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“Apocalypse soon? Impending fallen angels wave is too broad a brush”
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eightened market volatility and a string of credit-specific events (e.g., GE, PCG) have rendered investors increasingly
concerned about surging credit risk in the BBB rated category of the investment grade corporate market. These fears
have crystallized, almost counterintuitively, in an environment of recently accelerating EBITDA growth. Yet, the BBB
rated segment experienced a 3% loss in 2018 -- its worst performance since the last crisis. The concern around the
vulnerability of the approximately $2.5 trillion BBB rated corporate market to rating downgrades originates primarily from the
brisk growth of this segment (in both absolute and relative terms). Rising leverage is also a source of investor anxiety, as record
debt-funded M&A activity has resulted in a higher proportion of BBB credits’ leverage metrics mirroring BBs’. While much of
the concern surrounding market size and leverage is understandable, a granular look at the data paints a more nuanced
picture.
Chart 1: BBB rated corporates' leverage and implied rating
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Note: Rating denotes implied rating from leverage ratio levels (e.g., 15% of BBBs carry leverage > 3.5x, which maps to a BB rating)

BBB credits are disparate
The amount of outstanding BBB debt has grown
significantly, comprising half of the investment grade
market from one-third a decade ago, and is almost
twice the size of the high yield market. On the surface,
the eruption of BBB rated debt seems concerning,
particularly against a backdrop of higher leverage.
Credit Suisse estimates that 15% of the BBB corporate
market or approximately $400 billion carries a
leverage above 3.5x -- a level typically commensurate
with a high yield rating.
Nonetheless, leverage risk is not distributed evenly
across all industries. The increase in leverage over the
last several years has been driven primarily by a spate
of M&A-related activity, mostly within low-beta, noncyclical industries such as healthcare and food and
beverage.
Although more defensive sectors are not immune to
downgrade risk in a downturn, they have displayed a
smaller propensity to be downgraded historically.

Chart 2: Historical large IG M&A transactions by sector [% of deals]
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Moreover, a significant portion of BBB rated debt from enterprises levered above 3.5x emanates from the Technology, Media,
and Telecom (TMT) and Energy sectors. These two sectors represent half of low BBB rated debt -- the segment most exposed
to downgrade risk to high yield.
Chart 3: BBB-rated corporates' composition by sector
Financials

Basic Industry

Capital Goods

TMT

Consumer Cyclical

Consumer Non Cyclical

Energy

Utilities

Other (*)

100%

75%

50%

25%

2018

2017

2016

2015

2014

2013

2012

2011

2010

2009

2008

2007

2006

2005

2004

2003

2002

2001

2000

0%
Source: Barclays Live, Bloomberg
(*) Other includes REITS, Transportation, Insurance, and Other Industrial

We should also note that leverage should not be
construed as the single determinant of downgrade
risk. In fact, focus on rising leverage is likely to be
obscuring other relevant considerations such as cash
flow generation, liquidity, industry dynamics, and
flexibility in dealing with economic adversity. Many
BBB rated names exhibit high post-M&A leverage
rather than severe operating challenges.
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This concentration risk could be somewhat concerning
given that historical peaks in downgrades have Chart 4: BBB net ratings outlook [$bn]
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in Chart 4.
Chart 5: % BBB rated corp interest coverage ratio & implied rating
Similarly, the TMT sector has already produced 37.5%
of 2017’s fallen angels.
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Rating agencies have been permissive
A more prominent risk posed by the deterioration in leverage stems from negative rating agency actions, which appear to
have relaxed standards within some industries, allowing certain companies to attain a higher credit rating than one would
otherwise assume based solely on the issuer’s leverage metrics.
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Predictably, as the macroeconomic backdrop has
softened, rating agencies have become more
stringent with companies that have lagged their
deleveraging targets.
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Chart 6 exhibits the noticeable convergence in Chart 6: BBB net leverage vs BB net leverage
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Factors such as scale of business, reliance on M&A
synergies, and a pledge to delever quickly have Chart 7: Gross leverage for IG acquirers following an acquisition
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What are the implications for the market?
Many investors ponder whether the US high yield market can cope with the negative technical created by the scale of
downgrades that might result from the changed structure of the investment grade market. As outstanding BBB debt has
grown, it is reasonable to expect that downgrades will surpass historical averages.
The downgrade rate of BBB rated debt to high yield has been below the long-term average of 4.5% in eight of the past nine
years, reflecting a supportive macroeconomic backdrop, with stress in the Energy sector causing the 2016 outlier. During prior
recessions, the downgrade rate rose to 10-15% of BBBs as depicted in Chart 8.
Chart 8: Fallen angels [$bn, and as a % of the BBB and BB Bloomberg Barclays US corporate indices]
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If we assume the same percentages are applied to a theoretical down-cycle today, approximately $260-$400 billion of debt
could be at risk. The low BBB segment, which represents a quarter of the BBB index, naturally exhibits greater downward rating
migration risk, but only 10% of this segment carries a negative outlook by at least one rating agency. This suggests
approximately $65 billion of potential downgrades in 2019 -- by no means staggering in the context of a $1.2 trillion high yield
market. Many of these issues may not translate into downgrades – any outsized fallen angel activity generally requires a
meaningful deterioration in credit fundamentals. Most have remained generally stable for the broader BBB category, with the
exception of leverage ratios.
Like defaults, rating migrations from investment grade to high yield exhibit a strong macroeconomic component and are
inextricably linked to the credit cycle. Credit markets have also experienced downgrade waves outside of recessions, but
those have typically been concentrated around one or two sectors, such as Autos in 2005 and Energy in 2016. The current
period compares well to the 2015-2016 non-recessionary downgrade wave which saw $121 billion of fallen angels, driven
primarily by the deterioration in the Energy sector. To put the magnitude of potential downgrades into perspective, the prior
two recessions have produced larger amounts of fallen angels -- $207 billion in 2001-2002 and $164 billion in 2008-2009.
Similar liquidity issues seen in 2016 will probably recur at some point and could be protracted. Absent a recession, downgrade
risk among BBB rated issuers appears manageable and likely to remain contained to structurally and cyclically challenged
sectors and firms. Longer term, a wave of downgrades will be inevitable in the next recession and will be exacerbated by the
size of the debt being absorbed by high yield. The buyer base for fallen angels might be limited and more constrained in its
willingness to buy downgraded long duration BBB bonds. Nonetheless, as we have seen in prior cycles, it will take time to
unfold, as downgrades typically occur over a two to four-year span and tend to lag the market – if 2016 downgrades are any
indication, spreads began widening mid-2014 and the wave of energy-related downgrades didn’t peak until early 2016,
almost two years later.

Conclusion
The quantum of BBB debt is unprecedented, hence gauging the magnitude of the potential impact of broad downgrades is
indubitably more art than science. The orthodoxy that the BBB rated segment has become uniformly riskier due to stretched
leverage metrics belies the complexity of the issues at play. While it is difficult to predict a sector-driven rise in fallen angels,
pockets of risk undeniably exist. The data are hardly persuasive that the BBB corporate bond category indiscriminately poses
an imminent threat to credit markets, especially as large amounts of fallen angels have been absorbed by high yield in the
past. While even the most “defensive” credits are not immune to downgrade risk late in the cycle, negative credit events
have yet to become systemic. Such a scenario would require either an exogenous economic event, such as a recession, or
a rapid fundamental deterioration of a significant amount of BBB issuers (or the confluence of both), which we do not
envisage in the short term.
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Disclaimer
The information contained herein has been prepared solely for informational purposes and is not an offer to buy or sell or a solicitation
of any offer to buy or sell any security.
First Principles Capital Management, LLC (“FPCM”), or any of its affiliates, do not make any representation or warranty, express or implied,
as to the accuracy or completeness of the information contained herein, and the information contained herein should not be relied
upon as a promise or representation whether as to the past or future performance. The information contained herein includes estimates
and projections that involve significant elements of subjective judgment and analysis. These statements are not purely historical in nature,
but are “forward-looking statements”. They may include, among other things, projections, forecasts, targets, sample or pro forma
investment structures, portfolio composition and investment strategies. These forward-looking statements are based upon certain
assumptions. Actual events may differ from those assumed. FPCM or any of its affiliates do not make any representations as to the
accuracy of these forward-looking statements or that all appropriate assumptions relating thereto have been considered or stated and
none of them assumes any duty to update any forward-looking statement. Accordingly, there can be no assurance that estimated
returns or projections can be realized, that forward-looking statements will materialize or that actual results will not be materially lower
than those presented.
FPCM and its affiliates disclaim any and all liability as to the information contained herein or omissions here from, including, without
limitation any express or implied representation or warranty with respect to the information contained herein.
The information contained herein is confidential and proprietary to FPCM and its affiliates. This material and information should be treated
as strictly confidential and cannot be disclosed to any other party other than the recipient and its advisers. Notwithstanding anything to
the contrary contained herein, the recipient (and each employee, representative, or other agent of the recipient) may disclose to any
and all persons, without limitation of any kind, the tax treatment and tax structure of the transactions described herein and all materials
of any kind that are provided to the prospective investor relating to such tax treatment and tax structure (as such terms are defined in
Treasury Regulation section 1.6011-4). This authorization of tax disclosure is retroactively effective to the commencement of discussions
with prospective investors regarding the transactions contemplated herein. By accepting this information, the recipient agrees to be
bound by all of the limitations described herein.
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