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A new research paper by S&P Capital 
IQ has examined how credit events can 
impact on the price of equities and the 
results are rather compelling. The paper, 
entitled Lenders Lead, Owners Follow – the 
relationship between credit indicators and 
equity backtested returns, is the third paper 
in the Event Driven Investing Series. 

The research focuses on two signals 
stemming from the fixed income market. Firstly, 
changes in the opinions of credit analysts at 
Standard & Poor’s Ratings Services*. Secondly, 
changes in the 5-year credit default swap 
(CDS) spreads of companies. 

David Pope is Managing Director, 
Quantamental Research at S&P Capital IQ. 
Pope gave a presentation in London on 4 
November 2014 to share the findings at S&P 
Capital IQ’s 6th Alpha Series Event: Using 
Cross Asset Signals In Equity Markets.

“We looked at rating changes within a 
global framework, and we also looked at 
what type of ratings changes were most 
influential; levered firms, high-yield firms and 
multiple-notch changes,” explains Pope.

Three indices were used in the research 
to analyse two classes of events and present 
a global picture of the impact on equity price: 
the Russell 3000, the developed S&P Europe 
BMI and the S&P Asia Pacific BMI indices. 

The key findings can be summarised as 
follows:
• Long-term ratings downgrades correlated 

to the stocks of companies in the US, 
Europe and Asia underperforming by 
-1.75 per cent, -1.08 per cent and -2.95 
per cent respectively over a 20-day 
period (one-month trading) following the 
downgrade;

Can credit signals be a 
canary in the coalmine for 

equity investors?
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changes) in terms of liquidity, bond issuance, 
etc, whereas an outlook change may have 
less of an impact because it could be a 
precursor to a future ratings change. 

With ratings changes one tends to see 
persistence in market response although as 
Pope points out, it is unclear whether the 
ratings change is a signal itself or that the 
ratings analysts are responding to market 
events. 

“We do believe that ratings analysts’ 
ratings are forward-looking,” says Pope. 
“With a CDS spread widening there tends 
to be a rapid re-pricing of risk. Whereas 
that is often accompanied by a period of 
underperformance, it is the second event that 
leads to really dramatic underperformance in 
the equity price.”

Pope and his team focused on three 
classes of credit analyst opinions within 
Standard & Poor’s Ratings Services: 
• Long-Term Ratings, based on the capacity 

and willingness of companies to meet their 
long-term financial commitments;

• Ratings Outlook, which assesses 
the intermediate creditworthiness of 
companies (six months to two years);

• Credit Watch, which focuses on 
identifiable events and short-term trends 
that leads to companies’ ratings being 
placed under surveillance.

“The strongest of the three signals was the 
long-term ratings change, particularly when 
there was a downgrade. There were a lot 
of similarities in the back-tested results in 
the US and Europe but the results were 
strongest in Asia. This long-term rating signal 
was particularly strong in three scenarios – 
non-investment grade (high yield) securities, 
multiple notch downgrades and downgrades 
of highly levered firms. When we saw 
downgrades in one or more of those classes 
of issuers, the underperformance was much 
more pronounced,” says Pope.

To illustrate the strength of the findings, 
the S&P BMI Europe, which experienced 
-1.08 per cent of underperformance following 
a long-term ratings downgrade, had a hit rate 
of 43 per cent. What this means is that the 
backtested results showed that 57 per cent 
of companies underperformed following a 
long-term ratings downgrade. Figure 1 shows 
the extent of underperformance for the US 
and Asia.

• Long-term ratings changes issued by 
Standard & Poor’s Ratings Services 
were found to be most impactful in three 
scenarios: multiple notch movements, 
high yield companies and highly leveraged 
companies;

• A one-day widening in the 5-year 
CDS spread correlated to subsequent 
underperformance in the equity price over 
a 20-day period, equating to -1.07 per cent 
in the US, -1.46 per cent in Europe and 
-4.91 per cent in Asia;

• Further 50 basis point widenings 
experienced by companies over 20-day 
trading periods correlated to a sustained 
period of underperformance: -1.29 per cent 
in the US, -1.96 per cent in Europe and 
-6.65 per cent in Asia.

“We’ve been very interested in event-driven 
signals. By their nature, events tend to be 
idiosyncratic and thereby complementary 
to the type of investment strategies that 
investors commonly employ. When we polled 
our clients as to how many are using event 
driven strategies, we found that it is an often 
overlooked class of investment strategy,” 
says Pope. 

Pope and his team were intrigued by the 
question: Which market leads, fixed income 
or equity? 

“It appears that sometimes the fixed 
income market leads the equity market and 
sometimes it lags. Fixed income participants 
focus on the top line as they are interested 
in a return of principal and interest whereas 
equity stakeholders tend to be preoccupied 
with earnings. They are residual claimants 
and focus more on the bottom line. 

“During times of stress we often see 
signs of trouble in the top line of companies 
first, making the fixed income signals more 
timely. Our research found that rating analyst 
downgrades often preceded trouble in 
the equity price of companies in the next 
month. We focused on three geographies 
– US, Europe and Asia – and the results 
were consistent across all three regions,” 
explains Pope.

The two credit events that were considered, 
ratings analyst changes and CDS spreads, 
are unique in that the former is an individual’s 
opinion whilst the latter is a market price. 

Ratings changes may impact a company’s 
cost of capital (unlike ratings outlook 

David Pope, Managing 
Director, Quantamental 
Research at S&P Capital IQ
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notch upgrade (+3.25 per cent compared to 
+0.66 per cent). 

“The order of magnitude for multiple-notch 
upgrades was four times greater than it was 
for multiple-notch downgrades,” says Pope.

High yield companies
Within the research, investment grade 
companies were defined as those having 
a long-term credit rating higher than BB+. 
Speculative (high yield) companies were 
defined as those having a credit rating 
less than or equal to BB+. Downgrades of 
investment grade companies correlated 
to 20-day underperformance of -1.12 per 
cent while downgrades of high yield 
companies correlated to -2.75 per cent of 
underperformance. With respect to upgrades, 
investment grade companies saw a modest 
jump of +0.45 per cent in equity prices while 
high yield companies saw a more substantial 
uptick of +1.71 per cent over a one-month 
trading period. 

Highly leveraged companies
Here, the research defined highly levered 
companies as those with a debt:equity ratio 
greater than one. Like high yield companies, 
the results for downgrades were quite 
pronounced when compared to low levered 
companies. Low levered companies suffered 
-0.59 per cent of underperformance whereas 
highly levered companies experienced -3.18 
per cent of underperformance. 

“When you combine the multiple-notch 
downgrade insight with the figures we 
discovered for highly levered companies 
and high-yield companies what we are 
really seeing here is a re-pricing of risk,” 
explains Pope. 

The figures for low levered and high 
levered companies experiencing an upgrade 
fell within a smaller range, being +0.97 
per cent and +1.34 per cent respectively. 
When asked why this is more of a muted 
effect than for the downgrade Pope 
replies: “Following a downgrade there’s an 
immediate re-pricing which takes place rather 
quickly. With an upgrade, the outperformance 
takes longer to occur because investors 
are looking for confirmation. However, the 
outperformance persists for quite some 
time.” (Source: S&P Capital IQ, Lenders Lead, 
Owners Follow, October 2014)

Multiple-notch ratings changes
This refers to a company experiencing a 
multiple-notch upgrade or downgrade: for 
example, a downgrade from AAA to BBB. 
What transpires is that the credit signal 
is almost twice as strong when there’s a 
multiple notch downgrade when compared 
to a single notch downgrade (-2.94 per 
cent compared to -1.58 per cent). More 
importantly, the signal is six times as strong 
for a multiple-notch upgrade versus a single-

Figure 1: Long-term ratings changes impact on 
equity performance for the US and Asia

Russell 3000
Event Horizon (days) CAAR Hit Rate

Downgrade 

(2716)

1 -1.08%*** 42%***
5 -0.85%* 42%***
10 -0.70% 45%***
20 -1.75%*** 44%***

Upgrade  

(1775)

1 0.13%** 50%
5 0.38%*** 52%
10 0.40%** 50%
20 1.20%*** 52%*

S&P BMI Asia
Event Horizon (days) CAAR Hit Rate

Downgrade 

(327)

1 -0.85%*** 40%***
5 -1.84%*** 39%***
10 -2.19%*** 40%***
20 -2.95%*** 37%***

Upgrade  

(439)

1 0.25%** 54%*
5 -0.07% 49%
10 -0.12% 47%
20 -0.19% 46%*

***, **, and * denote statistical significance at the 1%, 5%, and 10% levels respectively
Source: S&P Capital IQ Quantamental Research. Backtested returns do not represent 
the results of actual trading and were constructed with the benefit of hindsight. 
Returns do not include payment of any sales charges or fees. Inclusion of fees and 
expenses would lower performance. Past performance is not a guarantee of future 
results.

Figure 2: Performance impact on Russell 3000 for 
single notch ratings change versus multiple notch 
ratings change

20 Day CAAR Hit Rate Count

Small downgrade -1.58%*** 45%*** 1804

Large downgrade -2.94%*** 41%*** 731

Small upgrade 0.66%** 51% 1442

Large upgrade 3.25%*** 57%** 217

***, **, and * denote statistical significance at the 1%, 5%, and 10% levels respectively
Source: S&P Capital IQ Quantamental Research. Backtested returns do not represent 
the results of actual trading and were constructed with the benefit of hindsight. 
Returns do not include payment of any sales charges or fees. Inclusion of fees and 
expenses would lower performance. Past performance is not a guarantee of future 
results.
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“The key point with CDS is that it 
moves fairly quickly. Once you experience 
a first widening there’s a period of 
underperformance but it’s really the second 
widening that you need to worry about. 
This signal can act as a torpedo alert for 
investors to revisit their investment thesis 
because the market is re-pricing risk at 
this point.

“What we found was that multiple CDS 
widenings lead, on average, to 200 basis 
points of underperformance over 20 days,” 
confirms Pope.

Taking a quick look at the figures for 
these additional CDS events, one finds 
that subsequent CDS widening events 
in Asia lead to over 600 basis points of 
underperformance. Regardless of market 
geography, the majority of companies that 
experience 50bp widening events are high-
yield companies. 

The 50 basis point CDS spread: 
An early warning signal?
Pope explains that during the research a 
number of different CDS spread thresholds 
were considered: 25bp, 50bp, 100bp. The 
reason for choosing 50 basis points as 
the reference figure was to capture both a 
significant change in the CDS spread but at 
the same time ensure that a large enough 
number of events were available to perform 
the study. 

“We decided that 50 basis points was 
a good compromise between a significant 
market move and there still being a large 
enough number of events to examine,” 
says Pope. 

The research looked at one-day 50 
basis point widenings for 5-year constant 
maturity CDS spreads and found a marked 
underperformance in the underlying equity 
over 20 days. 

First, single event spread changes were 
considered. During backtesting, the results for 
the S&P BMI Europe found that the backtested 
returns were strong prior to a large widening 
event. Following a 50 basis point widening 
event, the index experienced -1.46 per cent of 
underperformance over 20 days, with most of 
the negative price movement occurring over 11 
days after the event before plateauing.

With respect to the US, the Russell 3000 
recorded -1.07 per cent of underperformance, 
and similar to Europe, the majority of that 
negative price move occurred over the first 
10 days. The figures for Asia were much 
more prominent: -4.91 per cent; see figure 3. 

“Perhaps this is down to greater 
inefficiency in the Asian markets. It is also 
probably a sign of the nature of that market. 
Asian investors, particularly Japanese 
investors, are risk-averse relative to other 
regions. The CDS signal certainly tends to 
work better in Asia,” says Pope.

The hit rate for Europe was 40.89 per cent 
whilst for the US and Asia they were 44 per 
cent and 36 per cent respectively. 

Of far greater significance in the research 
is the effect that subsequent 50 basis point 
widening events have on the underlying 
price of equities. 

What one can infer here is that the first 
CDS widening event can be thought of as a 
canary in the mine, or as Pope likes to say, a 
“torpedo alert”.

Figure 3: Impact of 50 basis point CDS spread 
widenings on equity performance for Russell 3000 
and S&P BMI Asia

Source: S&P Capital IQ Quantamental Research. Backtested returns do not represent 
the results of actual trading and were constructed with the benefit of hindsight. Returns 
do not include payment of any sales charges or fees. Inclusion of fees and expenses 
would lower performance. Past performance is not a guarantee of future results.

Negative Positive

Days

Ratings event study
Russell 3000; 12/31/1999 to 12/31/2013

t-5 t-3 t-1 t+1 t+3 t+5 t+7 t+9 t+11 t+13 t+15 t+17 t+19

5%

3%

1%

CA
AR

-5%

-3%

-1%

5%

3%

1%

Upgrade Downgrade

Days

CA
AR

-5%

-3%

-1%

S&P BMI Asia; 12/31/1999 to 12/31/2013

t-5 t-3 t-1 t+1 t+3 t+5 t+7 t+9 t+11 t+13 t+15 t+17 t+19

www.hedgeweek.com


Hedgeweek Special Report Nov 2014 www.hedgeweek.com | 6

S&P CaP ital  iQ

speculative grade companies. In addition, 
there have been an estimated 303 instances 
where the CDS spreads of companies have 
widened by 50 basis points or more. 

In effect, the CDS event is a short-term 
signal that investors could use as one of 
their early warning signals 

In conclusion, Pope adds: “One limitation 
to be aware of is breadth. There may not 
be a large number of examples of this 50 
basis point CDS spread widening, depending 
on where you are in the cycle. With all 
backward looking analysis we are making 
the assumption that the future will look 
something like the past.” n

Past performance is not an indicator of 
future performance.  
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As S&P Capital IQ’s research paper points 
out, the attributes of these companies are:
• Poor capital efficiency 
• Poor earnings quality 
• Weak analyst sentiment

Conclusion
Pope says that when looking at the research, 
before a long-term ratings downgrade 
was issued a company’s equity started to 
underperform.

“It’s not like the market is surprised by 
the downgrade. It has already begun to 
price it in so the ratings analyst change 
may be confirmation of a change in the 
creditworthiness of a company. Both the 
markets and the ratings analyst seem to be 
responding to some fundamental change 
in the story. We do see underperformance 
for five days preceding a ratings analyst 
change,” says Pope.

What this research seems to reveal is 
that equity investors could pay attention 
to certain key fixed income signals. They 
may be reluctant to do so or feel that in a 
benign credit environment it’s not necessary 
to do so but even in such an environment 
downgrades still occur. For example, in 
the second quarter of 2014, Standard & 
Poor’s Ratings Services downgraded 68 US 
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