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SKY Harbor Weekly Briefing
A Long Way to Go?

With little down time following the June FOMC meeting, Fed Chairman Powell testified before the House Financial Services Committee this past
week, delivering his semiannual monetary policy report. As expected, Powell struck a hawkish tone, advising investors to expect more hikes in order to
slow the pace of inflation. His commentary was, at times, at odds with other officials, as Atlanta and Chicago Fed Presidents Bostic and Goolsbee
advocated for additional patience and data while speaking at other venues. In this Weekly Briefing, we focus on expectations for June CPI data — often
cited as one of the more important economic releases ahead of the July FOMC meeting date — which may help explain the hesitance of markets to price
in two additional hikes in 2023.

“A Pretty Good Guess”

Addressing lawmakers over the course of two days, Fed Chair Powell highlighted that the economy continues to grow at a modest pace, all
while stressing that labor market strength and still elevated inflation would likely necessitate additional rate hikes in 2023. And, though the July FOMC
meeting remains “live,” Powell remarked that two more rate hikes this year represented “a pretty good guess” as to the course of monetary policy
should the economy continue to move along as expected. Not all Fed officials, however, are as convinced. Atlanta Fed President Bostic, in an interview
with Yahoo Finance, said the Fed should hold rates steady for the balance of the year in order to allow prior actions more time to work their way through
the system. Chicago Fed President Goolsbee, speaking from the WSJ Global Food Forum, echoed this sentiment, broadly advocating a “wait and see”
approach.

Powell Remains Hawkish; Doves Emerge Among Other Officials
select commentary from week of June 18th

Powell's Semiannual Monetary Policy Report to Congress Other Recent Commentary from Fed Officials

"The labor market remains very tight. Over the first five months of the year, job "If we simply press on with additional rate hikes, we could needlessly drain too
gains averaged a robust 314,000 jobs permonth." much momentum from the economy."

- Atlanta Fed President Raphael Bostic
"While the jobs-to-workers gap has narrowed, labor demand still substantially

exceedsthe supply of available workers." "I continue to believe we can subdue inflation without severe economic
dislocation."

"Inflation has moderated somewhat since the middle of last year. Nonetheless, - Atlanta Fed President Raphael Bostic

inflation pressures continue to run high, and the process of gettinginflation back

downto 2 percent hasa longway to go." "I feel like the Fed’s framework is wait-and-see...over the next couple of months,
we will getsome markers oninflation"

"Nearly all FOMC participants expect thatit will be appropriate to raise interest - Chicago Fed President Austan Goolsbee

rates somewhat further by the end of the year." N , . . .
If you don’tsee progress, thatis an answer, if you do see progress, thatis also

an answer."
"We will continue to make our decisions meeting by meeting..." - Chicago Fed President Austan Goolsbee

Source: SKY Harbor, Federal Reserve, The Wall Street Journal, Bloomberg

Waiting on Another Month of CPI

The Consumer Price Index (CPI) increased 0.1% sequentially in May (+4.0% on a YoY basis), reflecting deceleration vs. April (+0.4% MoM, +4.9%
YoY). Though still elevated relative to the Fed’s long-term target, this gauge of inflation represented the smallest YoY increase since March 2021, driven
by decreases in the cost of energy and services, partially offset by stubbornly high rents and an uptick in used car prices. We highlight this data because
the evolution of CPI may prove critical in the Fed decision-making process, as June data (released July 12) will be one of few prominent economic
datapoints released ahead of the July FOMC meeting (July 26).

With that in mind, we reflect back on an analysis presented in our early November 22 Weekly Briefing entitled “The Pivot is On Pause,” in
which we found that periods in which inflation exceeds a standard deviation over the long-run average tended to normalize at about the same pace as
the initial spike (more specifically, we found that the timing from inflation peak to levels consistent with a pre-peak trough is on average 1.2x longer than
the duration of the initial inflation run-up). With CPI hitting a high in June 22, implied normalization (2% to 3%) pointed toward late 2023 or early 2024.
As demonstrated in the chart below and updated since our original publication, the trend has largely followed a path consistent with historical norms.
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Inflation Tends to Decline Nearly as Quickly as it Increased Current Trend Implies Normalization in Early '24

monthly data; periods a standard deviation over average highlighted grey trough to peak / peak to trough timing of standard deviation spikes
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Source: SKY Harbor, Bureau of Labor Statistics

M2 Money Supply Continues to Shrink

Recall, as well, that rate hikes aren’t the only weapon in the Fed’s arsenal. From the onset of the pandemic until the end of 2021, the M2
money supply grew at an annualized rate of approximately 18%, including an all-time record of nearly 27% in February '21 as the US government
delivered trillions of dollars in stimulus payments. M2 has contracted significantly since December '22, an unprecedented trend in our dataset that dates
to 1959. Using CPl and M2 YoY growth rates over the last two decades, we find the strongest correlation between factors (.70) occurs when the latter
leads by 18 months. As such, and as demonstrated below, a significant decline in the money supply should continue to exert downward pressure on CPI.
Furthermore, both our slope- and M2-implied CPI output models fall below consensus expectations over the next three quarters, perhaps reducing the
need for the Fed to act as aggressively as the most recent dot plot might infer (and more in-line with a market-implied probability of one additional hike).

Decline in M2 Growth Implies Sizeable Reduction in CPI Consensus Looks High If M2 and Slope Relationships Hold
monthly data, trailing 20 years monthly data, trailing 20 years
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Getting Closer to the Destination

As our work is solely dedicated to the analysis of leveraged credit issuers, the correlations presented above should not be taken as explicit
projections for CPl and other gauges of inflation in the coming quarters — we leave that analysis to the professional economists. Rather, we present this
work simply to express the view that we cannot rule out a reduction in inflation consistent with historical trends that could soften the hawkish outlook
put forth by the most recent dot plot. Consistent with this notion, we have moderated our long-standing underweight to the better quality / longer
duration subset of the market within our broad strategies, and are moving toward reducing a similar underweight within short duration portfolios.



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
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.

© 2023 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.



