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Weekly Briefing
SKYView: Value in CCCs
To say that 2020 has been a tumultuous year would be an understatement. The coronavirus pandemic brought about an abrupt end to the relatively
benign risk environment enjoyed early in the year, leading to one of the most dramatic contractions in economic output on record. High yield spreads widened
over 700 bps amidst the first US and European lockdowns, with weakening economic and market conditions necessitating central bank intervention and various
government stimulus programs to prevent a downward spiral. Despite a third wave of coronavirus cases, we view renewed policy support and positive
developments on the vaccine front as another step toward a sustained re-opening. In this Weekly Briefing, we examine total return potential in lower-quality
credits given our expectation that the economic recovery will continue in 2021.
Rating bucket total returns were closely grouped through the first six weeks of the year, with a mere 6 bps separating BBs from CCCs (though BBs
were outperforming more significantly on a beta-adjusted basis). COVID-fears and a drastic reduction in economic output led to significant spread widening in
the subsequent weeks, with the ICE BofA US High Yield Index (H0A0) reaching an OAS peak of 1,087 bps on March 23, 2020. BBs continued to outperform CCCs
in the initial stages of spread tightening, maintaining a cumulative total return advantage of over 15% through the first five months of the year (Jan – May).
Performance of lower-quality credits has since stabilized, with CCCs outperforming BBs over the subsequent five months (Jun – Oct), though a sizeable YTD
performance gap remains. From a spread ratio perspective (CCC/B and CCC/BB spread ratios), CCC attractiveness relative to higher-quality credit registers just
better than parity on a percentile ranking basis.

CCCs Have Begun to Chip Away at Underperformance vs. BBs

Rating Bucket Spread Ratios Modestly Favor CCCs
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Far from a ringing endorsement of CCC risk, we look beyond spread ratios to gauge the likelihood of CCC outperformance in the coming months.
Though we have written about upside earnings surprise among US corporates in both Q2 and Q3 2020, absolute earnings growth has been deeply negative,
consistent with recessionary conditions. In our view, however, an inflection in corporate earnings is almost upon us, as our multi-factor regression model
projects EBITDA growth among S&P 1500 constituents to exceed 20% by mid-2021. Using quarterly data over the last twenty years, we find that spreads tighten,
on average, during quarters in which corporate EBITDA growth is positive, and widen, on average, during quarters in which corporate EBITDA growth is negative
(an intuitive, but nevertheless important distinction). Further nuancing this dynamic, we find the spread change beta of CCC bonds (relative to the index as a
whole) is ~ 1.7x, implying greater compression opportunity for lower-rated credits in an elevated EBITDA growth environment, such as the one we expect in
2021.
S&P 1500 Index EBITDA Growth: Actual vs. Predicted
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With the expectation of EBITDA growth as business conditions normalize, it is also our view that underlying credit fundamentals are likely to
strengthen in 2021. At present, we estimate net leverage for the high yield market, in aggregate, to be approximately 4.4x. EBITDA growth of over 20%,
assuming a prudent use of free cash flow, should allow HY issuers to deleverage in the coming quarters, perhaps down to the long-run index average of
approximately 3.7x. Concurrent with improving fundamental metrics, we expect rating agency cuts to moderate, perhaps bringing about an end to a period in
which the face value of downgrades far outweighed upgrades. As demonstrated in the chart below, next 12-month total returns of the CCC sub-index relative to
the HY index tends to be positive as the trailing 12-month value of downgrades reaches parity with upgrades. As such, we think CCCs are likely to be the biggest
beneficiary of an anticipated inflection in credit migration rates.
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Defaults have also been topical over the last several months, with par and issuer-weighted rates in the 8% range as of prior month-end (October 31,
2020). Our multi-factor regression model projects a peaking of defaults in the 10% range by December of this year, followed by a moderation to approximately
5% by December 2021. Since 2005 (the limit of our dataset), BBs have outperformed CCCs, on average, by nearly 45 bps of total return per quarter in periods in
which the default rate was on the rise. When the default rate was on the decline – which we expect in 2021 – CCCs have outperformed BBs by nearly 115 bps, on
average, per quarter.

SKY Harbor Default Model
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Significant risks undoubtedly remain in the high yield market, but we believe the YTD performance gap sets up for outperformance of CCC-rated debt
over the coming 12 months. In our view, the combination of positive EBITDA growth, a reduction in net downgrades, and a halving of the default rate bode well
for a rally in lower-rated credit over the intermediate term. On the margin, we think selectively adding more speculative risk to portfolios can generate alpha as
global economies continue to recover.
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Important Disclosures and Disclaimers
This analysis and the opinions expressed herein are intended solely for institutional and professional investors that are responsible for assessing their own risk
tolerances under prevailing market conditions. SKY Harbor Capital Management, LLC (“SKY Harbor”) provides this document for informational purposes only. Nothing
contained in this document is or should be construed as an advertisement, or an offer to enter any contract, investment advisory agreement, a recommendation to buy
or sell securities of any kind, a solicitation of clients, or an offer to invest in any particular fund, product, investment vehicle, or derivative.
This document contains forward-looking statements that are based on SKY Harbor’s current views and assumptions. Forward-looking statements such as the findings of
our analytical research, our outlook for interest rates, Fed policy, the economy, high yield markets and the like, or our intended adjustments to the portfolios within our
strategies are subject to inherent risks, biases and uncertainties that are beyond SKY Harbor’s control and may cause actual results to differ materially from the
expectations expressed herein.
The information contained herein is subject to change, and SKY Harbor is under no obligation to update any information contained herein. Certain information
contained in this document has been obtained from third-party sources and, although believed to be reliable, has not been independently verified, and its accuracy or
completeness cannot be guaranteed.
Investing in securities involves risk of loss and past performance is not necessarily indicative of future results. Fixed income securities, especially high yield debt
securities, are subject to loss of income and principal arising from credit risk, which is the risk that the issuer will be unable to make interest and principal payments
when due. Material risks in investing in high yield debt securities also include, but are not limited to, opportunity cost (the risk that an issuer’s credit trends deteriorate
resulting in a higher level of compensation demanded by the market relative to the initial investment), interest rate risk, liquidity risk, selection risk, and overall market
risk. In general, issuers of high yield debt securities have a greater likelihood of defaulting on the payment of interest or principal than issuers of investment grade
bonds. There can be no assurance that the investment objectives described herein will be achieved or that substantial losses can be avoided.
Gross performance results do not reflect the deduction of investment advisory fees, which would reduce an investor’s actual return. For example, assume that $1
million is invested in an account with the Firm, and this account achieves a 6% compounded annualized return, gross of fees, for five years. At the end of five years that
account would grow to $1,338,226 before the deduction of management fees. Assuming management fees of 0.55% per year are deducted annually from the average
annual AUM, the value of the account at the end of five years would be $1,302,846, which is the equivalent of an annual compounded rate of 5.43%. For a ten-year
period, the ending dollar values before and after fees would be $1,790,848 and $1,697,408, respectively. SKY Harbor’s asset-based fees are generally billed monthly or
quarterly in arrears. Please refer to the SKY Harbor’s ADV Part 2A or applicable Offering Documents for more information on fees. Consultants supplied with gross
results are to use this data in accordance with SEC, CFTC, NFA or the applicable jurisdiction’s guidelines.
SKY Harbor is not a tax or legal advisor. Prospective investors should consult their tax or legal advisors before making tax-related investment decisions.
The ICE BofA Index data referenced herein is the property of ICE Data Indices, LLC (“ICE BofA”) and/or its licensors and has been licensed for use by SKY Harbor. ICE BofA
PERMITS USE OF THE ICE BofA INDICES AND RELATED DATA ON AN "AS IS" BASIS, MAKES NO WARRANTIES REGARDING SAME, DOES NOT GUARANTEE THE SUITABILITY,
QUALITY, ACCURACY, TIMELINESS, AND/OR COMPLETENESS OF THE BofA INDICES OR ANY DATA INCLUDED IN, RELATED TO, OR DERIVED THEREFROM, ASSUMES NO
LIABILITY IN CONNECTION WITH THE USE OF THE FOREGOING, AND DOES NOT SPONSOR, ENDORSE, OR RECOMMEND SKY Harbor or ANY OF ITS PRODUCTS OR
SERVICES.
© 2020 SKY Harbor. This document may not be reproduced or transmitted, in whole or in part, by any means, to third parties without the prior written consent of SKY
Harbor.
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