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Weekly Briefing
SKYView: Valuations
The selloff in risk assets has continued, with large cap US equities and US high yield bonds posting negative returns since the start of October.
During that time, Enterprise Value to EBITDA multiples for both the S&P 500 and Russell 2000 indices have declined 7%, and for the former now
represents the lowest level since December 2016. While we stress that we are not of the mindset that an end to the cycle is imminent, and note that
the magnitude of EV multiple deterioration over the past six weeks is well below what was experienced in prior cycle downturns (we include the last two
recessions, as well as the commodity “mini-cycle” in 2015 and 2016), we are nevertheless cognizant of how quickly a concurrent fall in EV multiples and
negative EBITDA growth can erode implied “cushions” for leveraged credits. In this weekly brief, we focus on the size and resilience of sector equity
cushions, and re-visit sector relative value post-selloff.
Equity market Enterprise Value multiples typically erode during periods of economic stress and have fallen more than 30% heading into past
cyclical troughs. At the same time, underlying EBITDA generation tends to suffer, with y/y declines often exceeding 20%. This decline in EBITDA ultimately
leads to credit metric deterioration as high yield market net leverage rises. As demonstrated in the charts below, a simultaneous fall in EV multiples and
rise in net leverage ratios occurred during the last recession and during a period of acute commodity stress in 2015/2016.
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Given a priority claim within an issuer’s capital structure, high yield investors have generally benefited from equity multiple expansion and
underlying earnings growth over the last several years. The resulting equity cushions – which we define as the difference between Enterprise Value
multiples and net leverage – have largely been on the rise since 2011. While net leverage continues to trend downward in the US high yield bond market
(largely due to EBITDA growth), rapid deterioration in equity market EV multiples since the start of October has more than offset the deleveraging
tailwind, resulting in cushion compression. While the approximately 9.0x cushion at present (S&P 500 Index EV/EBITDA multiple of 12.5x less US High
Yield Index Net Leverage of ~ 3.5x) is nearly two turns above the trailing-15-year average, cushion degradation has historically coincided with ICE
BofAML US High Yield (H0A0) spread widening given the highly negative correlation between the two factors.

Source: SKY Harbor, Bloomberg, BofA Merrill Lynch, ICE BofAML Indices
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Taking our analysis to the sector level, we created a dataset that captured net leverage, Enterprise Value and EBITDA growth, and the resulting
cushion calculations at various points in time through the cycle, all broken down by ICE BofAML Level 3 sector classifications. Over time, periodic changes
in corresponding sector EV/EBITDA multiples, as well as “bear case” leverage expansion estimates (average sector-specific EBITDA declines over the
last two recessions, applied to LTM sector net leverage to generate a recessionary net leverage estimate) proved most statistically significant in
determining changes in sector spreads. Using this relationship, we then compared actual spread widening (from September 30 to November 14, 2018)
to model-implied spread widening (using the aforementioned variables) in search of potential market mispricings. Although idiosyncratic risks abound
(we are in the middle of Q3’18 earnings season), we view this exercise as an appropriate starting point to identify opportunistic trades in what may be a
brief period of market dislocation.

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

In summary, we remain mindful of sector EV multiple degradation in the current selloff, as there has historically been a statistically significant
correlation between equity cushions and US high yield spreads over time. Additionally, sector-specific measures of EV multiples, net leverage and trough
EBITDA growth point to dislocation between actual and model-implied spread widening since the start of October, which we are using to shape our
thoughts around sector allocation and to identify swap opportunities.
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Important Disclosures and Disclaimers
SKY Harbor Capital Management, LLC (“SKY Harbor”) provides this document for informational purposes only. The information herein is intended solely for the person
to whom it has been delivered. 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.
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 BofAML Index data referenced herein is the property of ICE Data Indices, LLC (“ICE BofAML”) and/or its licensors and has been licensed for use by SKY Harbor.
ICE BofAML PERMITS USE OF THE ICE BofAML 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 BofAML 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.
© 2018 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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