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In late March, after nearly $151 billion worth of USD-denominated |G-rated bonds
migrated into HY, we forecasted an additional $550 billion of fallen angel
downgrades over the next few quarters. We also forecasted €180 billion of fallen
angel downgrades in the EUR market, which we expected would add to the €37
billion that already materialized in 1Q. These forecasts reflected the severity of the
economic downturn combined with pre-existing vulnerabilities among USD issuers
after years of active balance sheet re-leveraging.

Three months later, fallen angel activity has surprised us in a positive sense, with the
amount of additional bonds that have transitioned from |G to HY totaling just shy of
$38 billion in the USD market and €32 billion in the EUR market. We are lowering our
2H fallen angel forecasts to $227 billion and €64 billion in the USD and EUR markets,
respectively. For full-year 2020, these forecasts imply total amounts of fallen bonds
of $416 billion and €133 billion in the USD and EUR market, respectively (Exhibits 1
and 2, and more below for our methodology).
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Exhibit 1: We are lowering our USD fallen angel forecast and now
expect $227 hillion of downgrades in 2H2020
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Exhibit 2: In the EUR market, we make a similar revision (lower)
and now expect €64 billion of downgrades in 2H2020
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Source: Bloomberg, Goldman Sachs Global Investment Research

Beyond a post-1Q earnings season “mark to market,” these revisions reflect two key

ingredients.

®m First, the economic recovery has been more front-loaded than initially expected, as
the deepest recession since World War 2 remains on track to be the shortest. As
discussed by our economists, global GDP has now recouped roughly half of the
17% drop seen from mid-January to mid-April, with solid gains all across the board.
And while the recent surge in new infections in the US has prompted our
economists to downgrade their third quarter GDP forecast to 25% from 33%, they

continue to expect the US economy to keep growing on a sequential basis.

B Second, the recovery has been stronger in many sectors that appeared quite
vulnerable only a few months ago. This has been particularly visible in Autos,
Housing, and Energy (Exhibits 3-5). The Auto recovery in particular has been evident
across some of the largest geographical markets such as China, the US, and the
Euro Area (again, Exhibit 3). And the oil market rebalancing that began in late April
has pushed both WTI and Brent higher, as shown in Exhibit 5.

Exhibit 3: Auto demand has bounced off the lows across regions
Year-over-year change in monthly sales from Jan 2018 for North
America, the Euro Area, and China

Exhibit 4: Housing demand has also shown signs of recovering
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Exhibit 5: The oil market rebalancing has also supported the prices of
WTI and Brent
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So why not push our forecasts even lower? After all, our estimates still imply a 2020 par
value-weighted transition rate from the BBB bucket into HY of 12% and 9% in the USD
and EUR markets, respectively. These figures are comparable to the previous peak of

11 % for the USD market in 2009 and 16% at the height of the European debt crisis in
2011 for the EUR market (again, Exhibits 1 and 2). We see two main reasons for a still
cautious stance on fallen angel activity.

First, we continue to expect additional ratings pressure in sectors heavily exposed to
social distancing restrictions and discretionary spending such as Retail (department
stores and apparel), Restaurants, Lodging, Travel/Leisure, and Media/Entertainment.
And while the commodity market rebalancing mentioned above will likely be good
enough to allow higher-quality Energy and Metals & Mining firms to maintain their
investment grade ratings (at least in the near term), issuers that are already at the
cusp of HY may still transition as additional fallen angels. Additionally, many of the
firms in the most vulnerable sectors proactively issued debt in the past few months
— helping to drive the record-shattering yearto-date volumes in the USD IG primary
market — to build liquidity reserves and reduce nearterm refinancing risk. In some
cases, the debt was issued to supplement lost business or mitigate a cash burn. To
the extent the recovery of demand in these sectors underwhelms, this may
translate into a reduced ability to repay the incremental debt added to these 1G
balance sheets — potentially resulting in ratings pressure. In other words, the
magnitude of debt issued over the last three months increases the likelihood of
idiosyncratic downgrades related to execution risk and capital management actions,
in our view.

Second, the signaling from the rating agencies also remains sufficiently cautious to
support an expectation for continued downward ratings pressure. Exhibit 6
illustrates this by showing the notional amount of debt downgraded from mid-BBB
(BBB/Baa2) to low-BBB (BBB-/Baa3) by at least one rating agency yearto-date; this
far outweighs the amount of debt that experienced positive ratings momentum.
Notably, of the $154 billion downgraded so far this year, $111 billion (72%) of it
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occurred in 2Q2020. A similar pattern can be seen in the EUR market, as shown in
Exhibit 7 Nearly €60 billion of debt has been affected by a downgrade from BBB to
BBB-, while just over €3 billion has been upgraded. Similarly, the total amount of
BBB/BBB- debt with a Negative Outlook by at least one rating agency also remains
elevated in both markets. At $939 billion in the USD market, this is by far the highest
on record (Exhibit 8). And while not quite as outsized in the EUR market relative to
previous years, it is elevated enough to mark a new post-crisis record (Exhibit 9).

Exhibit 6: The signaling from the rating agencies remains negative
in the USD market, as highlighted by the strong skew towards
downgrades (vs. upgrades) within the BBB bucket year-to-date
Outstanding notional amount of USD-denominated bonds downgraded
from BBB to the BBB- notch vs. amount of bonds upgraded from BBB-
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Exhibit 7: A similar pattern is evident in the EUR market
Outstanding notional amount of EUR-denominated bonds downgraded
from BBB to the BBB- notch vs. amount of bonds upgraded from BBB-
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Exhibit 8: Rating agency signaling also appears negative when
focusing on the amount of mid- and low-BBB debt with a Negative
Outlook

Notional amount of BBB/BBB- USD-denominated bonds with a Negative
Outlook by at least one rating agency
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Exhibit 9: Again, a similar pattern is present in the EUR market
Notional amount of BBB/BBB- EUR-denominated bonds with a Negative
Outlook by at least one rating agency
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We continue to view fallen angel downgrade risk on a scale, influenced predominately
by (1) current ratings and Outlooks/\Watches (i.e., the “rating cushion”) and (2) sector
vulnerabilities to the twin oil-virus shock (the fundamental risks, which in many cases

are independent of recent financial performance). We follow the same logic we used to
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produce our previous forecasts. We bucket the universe of bonds rated BBB and BBB-

into four subcategories based on the industry type (distressed vs. non-distressed) and
Downgrade Watch/Negative Outlook (Yes or No). Using the above decomposition, we
assign a subjective probability of downgrade into HY, for each subcategory. These

probabilities range from 95%, for bonds in distressed sectors, on Downgrade
Watch/Negative Outlook and rated BBB-, to 5% for those in non-distressed sectors, on
negative Outlook but not on Downgrade Watch and rated BBB.

But relative to our previous framework, we excluded some sectors, such as Autos,
where we think the likelihood of downgrade has substantially declined. We also

narrowed the overall universe of fallen angel candidates to firms rated BBB/Baa2 or
BBB-/Baa3, and already on Negative Outlook/Watch (Exhibits 10 and 11).

Exhibit 10: How we derived our $230 billion fallen angel forecast in the USD market

2H estimate of

Current Distressed Downgrade YVatch Notlone?l Fallen Angel Fallen Angel
. or Negative Outstanding ™
rating Sector? Likelihood amount
Outlook? ($bn) ($bn)
BBB- ] Downgrade Watch 28.3* 95% 26.9
BBB- ] Downgrade Watch 48.9 80% 39.1
BBB- v] Negative Outlook 144.3 50% 72.2
BBB- (] Negative Outlook 167.3 20% 33.5
BBB (4] Downgrade Watch 5.0 60% 3.0
BBB ] Downgrade Watch 29.2 50% 14.6
BBB [v] Negative Outlook 163.7 10% 16.4
BBB [] Negative Outlook 429.8 5% 21.5
Total 1,016.6 2271

Note: *Excludes Autos manufacturers.

Source: Bloomberg, Goldman Sachs Global Investment Research

Exhibit 11: How we derived our €64 billion fallen angel forecast in the EUR market

Distressed
rating Sector?

Current

Downgrade Watch
or Negative
Outlook?

Notional
Outstanding
($bn)

Fallen Angel
Likelihood

2H estimate of
Fallen Angel

amount
(€bn)

] Downgrade Watch . .
BBB- ] Downgrade Watch 6.8 80% 5.5
BBB- V] Negative Outlook 21.7 50% 10.9
BBB- ] Negative Outlook 7.7 20% 14.3
BBB /] Downgrade Watch 5.8 60% 3.5
BBB [] Downgrade Watch 12.8 50% 6.4
BBB [4] Negative Outlook 49.2 10% 4.9
BBB ] Negative Outlook 154.2 5% 7.7
Total 334.2 64.5

Note: *Excludes Autos manufacturers.

Source: Bloomberg, Goldman Sachs Global Investment Research
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