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SKY Harbor Weekly Briefing
SKYView: The Final Hike?

The first quarter of 2023 has come to an end, with 70t percentile high yield index returns generated despite elevated volatility. Though markets were influenced
by a number of risk factors over the last three months, the most impactful, in our view, were Fed rate hikes, an evolving economic growth outlook, and stress across the
bank sector. One of those factors — Fed rate hikes — may soon be off the table, prompting us to examine the historical market reaction to monetary policy inflection points
since the late 1980's. In this Weekly Briefing, we discuss strong high yield index returns in periods immediately following the final hike of prior tightening cycles.

Markets Bet Fed is Done

Despite some indications that the disinflation trend was going off track, recently released data implies a continuation of cooling input prices, particularly on the
labor side. On Tuesday, April 4, JOLTS Job Openings came in at 9,931k, below all surveyed economist estimates and overall consensus of 10,500k, and the first sub-10
million reading since 2021. The following day, ADP data showed that US companies added fewer jobs in March (145k) than expected (210k), bringing labor market supply
and demand metrics into better balance. These improvements continue to work their way into sentiment, with the Survey of Consumer Expectations conducted by the
Federal Reserve Bank of New York signaling moderating inflation expectations for the year ahead (the most recent reading of 4.23% is the lowest since May 2021). Such
developments, along with the expectation that tighter lending standards (as a function of banking stress) will simultaneously cool market conditions, have led investors to
believe the Fed hiking cycle may be nearing an end. According to Fed Funds Futures, the market expects a less than 50% chance of one more 25 bps hike this year (May
FOMC meeting), with rate cuts likely by this summer (July FOMC meeting).

Inflation Expectations Moderating; Job Openings Coming Down Markets Expect 0 or 1 More Hike; Rate Cuts by Summer
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Fed Sees Normal “Transition” Period

Investors continue to price in Fed cuts later this year (at the time of writing, 75 to 100 bps, beginning in July) despite policymaker commentary to the contrary. In
fact, the most recently released March dot plot projects no cuts in 2023, with Chairman Powell reiterating the point in his post-FOMC press conference. Assuming for the
moment that markets are correct, how would such capitulation compare to prior cycles? Going back to the late 1980s (a period that effectively covers the history of the high
yield market), the median timeframe between the final Fed rate hike of a cycle to the first rate cut is approximately 7 months. If a cut were to come in July, this
“transition” period would span a mere 2 to 4 months (depending on whether or not we see a hike in May), and would fall on the short end of the range, as demonstrated
below. Using the Fed’s dot plot data, one more rate hike in May, followed by a first cut in January "24, would essentially match the prior five cycle average.

Recent Rate Hiking Cycles: Last Hike to First Cut Can Be Brief
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“Transition” Periods Have Been Kind to High Yield

On an historical basis, the periods between the final rate hike and first rate cut of a cycle (which we will refer to as the “transition” period) have coincided with
strong high yield index returns. As highlighted in the table below, the median periodic return (4 to 15 months) has been approximately 9%, with an annualized equivalent
rounding up to the double-digit range. Importantly, and in the context of our view that high yield spreads may widen in the coming months, the historical “transition”
period spread reaction has been varied despite a positive skew in returns (note that index return data is available going back to the 1980s, but spread data only dates to
1996). In the spread widening “transition” periods (‘00/’01 and ‘06/'07 cycles), the change in OAS was almost perfectly mirrored by a rally in Treasuries, with attractive
periodic returns largely a function of elevated yields less default & downgrade losses. In this way, achievement of wider spreads (we believe fair value to be ~ 50 bps above
current levels) may come from lower risk-free rates, eliminating the need for high yield bond prices to decline. Note that this concept of attractive carry driving returns, in
our view, continues today, and we have published our view that credit loss avoidance (whether by default or downgrade) will likely be of the utmost importance in 2023 (see
our Weekly Briefing entitled “Beware the Downgrade Wave” for additional color).

"Transition" Periods Historically Good for High Yield Positive Returns Despite Varying Spread Environment
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In the Meantime, Enjoy Top Quartile Yields

At the time of writing, the yield-to-worst (YTW) on the ICE BofA US High Yield Index (HOAO) was 8.5%, a 77t percentile observation based on trailing 20 years of
data (84" percentile when you exclude the ‘08/°09 recession). In addition to top quartile carry, index YTW and option-adjusted spread (OAS) are not dissimilar from
average and median levels when final Fed hikes occurred in prior cycles, which we know from our initial analysis have marked the beginning of above-average market
return periods. Also similar to prior “transition” periods, we anticipate upward pressure on the index default rate in 2023, with exceptionally low bankruptcy filings over
the last twelve months (less than 2% of the index on a par-weighted basis) reaching a higher but manageable, in our view, 4.0-4.5% by year end. Given similar market
backdrops and starting index metrics, we would anticipate strong carry less default/downgrade losses to form the foundation for “transition” period returns in the
intermediate term, all while acknowledging that higher than average levels of uncertainty on the horizon could cause markets to react differently in this cycle.

Top Quartile ICE BofA US High Yield Index Yield-to-Worst Yields and Spreads Today In-line W/ Prior "Last Hike" Levels
monthly data, trailing 20 years periods between last hike and first cut of Fed rate cycle
25 GlobalFinancial 100%
Crisis 90% .
20 80% Last Hike Index YTW Index OAS
— Commodity Crisis ° Feb '89 n/a n/a
s 70% € / /
0 1
- Sovereign Debt L2 Feb '95 n/a n/a
E 15 Grisis COVID Lockdowns 60% "= May '00 12.6 616
> S0% 5 Jun '06 8.6 335
g 10 0% > Dec18 _ _ 80 _ __ 533 _
% 30% I; I Today 8.5 473 1
0, 1 1
5 Zof’ | Median 85 503
10% | Mean 9.4 489
0 % S TTTTTTTETmETsETT
N < N W ™~ OO O -+ N M < O N 0 O O
O O 0 0090 4 A4 A4 4 4 4 4 4 4 &N &N
e T T T T
i - i i i - — - - i - i - i - o - -
O O O O O 0 0 O O 0 0 0 O o0 o o o o
e T
< O 0 O N &N & VW 0 O N &N & O 0 O N
O O O 4 «+ O O O O +# «+ O O O O «+ «= O

%ile Rank ===Yield-to-Worst

Source: SKY Harbor, ICE Data Indices, Bloomberg, Federal Reserve

End of an Era

Volatility has somewhat subsided in April (thus far), and though we are not definitively out of the woods just yet, improving sentiment signals that the worst of
the banking crisis may be behind us. Additionally, markets have grown increasingly confident that the Fed may soon pause, compelling investors to consider what
happens next. Our historical analysis suggests strong high yield performance in prior “transition” periods with, on average, high-single digit annualized index
returns generated in months that follow the final hike of a monetary tightening cycle. The driver of Fed policy changes, of course, matters, and so our
optimism is somewhat restrained by virtue of the still elevated risk of recession. However, top quartile index yields and a manageable default outlook provide,
in our view, an opportunity to increase exposure to the asset class, particularly for those who maintain a more sanguine view of global growth in the coming
quarters.
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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.



