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Debt Ceiling Deadlock

With the May FOMC meeting now in the rear view mirror, investors have begun to shift their attention away from a pause in the hiking cycle and
toward the looming debt ceiling debate. So far, key figures on both sides of the political aisle remain entrenched in opposition, setting the stage for increased
market volatility in the coming weeks. In this Weekly Briefing, we find that most debt ceiling showdowns fail to derail the trajectory of high yield market returns,
all while acknowledging that downside could be steep if compromise proves elusive.

Markets Are Signaling Stress

Created by Congress via the Second Liberty Bond Act of 1917, the purpose of the debt ceiling was to enable the US Treasury to issue bonds (in the
original case, it was to finance military spending during World War 1) on an as-needed basis up to a pre-determined maximum set by legislators. The most recent
limit, or approximately $31.4 trillion, was reached in January of this year. According to Treasury Secretary Yellen, extraordinary measures will be exhausted in the
coming month, placing the US at risk of not being able to meet its debt obligations as soon as June 1 (the “X-date”). Since its original implementation,
augmentation has come with little debate — Congress has increased the debt ceiling 78 times since 1960 — regardless of which political parties led the executive
and legislative branches. However, political polarization in the US has accelerated in recent years, leaving many to fear that resolution may be far more difficult to
achieve this time around. Credit default swaps on US sovereign debt reflect this risk, with levels now surpassing contentious debates in both 2011 and 2013.
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Little Margin for Error

In late April, Speaker Kevin McCarthy (R-CA) was able to pass a plan to address the nation’s debt ceiling despite a razor-thin majority in the House of
Representatives. The plan offered to raise the current debt ceiling by $1.5 trillion, allowing the nation to avoid default in exchange for a rollback in
discretionary spending to 2022 levels. Though characterized as “dead-on-arrival” by counterparts in the Democrat-led Senate, passage demonstrated a modicum
of unity among Congressional Republicans, and placed pressure on the Biden administration to commence negotiations. The President, for his part, has continued
to insist that spending cuts remain a debate separate from the debt ceiling, insisting on a “clean” raise that would be more closely aligned with normal procedures
prior to 2011.
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Much Ado About Nothing?

All debt ceiling backdrops are different, including varying levels of political discourse, majority party cushion, and economic backdrop. Additionally,
some Congresses are more proactive in addressing concerns, while others wait until the last minute. With those issues in mind, we took a look at high yield market
returns in the two months leading up to debt ceiling resolution dates since 2011, all of which occurred within weeks (in some cases days) before the estimated “X-
date.” As demonstrated below, median returns in both the lead-up to and aftermath of debt ceiling resolution dates tend to be in-line with normal high yield
performance across all periods. Additionally, we find that returns in the two months leading up to resolution have been directionally consistent with the market
trajectory in the two months that precede that period. Note, however, that though index returns have been relatively consistent, higher-quality has tended to
outperform historical norms during times of uncertainty in the lead-up to resolution, while lower-quality tends to outperform following resolution. Further
note that depressed returns that followed debt ceiling resolution in 2011, 2014, and 2021 were perhaps more influenced by macroeconomic developments not
necessarily tied directly to the ceiling debate.

Return in 2 Months Leading Up To Debt Ceiling Resolution Returnin 2 Months Following Debt Ceiling Resolution

if resolution occurred over a weekend, the prior trading day is used if resolution occurred over a weekend, the prior trading day is used
Date Resolution Date Resolution
Reached HY Index BB Index B Index CCC Index Reached HY Index BB Index B Index CCC Index
02-Aug-11 0.2% 0.9% 0.3% -1.6% 02-Aug-11 -6.5% -5.0% -6.1% -12.3%  <--- US downgrade, European
04-Feb-13 2.6% 1.6% 2.5% 5.3% 04-Feb-13 1.7% 1.3% 1.8% 2.6% sovereign debt crisis
17-Oct-13 2.7% 2.9% 2.7% 2.3% 17-Oct-13 1.7% 1.3% 1.7% 2.4%
15-Feb-14 1.9% 1.8% 1.8% 2.3% 15-Feb-14 1.8% 2.0% 1.5% 1.7%
02-Nov-15 0.1% 1.2% -0.4% -2.2% 02-Nov-15 -4.9% -3.5% -5.0% -9.5% <--- Commodity crisis in US
08-Sep-17 1.2% 1.5% 1.0% 1.0% 08-Sep-17 1.1% 1.0% 1.1% 1.5%
09-Feb-18 -1.1% -1.7% -0.9% 0.1% 09-Feb-18 1.1% 0.6% 1.4% 1.5%
02-Aug-19 1.9% 2.5% 1.7% 0.2% 02-Aug-19 1.1% 1.6% 1.2% -1.5%
16-Dec-21 0.2% 0.3% 0.1% -0.5% 16-Dec-21 -3.7% -4.5% -2.8% -2.5% <--- Omicron, worries of Fed
policy misstep
Debt Limit Median 1.2% 1.0% 0.2% Debt Limit Median 1.1% 1.0% 1.2%

All Period Median* 1.1% 1.1% 1.1% 1.5% All Period Median* 1.1% 1.1% 1.1% 1.5%

Source: SKY Harbor, ICE Data Indices, Deutsche Bank

But Maybe This Time is Different

Though median market returns during debt ceiling debates don’t typically deviate much from historical norms, it’s tail risk investors must worry about.
In fact, one needs to look no further than the election of Kevin McCarthy as Speaker this January — which took 15 rounds of voting, the most since the US Civil War
—to get a sense of the level of disfunction and disagreement in Washington. For these and other reasons, we find the current showdown is perhaps most
reminiscent of 2011 and 2013 in terms of both contentiousness and root cause. As demonstrated below, those periods of political brinkmanship did produce
several compressed periods of market weakness (last minute resolution and a subsequent sovereign downgrade by S&P resulted in high yield returns of
-5.2% from late July to late August 2011, a period in which equity returns were twice as bad; high yield returns were -1.8% in the month preceding an
announcement of the 2013 impasse “X-date” in late August 2013). However, markets would go on to stage rallies following both initial downturns.
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A Waiting Game

Markets have historically operated in a composed manner in the lead-up to debt ceiling deadlines, primarily because policymakers have numerous
tools at their disposal to avoid catastrophe, and also because some resolution has always been reached. But, as the saying goes, there’s a first time for
everything. The non-zero chance of failure (particularly given slim majorities in Congress and rising political polarization) in the context of significant downside
should the US default on debt obligations, in our view, supports our more defensive portfolio setup. With that said, we could reduce our underweight to credit
risk should a steep selloff materialize in the run-up to the early June “X-date,” largely in anticipation of an eventual relief rally historically consistent with what
has been triggered in the past.



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.
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