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Weekly Briefing
SKYView: Labor Pain
Q1’21 earnings season is now in the books, and although upside earnings surprise was prevalent across all industries, it was talk of cost inflation that
dominated management commentary. Supply chain disruptions – stemming from an uneven economic re-opening and Winter Storm Uri – have led to a surge in
raw material inputs costs, necessitating price hikes in order for companies to maintain margins. Though such pressures are expected to subside in the coming
quarters, upward momentum in wages may prove less transitory. In this Weekly Briefing, we examine employment trends, identifying areas of the high yield
market likely to face the most significant labor cost inflation as the re-opening progresses.
During Q1’21 earnings season, an estimated 38% of management teams mentioned “inflation” during post-release conference calls, the highest
reading going back to at least 20101. While a broad-based spike in raw material costs received the most attention (see our May 3, 2021 Weekly Briefing entitled
“A Surprisingly Good Start” here), difficulties in attracting and retaining employees, which has led to wage inflation, is an equally important concern for many
companies.

S&P 500 Constituents Citing "Inflation" on Earnings Calls

Wage Pressure More Likely to Endure

quarterly data, last five years

management team commentary from Q1'21 calls
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"...seasonal labor represents close to 30% of our total operating cost and is an area
that is seeing significant pressure in both availability and affordability. While we've had
to deal with tight labor markets in the past, this is by far the most challenging labor
environment I've seen in my more than 30 years in this business" --- Amusement Park
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"We expected labor to be a challenge, and we were not disappointed on that."
--- Machinery Company
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"It's never been more difficult to attract and retain employees. As a result, we are also
seeing wage rate increases in order to remain competitive."
--- Restaurant
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"Stimulus helped topline but has made getting labor more difficult..."
--- Consumer Goods Company
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"Wages have already gone up tremendously, and we expect that to continue. Last year,
before the pandemic, it was a challenge. Now, it's a crisis."
--- Hotel

Source: SKY Harbor, FactSet, Bloomberg, company filings

A clear increase in the commodity price environment has been prevalent for a year, but wage pressure is only more recently beginning to show up in
data. As demonstrated below, US Average Hourly Earnings spiked at the onset of the pandemic, though this was largely the result of low-paid workers losing
their jobs at a more rapid pace2 (composition effects). It wasn’t until the May ’21 reading that an inflection was reached. In fact, over the last several weeks,
wages have been on the rise despite some of the strongest employment growth coming from restaurants and bars,3 highlighting the challenges mentioned in
management team commentaries. And, while raw material prices will normalize (facilities will come back online, new capacity will be built), wage concessions to
workers may prove more difficult to reverse in the near term.

US Average Hourly Earnings
monthly data, last 5 years
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Given a view that wage growth may end up a more persistent component of inflation, we attempted to identify segments of the market where
margins may be more susceptible by virtue of greater labor intensity. We first generated a list of ICE BofA US High Yield Index (H0A0) constituents with publicly
available financials, leveraging a combination of Bloomberg, Capital IQ, and company filings. We then calculated 2019 EBITDA generation per employee, in an
attempt to diminish the negative impact COVID-19 disruptions may have had on company earnings over the last 18 months. While the resulting metrics are not a
perfect proxy for labor intensity (companies may outsource a large portion of their labor needs, certain skill sets may prove more/less difficult to source, etc.),
we believe it’s a viable methodology and one of the few ways to efficiently quantify financials for what turned out to be ~ 70% of a $1.5 trillion universe.
As demonstrated below, sectors such as Real Estate, Utility, Energy, and Financial Services appear to generate far more EBITDA per employee than
areas such as Retail, Automotive, and Consumer Goods, leading us to believe the latter are likely more labor-intensive and at-risk in a rising wage environment.
Furthermore, as demonstrated in the scatterplot below, sector spread levels show little correlation to our proxy of labor intensity, the market seemingly underappreciating what we view to be a real margin headwind in the coming quarters.

Source: SKY Harbor, Bloomberg, Capital IQ, ICE Data Indices, company filings

Breaking down our data even further at the industry level, we see additional variability. For example, Basic Industry as a sector scores at the median
level for EBITDA per employee, though Chemicals – with higher fixed costs and greater capital intensity – scores better than Building Materials once data is
limited to industry sub-groups. Across the entire index, Restaurants and Health Facilities appear most vulnerable, while REITs and Energy E&P issuers appear
most insulated.

Source: SKY Harbor, Bloomberg, Capital IQ, ICE Data Indices, company filings

Q1’21 earnings season was quite strong, with management teams effectively dealing with one of the more prolific cost inflation environments we
have seen. While we think supply chain issue resolution will make most instances of raw material inflation transitory, wage pressure may ultimately be more
enduring. Using EBITDA per employee as a proxy for labor intensity, we find Restaurants, Health Facilities, and most other issuers in the Retail space to be most
vulnerable in the coming months and quarters, and believe investors should be well-compensated to take on that type of risk in the current market
environment.
Note: Consistent with our practice over the last several years, we will temporarily suspend publication of our Weekly Briefing during the summer months. We
will, however, send out notes on an ad hoc basis should market-moving news materialize. As always, please feel free to reach out to us with any questions or
analytical requests in the interim.
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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.
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.
© 2021 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.
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