minimum threshold of 10 observations in the
concerned (BR,FR) combination.
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horizon. For example, For example, cell (1,2) in table 2.a shows that companies rated in the
BBB rating category and with underlying excellent business risk and modest financial risk had
27% (50%) higher frequency of an ICR upgrade than a downgrade, over the 1-year (3-year)
time-horizon. We highlight in bold cells where the anchor score and initial rating are the same
(i.e. anchor group of ‘bbb’ and initial rating category of BBB) and in green, orange and red
cases where the frequency of upgrades is significantly higher, similar or significantly lower
than the downgrades.”

Table 2.a: ICR Upgrade minus downgrade frequency for BBB rating category

1-year FR
Upgrade - Downgrade 1 2 3 4 5 6
1f- 27% 12% 15% 11% 0%
2 11% 0% 3% 1% -6% -17%
o 3 -1% 3% -5% -11% -10% -12%
@ 4 -2% -8%|  -13%|  -18% -3% -7%
5]- -100% -43% -14% 0% -30%
6[- - - - 0% -18%
3-years FR
Upgrade - Downgrade 1 2 3 4 5 6
1|- 50% 24% 9 29% 17%
2 0% -8% -19 8% 0% 33%
o 3 -7% v -3% -11% 7% -23%
@ 4 -59 20%|  -12%] -14% 0%  -29%
5]- -100% -33% 0% 0% -20%
6|- - - - 0% -67%

Source: RatingsXpress, S&P Global Market Intelligence. As of January 5, 2021. For illustrative purposes only.

Table 2.b: ICR Upgrade minus downgrade frequency for BB rating category

1-year FR
Upgrade - Downgrade 1 2 3 4 5 6
1|- - - 67% 67% 38%
2|- - 0% 43% 12% 3%
o 3 0% 31% 19% 3% -4% -15%
@ 4 3% 10% 5% -8% -17% -50%
5 0% -5% -10% -22% -23% -30%
6 0%|- 0% -100% -50% 0%
3-years FR
Upgrade - Downgrade 1 2 3 4 5 6
1|- - - 67% 100% 67%
2|- - 100% 679 47% 13%
x 3 100% 0% 25% 7% 4% -27%
@ 4 17% 27% 6% -4% -17% -53%
5 0% -5% -7% -19% -30% -41%
6 0%|- 100% -100% -100% 22%

Source: RatingsXpress, S&P Global Market Intelligence. As of January 5, 2021. For illustrative purposes only.

In summary:
e For the BBB initial rating category, in Table 2.a, we identify two distinctive areas
where downgrades and upgrades are more frequent. We notice that a low FR does

" The difference between the percentages should be at least 2% or include at least 3 rating changes.
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not necessarily translate into higher odds of an upgrade, if it is not accompanied by
a low BR profile. In other words, this suggests that companies operating in a strong
business environment have better prospects for good performance and thus
improvement in their credit risk profile over both time horizon. The frequency of a
rating movement increases with the extension of the time-horizon, as uncertainty
increases with time. In the 3-year time horizon, we notice that the gap between
upgrades and downgrades becomes more prominent vis-a-vis the 1-year time
horizon. Also, within this time horizon (3-year), we notice that BR profile is a
stronger driver of rating upgrades: for example, the (BR=2, FR=4) combination
has higher frequency of upgrades than downgrades, and the opposite holds for the
(BR=4, FR=2) combination.

e Forthe BB initial rating category, in Table 2.b, we again see a similar behavior across
both time horizons. For example, in the 3-year horizon, the (BR=5, FR=2)
combination has higher (lower) frequency of a downgrade (upgrade) than the (BR=2,
FR=5) combination.

In essence, the results in these tables suggest credit risk and investment managers may be
able to construct their portfolios by selecting credits with specific (BR, FR) combinations that
on average reduce (enhance) chances of a potential rating downgrade (upgrade) over a given
time horizon.

Resilience in 2020

This analysis can be repeated for specific years and uncover to what extent rating movements
are affected under different (e.g. stressed) macro-economic conditions. Since 2020 was
heavily impacted by the COVID-19 pandemic and characterized by a severe global economic
recession, it offers a great chance to study the interplay of (BR,FR) combinations and ratings
moves under stressed conditions. Table 3 shows the frequency of rating changes for
companies with initial rating in the BBB category at the end of 2019. We apply the same
formatting as for Table 1.

Table 3: Rating change frequency for BBB rating category, during 2020.

1-year FR

Upgrade - Downgrade 1 2 3 4 5 6
1]- -33% -40% -2% -9% 0%

2 0% 0% -4% -10% 0% -100%

o 3 -5% -11% -15% -20% -21% -17%

- 4 -21% 7% -35%|  -15% 0% 0%

5(- - - -50% 0% -14%

6|- - - - - 0%

Source: RatingsXpress, S&P Global Market Intelligence. As of January 5, 2021. For illustrative purposes only.

As expected, downgrades dominated rating moves over the 1-year time horizon (i.e. during
2020), across the vast majority of (BR,FR) combinations. However, even during the 2020
severe global recession some company ratings ended up being upgraded, especially where
BR is lower.

Conclusion

The stability or change of an ICR is important for credit risk and portfolio managers to monitor.
Using the newly added BR and FR factors provided in RatingsXpress, it can be seen how BR
factors may influence future changes to a Corporate ICR. Understanding the historical
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frequency of upgrades or downgrades to ICRs for various combinations of BR and FR can
provide a useful reference tool for managing bond or loan portfolios.

Regular updates of the (BR, FR) tables could help risk managers to do the following and more:
- Establish tolerance levels for risk appetite purposes (e.g. estimating the percentage
of IG rated companies in a portfolio that get downgraded over a certain time frame,
on average),
- Perform stress-analysis to better manage risk of a downgrade during expected
economic recessions
- Detect upgrade opportunities for specific (BR, FR) combination for high yield
opportunities.

About S&P Global Market Intelligence

At S&P Global Market Intelligence, we understand the importance of accurate, deep and
insightful information. We integrate financial and industry data, research, and news into tools
that help track performance, generate alpha, identify investment ideas, perform valuations,
and assess credit risk. Investment professionals, government agencies, corporations, and
universities around the world use this essential intelligence to make business and financial
decisions with conviction.

S&P Global Market Intelligence is a division of S&P Global (NYSE: SPGI), the world’s
foremost provider of credit ratings, benchmarks, and analytics in the global capital and
commodity markets, offering ESG solutions, deep data, and insights on critical business
factors. S&P Global has been providing essential intelligence that unlocks opportunity,
fosters growth and accelerates progress for more than 160 years. For more information,
visit www.spglobal.com/marketintelligence.
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These materials have been prepared solely for information purposes based upon information generally
available to the public and from sources believed to be reliable. No content (including index data, ratings,
credit-related analyses and data, research, model, software or other application or output therefrom) or any
part thereof (Content) may be modified, reverse engineered, reproduced or distributed in any form by any
means, or stored in a database or retrieval system, without the prior written permission of S&P Global Market
Intelligence or its affiliates (collectively, S&P Global). The Content shall not be used for any unlawful or
unauthorized purposes. S&P Global and any third-party providers, (collectively S&P Global Parties) do not
guarantee the accuracy, completeness, timeliness or availability of the Content. S&P Global Parties are not
responsible for any errors or omissions, regardless of the cause, for the results obtained from the use of the
Content. THE CONTENT IS PROVIDED ON “AS IS” BASIS. S&P GLOBAL PARTIES DISCLAIM ANY AND
ALL EXPRESS OR IMPLIED WARRANTIES, INCLUDING, BUT NOT LIMITED TO, ANY WARRANTIES OF
MERCHANTABILITY OR FITNESS FOR A PARTICULAR PURPOSE OR USE, FREEDOM FROM BUGS,
SOFTWARE ERRORS OR DEFECTS, THAT THE CONTENT’S FUNCTIONING WILL BE UNINTERRUPTED
OR THAT THE CONTENT WILL OPERATE WITH ANY SOFTWARE OR HARDWARE CONFIGURATION. In
no event shall S&P Global Parties be liable to any party for any direct, indirect, incidental, exemplary,
compensatory, punitive, special or consequential damages, costs, expenses, legal fees, or losses (including,
without limitation, lost income or lost profits and opportunity costs or losses caused by negligence) in
connection with any use of the Content even if advised of the possibility of such damages.

S&P Global Market Intelligence’s opinions, quotes and credit-related and other analyses are statements of
opinion as of the date they are expressed and not statements of fact or recommendations to purchase, hold,
or sell any securities or to make any investment decisions, and do not address the suitability of any security.
S&P Global Market Intelligence assumes no obligation to update the Content following publication in any form
or format. The Content should not be relied on and is not a substitute for the skill, judgment and experience of
the user, its management, employees, advisors and/or clients when making investment and other business
decisions. S&P Global keeps certain activities of its divisions separate from each other in order to preserve
the independence and objectivity of their respective activities. As a result, certain divisions of S&P Global may
have information that is not available to other S&P Global divisions. S&P Global has established policies and
procedures to maintain the confidentiality of certain non-public information received in connection with each
analytical process.

S&P Global Ratings does not contribute to or participate in the creation of credit scores generated by S&P
Global Market Intelligence. Lowercase nomenclature is used to differentiate S&P Global Market Intelligence
PD credit model scores from the credit ratings issued by S&P Global Ratings.
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S&P Global may receive compensation for its ratings and certain analyses, normally from issuers or
underwriters of securities or from obligors. S&P Global reserves the right to disseminate its opinions and
analyses. S&P Global's public ratings and analyses are made available on its Web sites,
www.standardandpoors.com (free of charge) and www.ratingsdirect.com (subscription), and may be
distributed through other means, including via S&P Global publications and third-party redistributors.
Additional information about our ratings fees is available at www.standardandpoors.com/usratingsfees.
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