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Private Firm Summary
This semi-annual report examines credit risk in the otherwise opaque U.S. private firm credit
market. We report trends in five different areas of risk measurement: realized defaults,
internal bank ratings, new originations, financial statement-based information, and
model-based risk estimates. We derive the statistics in this report from Moody’s Analytics
C&I Data Alliance (formerly called the Credit Research Database (CRD®)).

This report contains EDFTM (Expected Default Frequency) values calculated using the RiskCalc
U.S. 4.0 Corporate Model. The EDF analyses in this report present CCA (credit cycle-adjusted)
and FSO (financial statement-only) EDF values. For each analysis date, the most recent
statements are used to generate an EDF value. No statements older than 24 months are used,
with the first score reported four months after the statement date and 24 consecutive
monthly scores after that time. The four-month lag represents the average amount of time it
takes the bank to receive the borrower’s financial statement.

Download the full report here
This report is an overview of our Middle Market Risk Report. We highlight key findings from
the report. If you are interested in more details, you can download the full report here :

https://dataalliance.moodysanalytics.com/#/insights
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*This report only contains the oveview section since it is an excerpt of the main report. You can download the full report by accessing the link on the first page.

2 AUGUST 2018



Highlights

Private firm default rates have declined steadily during the past five years. At 1.4%, the rolling 12-month default rate is down 74%
from its September 2009 peak of 5.2% (Figure 1). This trend has been driven primarily by a decline in the charge-off rate, now at its
lowest level in ten years. In addition, the percentage of borrowers in non-accrual status has decreased 56% since September 2009.
The number of borrowers rated “Substandard” has seen a steady increase since the first quarter of 2016, above pre-crisis levels, re-
flecting banks’ cautious lending practices (Figure 2).

Banks downgraded 27% of borrowers on internal rating scales during the past year, compared to 29% in 2016 (Figure 7).

Mining, Oil & Gas showed the highest percentage of balances adversely rated in 2017, 37%. Agriculture & Hunting and Whole-
sale follow at 27% and 13%, respectively (Figure 6). Across all industries, except Mining, Oil & Gas, the percentage of balances
adversely rated remained relatively unchanged during the past year.

The median RiskCalc 4.0 CCA EDF value for the U.S. bottomed at 0.54% in June 2014, increased to 0.72% in December 2016,
and has fallen back to 0.61% as of December 2017 (Figure 9). The median CCA EDF value for Non-Pass borrowers decreased from
2.56% December 2016 to 1.98% in December 2017 (Figure 10).

The median of borrowers’ financial ratios generally improved in 2017. Debt Coverage has decreased from the previous year - during
2016, it was at its highest level in the past ten years. Leverage, as measured by retained earnings over current liabilities, has continued
to improve during the past decade. Sales Growth and Change in ROA, despite slowing in 2016, have both remained positive after the
financial crisis, indicating steady growth for borrowers. Median borrower size has risen each year since 2012, indicating banks’ pref-
erences in lending to larger borrowers, though the high value in 2017 is due to the timing of financial statements filing and will likely
revert to trend once banks collect smaller borrowers’ financial statements. We also observe rising Inventory to Sales and Liquidity
ratios, while Current Liabilities to Sales and ROA ratios have fallen slightly.

Industries with the greatest risk in December 2017, as measured by RiskCalc CCA EDF credit measures, were Mining, Oil & Gas,
Information & Culture, and Transportation (Figure 14). However, the average EDF value for Agriculture & Hunting has decreased by
38.5% during the past year . Other Svcs showed the largest EDF value increase, climbing 32.3% over the previous year (Figure 15).

The median FSO EDF value of vintage loans, grouped by year of origination, has declined steadily over the past decade. This finding
indicates an improving overall credit risk profile for middle market portfolios and tighter lending standards (Figure 12). Among the
ten states showcasing the largest change in EDF levels during the past ten years, Oklahoma, Washington, and Alaska experienced
less significant decreases in EDF (Figure 18). Massachusetts and Washington showed the largest improvements, with 65% and 64%
declines, respectively(Figure 18). EDF values have declined in most states during the past year, although Alaska and Kansas saw EDF
measure increases of 37% and 7%, respectively (Figure 20).
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Overview

Introduction

This report uses realized default information, bank risk ratings, financial statement data, and RiskCalc Credit Cycle Adjusted (CCA)
private firm EDF credit measures to provide insights into a market where data is otherwise unavailable. Data comes from the Moody’s
Analytics Data Alliance (formerly called the Credit Research Database (CRD)). The Data Alliance collects quarterly data from 23 U.S.
lending organizations, including large institutions as well as smaller regional banks. The breadth and depth of the Data Alliance makes
the data highly representative of the U.S. credit market. The Data Alliance actively works with each institution to ensure a complete
and thorough understanding of loan accounting and financial statement data. The Data Alliance captures defaults in a consistent
and accurate manner using information from each institution’s loan accounting data.

Definition of Default

We define “default” in accordance with our interpretation of the Basel II directive. Our methodology detects default and near-default
events over time for all banks. Borrowers are flagged as defaulters if they are 90 days past due with a non-pass rating, are in non-
accrual status, have an internal bank rating corresponding to the regulatory ratings “Doubtful” or “Loss,” or have an obligation partially
or entirely charged-off. We also flag “Substandard” ratings, but consider these indicative of near-defaults and exclude them from our
definition of default. After detecting all defaults, we aggregate the data into a single default event for each defaulted borrower. For
date of default, we use the date of the borrower’s earliest default event. For severity of default, we use the borrower’s most severe
default type. Table 2 shows the distribution of defaults in Data Alliance by default type.

Table 1: CRD Data Characteristics*

Counts

Statements 2,408,923
Loan Accounting System Defaults 217,748
Statements with CCA EDF-December 2017 70,482
Defaults with Statements 65,698

Table 2: Distribution of Defaults by Type

Percentage of Total Defaults

Substandard 38.7%
90 Days Past Due(Non-Pass) 9.1%
Doubtful 6%
Non-Accrual 27.9%
Troubled Debt Restructuring 0.9%
Charge-off 15.5%
Loss 0.2%
Bankruptcy 0.2%
Unknown 1.5%

Lending Performance Measures

Lending performance measures utilize loan accounting data provided by participating U.S. institutions. This data provides quarterly
snapshots of loan level information, such as internal bank ratings, coupon rates, balances, and commitments for each institution’s
middle market commercial portfolio. We use this data to detect default events, to map internal bank ratings to a standard regulatory
rating, and to track balance and commitment information over time. The Data Alliance began collecting this data in 1999.

Private Firm Default Rates

We present the default rate in three forms. Figure 1 provides a rolling 12-month default rate for U.S. private firms by default type.
As noted, a borrower is considered to be in default if 90 days past due with a non-pass rating, in non-accrual status, rated Doubtful
or Loss, or partially or entirely charged-off. This default rate does not include borrowers rated as Substandard. Figure 3 presents the
same information on a balance-weighted basis, with the default rate expressed as a percentage of the banks’ outstanding balance
amount, as of each quarter end date. Figure 2 includes borrowers rated as Substandard in its rolling 12-month default rate. While
Figure 1 and Figure 3 represent actual default occurrences over time, Figure 2 illustrates how banks perceive potential, future default
risk. We calculate the default rate using all loan accounting records, regardless of whether or not there is a corresponding financial
statement.
*CRD Data characteristics exclude companies in industries such as Finance & Insurance, Public Administration, Management, and Education.

4 AUGUST 2018



© 2018 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 CREDIT RATINGS AND RESEARCH PUBLICATIONS PUBLISHED BY MOODY’S (“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.
CREDIT RATINGS DONOT ADDRESS ANY OTHER RISK, INCLUDING BUT NOT LIMITED TO: LIQUIDITY RISK, MARKET VALUE RISK, OR PRICE VOLATILITY. CREDIT RATINGS ANDMOODY’S
OPINIONS INCLUDED INMOODY’S PUBLICATIONS ARE NOT STATEMENTS OF CURRENTOR HISTORICAL FACT. MOODY’S PUBLICATIONSMAY ALSO INCLUDEQUANTITATIVE 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 PERSONWITHOUT MOODY’S PRIOR WRITTEN CONSENT.

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 SUCH 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 appraisal and rating services rendered by it fees ranging from $1,500 to approximately $2,500,000. 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. It would be reckless and inappropriate for retail investors to use MOODY’S credit
ratings or publications when making an investment decision. If in doubt you should contact your financial or other professional adviser.

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 appraisal and rating services rendered by it fees ranging from
JPY200,000 to approximately JPY350,000,000.

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

5 AUGUST 2018


