
Angel Oak’s positive view of community banks is predicated on the significant strengthening of capital ratios, credit underwriting, and risk 
management over the past decade. We believe the health of this underfollowed subsector of the financial industry is underappreciated by investors, 
and that current credit spreads provide a potentially attractive entry point to the community bank debt market.

At the onset of the COVID-19 pandemic, the FDIC and other bank regulatory agencies allowed banks to make loan payment modifications for affected 
borrowers. The type of modification varied, depending on the nature of the borrower’s business, the bank’s preference, and other nuances; however, 
a 90-day deferral period was the most common form of relief. A majority of the initial deferral requests were granted in the March/April/May time 
frame; thus, many of those 90-day programs have expired or will be expiring soon.

Initial reports from community banks showed modifications generally in 
the range of 15%-20% of total loans for the first-quarter 2020 reporting 
period. However, we have seen measured improvement over the past 
several months. Second-quarter 2020 earnings as well as ongoing 
diligence with community bank management teams indicate deferral 
levels have improved towards levels in the range of 10% of total loans. 
Corroborating our primary research, KBW Research recently noted that 
the median deferral concentration among a sample of public community 
banks improved from 15% in March/April/May to 11% through July/
August. Even more important, the number of borrowers requesting a 
second deferral is low. Our sample set from recent community bank debt 
issuers suggests second deferral requests are in a range of 10%-15% of 
original modification requests. 

Credit cycles in the banking sector last longer than just a few quarters. 
During the global financial crisis (GFC), credit quality recovered gradually 
and varied depending on the geography, loan portfolio category, and 
institution size. Net charge-offs peaked at 2.7% of average loans in 2010 
for all commercial banks, while the loss experience at smaller community 
banks was just 1.7%. Time will tell how long this cycle lasts, and the path 
of credit costs over the coming quarters will depend on the success of forbearance and deferral strategies, government stimulus, and reopening 
of economies. Nonetheless, we are encouraged by the short-term improvement in credit metrics, particularly considering the unprecedented 
macroeconomic environment. Additionally, the heightened focus on credit quality has resulted in bank management teams improving the level and 
frequency of disclosures to the investment community, a positive factor in our view, which over time could help generate increased interest in this 
subsector from new and existing market participants.

One key differentiator relative to the GFC is the strong capital footing of the banking system. Going into the pandemic, capital levels were at or near 
multidecade highs, and banks have been proactively shoring up balance sheets over the past several months. Share buybacks have been halted, in 
some cases dividends have been cut, and capital has been raised, most notably via subordinated debt (Tier 2 capital). The community bank universe 
($50 billion or less in asset size) has raised a record-level $6.6 billion of subordinated debt thus far in 2020, with $5.4 billion raised between April 
and August. Spreads are at levels last seen in the infancy of the community bank sub-debt market. As we move through the recent supply of bank 
debt, we expect spreads will normalize back toward 2019 levels, providing the potential for price appreciation in addition to the attractive coupons 
currently provided by these investment-grade instruments.
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Source: BofA Global Research, Bloomberg. Bureau of Economic Analysis. U.S. 
Board of Governenrs of the Federal Reserve System (FRB). CPI YoY U.S. Money 
Market Yield as of 8/31/20.
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Bloomberg Barclays U.S. Corporate High Yield Bond Index: An unmanaged market value-weighted index that covers the universe of fixed rate, non-investment grade debt.

Bloomberg Barclays U.S. Corporate Investment Grade Index: An index that measures the investment grade, fixed-rate, taxable corporate bond market. It includes 
USD-denominated securities publicly issued by U.S. and non-U.S. industrial, utility and financial issuers.

Consumer Price Index (CPI): An index that measures the changes in the price of a certain collection of goods and services bought by consumers in an effort to measure inflation.

Money Market:  Rate shown is a volume-weighted median of transaction-level data collected from depository institutions in the Report of Selected Money Market Rates. 
Money market investments are characterized by safety and liquidity, with money market fund shares targeted to $1. 

Nothing presented herein is intended to constitute investment advice and no investment decision should be made based on any information provided herein. Nothing 
contained in this presentation shall be construed as an offer to sell securities or a solicitation of an offer to buy securities. Investments cited may not represent current 
or future holdings of Angel Oak Capital Advisors LLC (“AOCA”) and nothing presented should be construed as a recommendation to purchase or sell a particular type 
of security or follow any investment technique or strategy. Information provided reflects AOCA’s views as of a particular time.Such views are subject to change at any 
point and AOCA shall not be obligated to provide any notice. Any forward-looking statements or forecasts are based on assumptions and actual results are expected 
to vary from any such statements or forecasts. No reliance should be placed on any such statements or forecasts when making any investment decision. While AOCA 
has used reasonable efforts to obtain information from reliable sources, we make no representations or warranties as to the accuracy, reliability or completeness of 
third-party information presented herein. No guarantee of investment performance is being provided and no inference to the contrary should be made.

Investors should carefully consider the Investment objectives, risks, charges and expenses of the Angel Oak Mutual Funds. This and other information about each Fund are 
contained in the Prospectus or Summary Prospectus for each Fund, which can be obtained by calling Shareholder Services or clicking here. The prospectus or Summary Pro-
spectus should be read carefully before investing.

Mutual fund investing involves risk; principal loss is possible. Investments in debt securities typically decrease when interestrates rise. This risk is usually greater for 
longer-term debt securities. Investments in lower-rated and nonrated securities present a greater risk of loss to principal and interest than higher-rated securities do. 
Investments in asset-backed and mortgage-backed securities include additional risks that investors should be aware of, including credit risk, prepayment risk, possible 
illiquidity, and default, as well as increased susceptibility to adverse economic developments. Derivatives involve risks different from—and in certain cases, greater 
than—the risks presented by more traditional investments. Derivatives may involve certain costs and risks such as illiquidity, interest rate, market, credit, management, 
and the risk that a position could not be closed when most advantageous. Investing in derivatives could lead to losses that are greater than the amount invested. The 
Fund may make short sales of securities, which involves the risk that losses may exceed the original amount invested. The Fund may use leverage, which may exaggerate 
the effect of any increase or decrease in the value of securities in the Fund’s portfolio or the Fund’s net asset value, and therefore may increase the volatility of the Fund. 
Investments in foreign securities involve greater volatility and political, economic, and currency risks and differences in accounting methods. These risks are increased 
for emerging markets. Investments in fixed-income instruments typically decrease in value when interest rates rise. The Fund will incur higher and duplicative costs 
when it invests in mutual funds, ETFs, and other investment companies. There is also the risk that the Fund may suffer losses due to the investment practices of the 
underlying funds. For more information on these risks and other risks of the Fund, please see the Prospectus.

The Angel Oak Funds are distributed by Quasar Distributors, LLC.
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