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Weekly Briefing
SKYView: Fallen Angels
As the coronavirus and disintegration of OPEC+ continue to hamper economic growth, rating agencies have begun to revisit the outlooks for
companies under their coverage. In two prior notes to investors (in 2018 and 2019), we simulated fallen angel volumes in a series of shocks to a rapidly
growing BBB market. In this Weekly Briefing, we update our analysis given the emergence of a new set of risks, and estimate that fallen angels could
amount to $250bn in 2020 and most negatively impact Energy, Automotive and Utility sectors.

What Has Changed?
Late in the cycle and seeing initial signs of a slowdown in y/y growth, the onset of the coronavirus and associated shutdowns created a
negative shock to an already fragile global economy. As businesses face mandatory shutdowns and people all over the globe partake in social
distancing, economic growth is grinding to a nearly unprecedented halt. Rating agencies, however, have been active, with over $60bn of debt already
downgraded from investment grade to high yield through the time of publication. With some economists projecting US GDP growth of -20% or worse in
Q2’20, this year could see the largest shift of debt from BBB to BB indices since the beginning of high yield as an asset class. Still, there are reasons to be
optimistic. First, negative GDP growth is expected to be severe but short-lived, with most economists also anticipating a rebound in H2’20. Second, as
demonstrated below, the difference in funding costs between BBB and BB markets has rapidly widened (and will likely continue to do so given the Fed’s
ability to buy low-rated investment grade bonds, but not high yield bonds), a dynamic that should entice management teams to defend current ratings
via dividend cuts, a scale-back of capital expenditures and other forms of cost savings. Still, given the near-term expectation of a sharp contraction in
corporate profitability, self-help efforts may prove insufficient for many issuers on the cusp of a downgrade.

Source: SKY Harbor, ICE BofA Indices, FactSet

Years in the Making
A clear trend this cycle has been the growth of investment grade debt (+149% as measured by face value), particularly within the more
borderline BBB ratings cohort (+225%). The ICE BofA US Corporate BBB Index (C0A4) is now $3.3tn in size, making up ~ 50% of the ICE BofA US
Corporate Index (C0A0), relative to ~ 38% of the investment grade index at the start of the current cycle (Q3’09). At its current size, the BBB index is
2.7x the size of the ICE BofA US High Yield Index (H0A0) and 5.4x the size of the ICE BofA BB US High Yield Index (H0A1), well above the relative
comparisons a decade ago (~ 1.3x and 3.3x, respectively).

Source: SKY Harbor, ICE BofA Indices, FactSet
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A Turning Tide
Fallen Angel volumes have eclipsed the $100bn mark in only three years over the last twenty (’02, ’05 and ’09), and equated to ~ 17% of the
starting value of BBB debt at its peak (’05). Total Fallen Angel debt has remained below $40bn per annum since the commodity crisis in ’16, with Rising
Stars outnumbering Fallen Angels in the eight consecutive quarters ended December 31, 2019. However, through the first two months of 2020, an
inflection point was reached, with the downgrade of Kraft Heinz into the high yield space driving the reversal.

Source: SKY Harbor, ICE BofA Indices, BofA Merrill Lynch, Moody’s

There are additional signs of risk factors building in the market, including higher-than-average leverage in the BBB space. By way of example,
average BB and BBB leverage metrics have historically moved in tandem over longer periods of time, but directionality has diverged over the last
several quarters (note that a change in the handling of operating leases drove modest re-leveraging at the start of 2019). The uptick in BBB leverage to
above-average levels (while BB leverage has declined and is tracking to below-average levels) has been attributed to heightened M&A activity in the
investment grade space. We highlight that nearly 20% of debt within that rating bucket is issued by entities with leverage in excess of 4.0x at present,
typically a level associated with a high yield rating, and above the trailing-5yr-average BB leverage metric, as shown below. While we acknowledge that
rating agencies have historically allowed companies to maintain an IG rating post a leveraging transaction (it takes time to realize synergies, reduce
costs and de-lever to more normalized levels following an acquisition), an expectedly sharp turn in the corporate earnings growth cycle could provide
the necessary impetus to downgrade some of the more “cuspy” BBB credits.

Source: SKY Harbor, Bloomberg, Capital IQ, BofA Merrill Lynch, ICE BofA Indices

Gauging Sector Risk
BBB index growth has come from every sector, ranging from Healthcare (+1,140%) to Media (+2%), and comes from both above and below
average issue and issuer sizes. Additionally, BBB growth has been driven by both downgrades and net new issuance, the latter driven by an uptick in
M&A stemming from favorable market conditions and elevated CEO confidence earlier in the cycle. On a very basic level, we view sectors with the most
amount of BBB debt (Energy, followed by Banking and Healthcare) and those with the greatest amount of debt growth this cycle (Healthcare, followed
by Leisure and Autos) to be at risk.

Source: SKY Harbor, ICE BofA Indices
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Empirical evidence shows that fallen angels have traded well upon entering the high yield index, likely the result of spread widening while still
a BBB index constituent in the months preceding a downgrade, and spread tightening in the months immediately following a downgrade (driven by
portfolio selling and then buying due to market technicals). Stress, however, is often felt by existing BB securities, particularly those within sectors
overwhelmed by a wave of downgrades, as they are often liquidated to make room for new index entrants. For this reason, we believe the relative
amount of sector debt that could enter the high yield market is an important metric to track. Among sectors most negatively impacted by COVID-19
related shutdowns and depressed crude prices (highlighted below), we believe the Energy sector will be in the most challenging position.

Source: SKY Harbor, ICE BofA Indices

Quantifying the Potential
To more realistically estimate the magnitude of debt that could enter the high yield market upon a turn in the cycle, we look back at peak
fallen angel periods over the last 20 years. As demonstrated below, there have been four spikes in fallen angel volumes since the year 2000 (both in
and out of recessions), the most recent driven by a wave of commodity downgrades in 2016. On a cumulative basis (over the span of 24 months), an
average of $150bn of fallen angels hit the high yield market during those periods. At the apex of each run-up, 4% to 17% of the then-existing BBB index
was downgraded to high yield. An equivalent average percentage applied to today’s significantly larger BBB index implies the potential for ~ $450bn of
fallen angel volumes to enter the high yield market.

Source: SKY Harbor, ICE BofA Indices, BofA Merrill Lynch

This Fallen Angel cycle, in theory, may play out far differently than past periods of stress given the expectation of a sharp but brief
contraction. As such, the summation of FA debt over a 24-month period, as was done above, may prove to be a flawed method. In the very near term,
economists expect GDP growth to decline rapidly, perhaps as significantly as -20% in Q2’20 alone. It goes without saying that such pressure on
economic growth would likely accelerate an already negatively trending ratings migration rate, an historic precursor to FA stress.

Source: SKY Harbor, ICE BofA Indices, BofA Merrill Lynch, Bureau of Economic Analysis
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With this in mind, we used the historical relationship between Fallen Angel volumes and both US GDP growth and unemployment to generate
downgrade estimates. As demonstrated in the scatterplots below, -2% GDP growth in 2020 would historically coincide with the downgrade of ~ 9.3% of
the BBB index to high yield, equating to ~ $300bn (using today’s BBB index size). Furthermore, a 6% unemployment rate would coincide with ~ 1.25% of
the high grade index being downgraded to high yield, equating to ~ $85bn.

Source: SKY Harbor, ICE BofA Indices, BofA Merrill Lynch, Bureau of Economic Analysis, Bloomberg

Calculating an average of methods (cumulative FA volume in prior peak stress periods, peak FA volume as a % of BBB debt, US GDP growth
derived, and US Unemployment Rate derived) we arrive at a 2020 Fallen Angel volume estimate of ~ $250bn. If this were to occur, it would be twice
the total of the next highest year (~ $123bn in 2002), but well below record levels when normalized by the amount of BBB debt outstanding (2020 FAs
would be ~ 7% of the BBB index size, well below the 17% registered in 2005).

Rating Bucket Positioning
Turning to market performance, we examine the three periods in the last two decades in which LTM fallen angel volumes, normalized by the
size of the BB market, peaked at a standard deviation above the set average (‘02/’03, ‘05/’06, and ‘09/’10, shaded grey in the chart at left below).
Returns were orderly in the latter two periods (i.e., Single-B returns exceeded BB returns, which exceeded BBB returns), giving credence to the
aforementioned dynamic of fallen angel bonds changing hands ahead of a downgrade (and, therefore, not causing a BB performance drag upon
entering high yield). An exception, however, occurred in the May ’02 to June ’03 period, when the BB index trailed Single-Bs and BBBs. While the
relatively limited history of the high yield market leaves us with a set of test periods that is far from robust, we speculate that BB returns may have been
muted given the need to absorb a relatively higher amount of fallen angel debt (fallen angel debt to BB market size was greatest in this period).
Importantly, these results support our view that the relative amount of fallen angel debt (as a % of existing debt in the constituency the downgraded
bonds are entering), not the absolute amount, is the key risk factor to monitor.

Source: SKY Harbor, ICE BofA Indices

Sector Positioning
To develop a more practical gauge of fallen angel risk by sector, we created a data set of non-financial BBB issues (> 3,000 line items) and
assigned each a net debt-to-EBITDA metric by leveraging publicly available financials through Bloomberg and Capital IQ. We then assigned each line
item a sector-specific leverage threshold most often utilized by rating agencies as the cutoff for BB ratings. Our analysis further assumes the cycle turns
immediately, deleveraging ceases and rating agencies downgrade credits based solely on LTM leverage relative to sector-specific historical BB
thresholds (i.e., no leniency for credits with elevated leverage following an acquisition or temporary earnings degradation, and no consideration of nonleverage factors in the rating process). We plot the percentage of BBB sector debt that would fail this leverage simulation (assumed to get downgraded)
along the x-axis in the scatterplot below. Across the y-axis, we calculate the size of our assumed downgrade universe (using the leverage simulation
above) relative to the size of the BB sector in which it would enter. In this manner, sectors that perform poorly on both measures (i.e., sectors FA debt
would likely come from and those with inflows that are large relative to the existing BB sector base) appear in the upper right portion of the chart
below (Energy, Automotive and Utility).
4

Source: SKY Harbor, ICE BofA Indices, Bloomberg, Capital IQ, Morgan Stanley, Moody’s

Concluding Points
•
•
•
•
•
•
•

A clear trend this cycle has been the growth of investment grade debt (+149% as measured by face value), particularly within the more borderline
BBB ratings cohort (+225%).
BBB index growth has come from every sector, ranging from Healthcare (+1,140%) to Media (+2%), and includes both above and below average
issue and issuer sizes.
Risk factors have been building, including the anticipation that COVID-19 disruptions and oil price wars will weigh on corporate earnings in the near
term; however, this sharp contraction may prove temporary in nature.
There have been four spikes in fallen angel volumes since the year 2000 (both in and out of recessions), the most recent driven by a wave of
commodity downgrades in 2016; our analysis suggests that the next “wave of fallen angels” could exceed prior peaks at ~ $250bn (average of
methods).
Empirical evidence, however, shows that fallen angels have traded well upon entering the high yield index.
We find that the relative amount of fallen angel debt, not the absolute amount, to be a key risk factor to monitor.
Putting together all of our simulations, we find Energy, Automotive and Utility sectors have the greatest fallen angel risk, followed by Retail and
Consumer Goods.
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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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