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2019 Outlook 

As of 31 Mar 19

Global growth has downshifted but should remain sturdy

US growth and inflation to moderate  

Central bank policy will be focused on accommodation

Trade policy poses substantial risks

Spread products should recover relative to Treasuries and sovereign bonds

Emerging markets, though volatile, should outperform
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Inflation Refuses to Follow the Script

“Ironically, the problem we need to solve these days is 

the risk of inflation that is persistently too low, rather than too high.”

– John Williams
President, NY Fed
December 6, 2018

In the last 6+ years, only once has the Core PCE been above 2%
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US Interest Rates Remain Attractive Relative to Most of the Developed World
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Moderate US Economic Growth to Continue (2.0% – 2.25%)
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Better US growth in last two years has been wholly contained in 
goods-producing sectors: manufacturing and mining (oil).

While manufacturing and oil have slowed some recently, they are still 
performing better than they did in 2015-16, which was NOT a recession.

Factory sector rebounding recently after five years of stagnation, so 
the “late cycle” story is not applicable/relevant.

Declines in homebuilding are also holding down US growth, but here 
too, the declines look like an inventory correction, not a rout (starts 
declining only mildly, sales holding up relatively well).
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Credit Cycle Has Continued Runway
Economic growth, corporate earnings, bank asset quality and lending standards all remain supportive
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Top Sector 
Overweights

US Credit: +104 bps

Sub-banking: +142 bps

Metals: +168 bps

Energy: +131 bps

Excess return  is the difference between total returns of the security and an implied Treasury portfolio matching 
the term-structure profile of that security.

Investment-Grade Credit
Spreads 54 bps wider in 2018 provided an opportunity. Subsector overweights still have room to run.
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Wider spread per rating provide a compelling value proposition for insurance companies
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Outlook for Fixed-Income Spread Sectors

 Pessimism and fear held markets hostage for most of 2018. After a strong rebound year to date, what’s next?
 Global growth and credit cycle prospects are not as dire as some would suggest
 In our view, “carry” will be the theme in 2019
 We are maintaining our overweight to spread products and looking to take advantage of relative value 

opportunities across: 
– Bank loans and collateralized loan obligations (CLOs)
– BBB rated investment-grade credit
– USD emerging markets
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Managing Credit Risk at the Tail End of 
a Credit Cycle

Brett Manning
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Preamble 
» Real risk or fear 

mongering?
» Implications for credit risk 

management?
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Economic Recessions & Credit Downturns
• 7 Economic Recessions and 4 Credit Downturns since 1970
• Credit Downturns led Economic Recessions in 1989 and 1999. 
• The 2015 mild Credit Downturn was industry specific - Energy.
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Probability of Credit Downturn
Downturn in 6, 12, 18 and 24 months
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Credit Downturn Probabilities in 6 &12 months
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Credit Downturn indicators—a Few Examples
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Rising Debt Levels
Total Credit to Non-Fin, Household, Government, as %GDP

Total Credit to Government and Non-Financial Corporations are at historical high.
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Widely Cited Vulnerabilities in Corporate Credit

» Significant rise in non-financial corporate credit
– At over 70% of GDP,  credit to US U.S. non-financial business is higher 

than it was at the onset of the great financial crisis
» Prolonged decline in overall borrower quality 

– Increasing the borrowers are of lower credit quality, for both the 
investment grade and non investment grade

– Widely cited concerns about leveraged loans

» Decrease in covenant protection  

» Record level of repayment and debt rollover ahead, especially in the 
next 2 to 3 years 

» Rising borrowing costs could do serious damage
Sources: Fed, OECD, IIF, OFR, BIS, IMF, Moody’s Analytics
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More Context Is Needed Here…
Questions to ponder

» What do realized default rates and forward looking measure say about 
the level of credit risk now?

» What drives the significant expansion of corporate credit?

» Have the borrowers been putting debt into productive use?

» Can the borrowers service and repay the debt, in both current and 
stressed economic conditions?

To put some perspectives around these questions, we examine the universe 
of publically traded firms in US
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Speculative Grade Default Rates Are Still 
Low by Historical Standard
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Persistently Low Interest Rate 
Interest expense/Debt  and Federal Funds Rate

» Fed Funds Rate is at 2.5%, close to that in 2004. With  8 hikes in 2005 and 4 
hikes in 2006,  the actual interest rate on corporate debts changed little.

» For the current interest expense to reach 2008 level, Fed fund rate needs to 
increase by 200bps, by our calculation
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» The same borrows/loans are referenced by more deals leading to potentially 
higher systematic risk because a failing borrower could affect many more 
deals.

Cross-deal Concentration Rises  
Deals referencing the same borrowers/loans increases

Each group represents the number of deals referencing the same borrower/loan. e.g. for the 1-100 group, each borrower is referenced by 1-
100 deals. The proportion is computed based on collateral balance owed by the borrowers. Data Source: Moody's SAV

Borrower Group % CLO Collateral Balance
Groups correspond to the number of deals referencing the same borrower

Loan Group % CLO Collateral Balance
Groups correspond to the number of deals referencing he same loan
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Additional Questions to Ponder

» How will the post crisis financial system and market 
infrastructure respond and absorb a major shock?

» How will central banks, regulators and governments 
respond to a major shock or crisis? 



3 Managing Credit Risk 
At the Tail End of a 
Credit Cycle
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The Implications of Previous Analyses

» We are probably at the tail end of the credit cycle, even with the current 
low level of credit risk
– There are flashing signs
– Timing a market downturn is extremely difficult

» There is a number of significant vulnerabilities in corporate credit, 
especially in leveraged lending and CLOs
– However, some perspectives are needed here
– The key question is whether the borrowers can service and repay the 

debt in a stressed environment 

» Perhaps the most critical questions are how a major shock will propagate 
through the financial system and real economy, and how (well) it will get 
absorbed 
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Managing Risk At the Tail End of the Cycle
Discussions Points
» How to socialize the concept of credit cycle and take a long term view

– “As long as the music is playing….” 

» Dynamic, cycle-sensitive  risk appetite framework 

» Dynamic and cycle-sensitive limiting setting

» Stress testing and scenario analysis
– CCAR type of framework may be  inadequate 
– Measuring correlation and contagion is critical

» How to build and leverage early warning system/indicators

» Proper trade-off between risk and return, avoiding excess on both ends



moodysanalytics.com

Brett Manning Ph.D.
Director of Research
405 Howard Street, Suite 300
San Francisco, CA 94105, USA
Brett.Manning@moodys.com



18

© 2019 Moody’s Corporation, Moody’s Investors Service, Inc., Moody’s Analytics, Inc. and/or their licensors and affiliates (collectively, “MOODY’S”). All 
rights reserved.

CREDIT RATINGS ISSUED BY MOODY'S INVESTORS SERVICE, INC. AND ITS RATINGS AFFILIATES (“MIS”) ARE MOODY’S CURRENT OPINIONS 
OF THE RELATIVE FUTURE CREDIT RISK OF ENTITIES, CREDIT COMMITMENTS, OR DEBT OR DEBT-LIKE SECURITIES, AND MOODY’S 
PUBLICATIONS MAY INCLUDE MOODY’S CURRENT OPINIONS OF THE RELATIVE FUTURE CREDIT RISK OF ENTITIES, CREDIT COMMITMENTS, 
OR DEBT OR DEBT-LIKE SECURITIES. MOODY’S DEFINES CREDIT RISK AS THE RISK THAT AN ENTITY MAY NOT MEET ITS CONTRACTUAL 
FINANCIAL OBLIGATIONS AS THEY COME DUE AND ANY ESTIMATED FINANCIAL LOSS IN THE EVENT OF DEFAULT OR IMPAIRMENT. SEE 
MOODY’S RATING SYMBOLS AND DEFINITIONS PUBLICATION FOR INFORMATION ON THE TYPES OF CONTRACTUAL FINANCIAL 
OBLIGATIONS ADDRESSED BY MOODY’S RATINGS. CREDIT RATINGS DO NOT ADDRESS ANY OTHER RISK, INCLUDING BUT NOT LIMITED TO: 
LIQUIDITY RISK, MARKET VALUE RISK, OR PRICE VOLATILITY. CREDIT RATINGS AND MOODY’S OPINIONS INCLUDED IN MOODY’S 
PUBLICATIONS ARE NOT STATEMENTS OF CURRENT OR HISTORICAL FACT. MOODY’S PUBLICATIONS MAY ALSO INCLUDE QUANTITATIVE 
MODEL-BASED ESTIMATES OF CREDIT RISK AND RELATED OPINIONS OR COMMENTARY PUBLISHED BY MOODY’S ANALYTICS, INC. CREDIT 
RATINGS AND MOODY’S PUBLICATIONS DO NOT CONSTITUTE OR PROVIDE INVESTMENT OR FINANCIAL ADVICE, AND CREDIT RATINGS 
AND MOODY’S PUBLICATIONS ARE NOT AND DO NOT PROVIDE RECOMMENDATIONS TO PURCHASE, SELL, OR HOLD PARTICULAR 
SECURITIES. NEITHER CREDIT RATINGS NOR MOODY’S PUBLICATIONS COMMENT ON THE SUITABILITY OF AN INVESTMENT FOR ANY 
PARTICULAR INVESTOR. MOODY’S ISSUES ITS CREDIT RATINGS AND PUBLISHES MOODY’S PUBLICATIONS WITH THE EXPECTATION AND 
UNDERSTANDING THAT EACH INVESTOR WILL, WITH DUE CARE, MAKE ITS OWN STUDY AND EVALUATION OF EACH SECURITY THAT IS 
UNDER CONSIDERATION FOR PURCHASE, HOLDING, OR SALE. 

MOODY’S CREDIT RATINGS AND MOODY’S PUBLICATIONS ARE NOT INTENDED FOR USE BY RETAIL INVESTORS AND IT WOULD BE 
RECKLESS AND INAPPROPRIATE FOR RETAIL INVESTORS TO USE MOODY’S CREDIT RATINGS OR MOODY’S PUBLICATIONS WHEN MAKING 
AN INVESTMENT DECISION. IF IN DOUBT YOU SHOULD CONTACT YOUR FINANCIAL OR OTHER PROFESSIONAL ADVISER.

ALL INFORMATION CONTAINED HEREIN IS PROTECTED BY LAW, INCLUDING BUT NOT LIMITED TO, COPYRIGHT LAW, AND NONE OF SUCH 
INFORMATION MAY BE COPIED OR OTHERWISE REPRODUCED, REPACKAGED, FURTHER TRANSMITTED, TRANSFERRED, DISSEMINATED, 
REDISTRIBUTED OR RESOLD, OR STORED FOR SUBSEQUENT USE FOR ANY SUCH PURPOSE, IN WHOLE OR IN PART, IN ANY FORM OR 
MANNER OR BY ANY MEANS WHATSOEVER, BY ANY PERSON WITHOUT MOODY’S PRIOR WRITTEN CONSENT.

CREDIT RATINGS AND MOODY’S PUBLICATIONS ARE NOT INTENDED FOR USE BY ANY PERSON AS A BENCHMARK AS THAT TERM IS 
DEFINED FOR REGULATORY PURPOSES AND MUST NOT BE USED IN ANY WAY THAT COULD RESULT IN THEM BEING CONSIDERED 
A BENCHMARK.

All information contained herein is obtained by MOODY’S from sources believed by it to be accurate and reliable. Because of the possibility of human or 
mechanical error as well as other factors, however, all information contained herein is provided “AS IS” without warranty of any kind. MOODY'S adopts all 
necessary measures so that the information it uses in assigning a credit rating is of sufficient quality and from sources MOODY'S considers to be reliable 
including, when appropriate, independent third-party sources. However, MOODY’S is not an auditor and cannot in every instance independently verify or 
validate information received in the rating process or in preparing the Moody’s publications. 

To the extent permitted by law, MOODY’S and its directors, officers, employees, agents, representatives, licensors and suppliers disclaim liability to any 
person or entity for any indirect, special, consequential, or incidental losses or damages whatsoever arising from or in connection with the information 
contained herein or the use of or inability to use any such information, even if MOODY’S or any of its directors, officers, employees, agents, representatives, 
licensors or suppliers is advised in advance of the possibility of such losses or damages, including but not limited to: (a) any loss of 
present or prospective profits or (b) any loss or damage arising where the relevant financial instrument is not the subject of a particular credit rating assigned 
by MOODY’S.

To the extent permitted by law, MOODY’S and its directors, officers, employees, agents, representatives, licensors and suppliers disclaim liability for any 
direct or compensatory losses or damages caused to any person or entity, including but not limited to by any negligence (but excluding fraud, willful 
misconduct or any other type of liability that, for the avoidance of doubt, by law cannot be excluded) on the part of, or any contingency within or beyond the 
control of, MOODY’S or any of its directors, officers, employees, agents, representatives, licensors or suppliers, arising from or in connection with the 
information contained herein or the use of or inability to use any such information.

NO WARRANTY, EXPRESS OR IMPLIED, AS TO THE ACCURACY, TIMELINESS, COMPLETENESS, MERCHANTABILITY OR FITNESS FOR ANY 
PARTICULAR PURPOSE OF ANY CREDIT RATING OR OTHER OPINION OR INFORMATION IS GIVEN OR MADE BY MOODY’S IN ANY FORM OR 
MANNER WHATSOEVER.

Moody’s Investors Service, Inc., a wholly-owned credit rating agency subsidiary of Moody’s Corporation (“MCO”), hereby discloses that most issuers of debt 
securities (including corporate and municipal bonds, debentures, notes and commercial paper) and preferred stock rated by Moody’s Investors Service, Inc. 
have, prior to assignment of any rating, agreed to pay to Moody’s Investors Service, Inc. for ratings opinions and services rendered by it fees ranging from 
$1,000 to approximately $2,700,000. MCO and MIS also maintain policies and procedures to address the independence of MIS’s ratings and rating 
processes. Information regarding certain affiliations that may exist between directors of MCO and rated entities, and between entities who hold ratings from 
MIS and have also publicly reported to the SEC an ownership interest in MCO of more than 5%, is posted annually at www.moodys.com under the heading 
“Investor Relations — Corporate Governance — Director and Shareholder Affiliation Policy.”

Additional terms for Australia only: Any publication into Australia of this document is pursuant to the Australian Financial Services License of MOODY’S 
affiliate, Moody’s Investors Service Pty Limited ABN 61 003 399 657AFSL 336969 and/or Moody’s Analytics Australia Pty Ltd ABN 94 105 136 972 AFSL 
383569 (as applicable). This document is intended to be provided only to “wholesale clients” within the meaning of section 761G of the Corporations Act 
2001. By continuing to access this document from within Australia, you represent to MOODY’S that you are, or are accessing the document as a 
representative of, a “wholesale client” and that neither you nor the entity you represent will directly or indirectly disseminate this document or its contents to 
“retail clients” within the meaning of section 761G of the Corporations Act 2001. MOODY’S credit rating is an opinion as to the creditworthiness of a debt 
obligation of the issuer, not on the equity securities of the issuer or any form of security that is available to retail investors.

Additional terms for Japan only: Moody's Japan K.K. (“MJKK”) is a wholly-owned credit rating agency subsidiary of Moody's Group Japan G.K., which is 
wholly-owned by Moody’s Overseas Holdings Inc., a wholly-owned subsidiary of MCO. Moody’s SF Japan K.K. (“MSFJ”) is a wholly-owned credit rating 
agency subsidiary of MJKK. MSFJ is not a Nationally Recognized Statistical Rating Organization (“NRSRO”). Therefore, credit ratings assigned by MSFJ 
are Non-NRSRO Credit Ratings. Non-NRSRO Credit Ratings are assigned by an entity that is not a NRSRO and, consequently, the rated obligation will not 
qualify for certain types of treatment under U.S. laws. MJKK and MSFJ are credit rating agencies registered with the Japan Financial Services Agency and 
their registration numbers are FSA Commissioner (Ratings) No. 2 and 3 respectively.

MJKK or MSFJ (as applicable) hereby disclose that most issuers of debt securities (including corporate and municipal bonds, debentures, notes and 
commercial paper) and preferred stock rated by MJKK or MSFJ (as applicable) have, prior to assignment of any rating, agreed to pay to MJKK or MSFJ 
(as applicable) for ratings opinions and services rendered by it fees ranging from JPY125,000 to approximately JPY250,000,000.

MJKK and MSFJ also maintain policies and procedures to address Japanese regulatory requirements.

http://www.moodys.com/

	Cover page
	Luna
	Manning

