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SKY Harbor Weekly Briefing 

SKYView: Don’t buy high yield 
“Don’t buy high yield” and “stay up in quality at this point in the cycle” seem to be favorite recommendations from retail market 

strategists when you turn on financial news. Strategists also dwell on the fact that September is historically a weak month for risk assets. 
We can’t argue that high yield is cheap, and we recognize that the market technical is fragile and subject to turning negative if the valve 
controlling new-issue supply is left in the open position for too long. 

But…   
While high yield spreads during past recessions have been well wide of today’s 500 bps- averaging 1,050 and 850 with and without the 
Global Financial Crisis included in the calculation – we remind ourselves that the economic and market conditions behind the three 
recessions covered by the “modern era” of US high yield index data are each unique. As a result, we are focused on what is different 
about today’s economic and market conditions to identify fair value and drive our risk-taking.  
 
Today’s high yield market is up in quality with a higher percentage of secured bond issuance. 

   

 

Source: SKY Harbor, ICD BofA US High Yield Index 

 

US high yield is also lower in dollar price (a function of higher rates and historically low average coupons), reducing the implied principal 
loss in the event of a default.  

 
Source: SKY Harbor, ICD BofA US High Yield Index 

 

The unwinding of sector-based excesses also is likely to be less of a driver of a spike in the high yield default rate this cycle than in past 
economic downturns. The Housing, Telecom/Tech, Gaming, Energy, Financials and Autos sectors have each at various times been 
behind spikes in the high yield market default rate. The market’s largest sector, Energy (12.6% weight at market), is now largely up in 
quality and benefiting from new-found capital discipline that has significantly de-risked the sector irrespective of energy commodity 
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prices. At present, Healthcare, Services, Retail and Media have the largest weights within the market’s widest decile. In each case, a 
single issuer accounts for the sector’s high concentration (Bausch Health - Healthcare, Staples-Services, Carvana-Retail, and Dish – 
Media.) We would characterize the issues at work for the elevated default risk in the case of these issuers as idiosyncratic rather than 
related to specific sector headwinds that would result in more broad-based sector distress.   

So what?  

Projecting fair value spreads is an inexact science given the dynamic nature of the component of credit spreads that is not directly 
attributable to default risk. That said, higher quality, more secured debt, a lower average dollar price and less sector-based default risk 
concentration suggests a lower default rate and higher recovery rate, leading to a lower fair value spread target in the case of a modest 
recession. If we take 100 bps off the non-GFC average spread (848 bps becomes a rounded 750 bps) then our probability-weighted 
scenario analysis of fair value moves from 630 bps to 600 bps – still wide of yesterday’s close of 498 bps (for the ICE BofA US High Yield 
Index we use for our broad high yield market analytics.) 

And what about the calendar? 

As outlined above, we still see the market as tight to fair value even if adjusted for “what’s different” about today’s high yield market. 
But investors are quick to reprice risk. Chairman Powell’s clear and convincing Jackson Hole speech led to better alignment between 
market expectations and the path of the Fed Funds rate as outlined in the June, 2022 FOMC Survey of Economic Projections- higher for 
longer. Since Jackson Hole (August 26th), the ICE BofA US High Yield Index has returned -1.98% and spreads have widened 34 bps with 
less-than-market friendly calendar-based risks still in front of us. September has in fact been the worst returning month for equities over 
the last 15 years, but it is merely the second worst performing month for high yield, with November taking top (worst) billing with 66% 
of September returns positive although the average is modestly negative. 

  

Average of ranking each year over last 15 years ending December 31, 2021 Average return over same period 

  

Source: SKY, Bloomberg, ICE BofA Indices.  Monthly data as of August 31, 2022 

We see less technical pressures this September than in past years. True to history, the new issue spigot is opening with several well-
telegraphed deals announced this holiday-shortened week with deals to refinance higher coupon callable bonds likely to be slotted in as 
well. However, we believe investor demand will prove to be an effective regulator of capital market flow in general and supply will clear 
the market. 

On the demand side, outflows from high yield funds were $9.6b the last two weeks of August and another $1.5b has exited week-to-
date (as provided by JP Morgan and tracked by Lipper), reversing out the $9.2b that flowed in the four weeks prior to the Jackson Hole 
speeches. Anecdotally, hedge funds have reset shorts and the Street risk-taking is “flat” to set up for a weaker month.  

What we are doing… 
 
While Chairman Powell’s speech at Jackson Hole had the effect of realigning the market’s expectation of higher rates for longer, it did 
not materially change SKY Harbor’s expectations for the path of rates over the next twelve months.  Good, not great second quarter 
earnings also did not impact our forward view of corporate profitability over the next 6 months.  We continue to believe that consumer 
focused industries, particularly retail, will remain under pressure as companies work through excess inventory.  We expect current 
trends in consumer spending will deepen as the cost of heating for the winter season further pressures discretionary spending.  The 
sectors where pricing power remains are also likely to ultimately be forced to roll back prices, although the negative impact on margins 
may be less severe if costs have been adequately managed. We expect some sectors to remain resilient, like those that are tied to 
government funded programs, such as semiconductor chip manufacturing on-shoring, EV battery production, and infrastructure build-
out.  Our focus is less on sector and industry-based risk taking and more on identifying those companies that have demonstrated solid 
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2 6.07         5.87         6.67            6.33         6.33         7.13         6.93           7.07                    6.40            6.93             

3 7.13         6.80         6.53            6.13         6.13         6.87         8.07           7.27                    6.33            5.87             
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7 4.93         5.67         5.40            5.67         6.73         5.20         3.93           4.07                    4.33            5.47             
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11 (0.86)       1.59         
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execution in the face of what is now well-known headwinds and who have positioned their business for market share gains in a more 
constrained economy.   
 
We are biased towards up in quality but also mindful that when there is broad-based sentiment to “stay up in quality” that lower rated 
credit valuations become attractive even when discounted for economic and market headwinds. As a result, we remain disciplined 
credit pickers – opportunistic across the full ratings and maturity spectrums of our investment universe and believe that the broad 
portfolio repositioning we did in the second quarter positions our portfolios for attractive risk-adjusted returns over the next twelve 
months. 
 
 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

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. SKY Harbor, its affiliates, officers, directors and employees hereby disclaim any liability whatsoever related to the use of this 
publication or its content and make no express or implied warranties of merchantability or fitness for any particular purpose or use with respect to the data, 
projections, analysis, content, or conclusions included in this publication. 
 

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 
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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. 
 

© 2022 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. 


