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A Rates Story

In a note to clients earlier this month, we highlighted that treasury market volatility has been prevalent for months, more recently driven by Fed uncertainty, a
downgrade of US debt by Fitch, and technical headwinds as investors struggled to absorb outsized auctions. Though volatility remains well above historical averages, recent
trends suggest some degree of normalization may be on the horizon. In this Weekly Briefing, we find that higher-quality, longer-duration bonds tend to benefit most from a
reduction in underlying rate volatility, with additional evidence suggesting high yield flows may turn positive in such an environment.

A MOVE Lower?

Two indices that track interest rate volatility — the ICE BofA MOVE Index* and the Credit Suisse Interest Rate Volatility Estimate? — have recently signaled a
modicum of normalization, albeit from elevated levels. More specifically, the MOVE Index value of approximately 108 (August month end) remains well above the trailing
10-year average of 73, albeit down from a recent peak of 136 (May '23). Not surprisingly, and as demonstrated below (right side), both measures of volatility tend to be
highly influenced by the Fed Funds rate, with prior hiking cycles also coinciding with above-average MOVE and CIRVE readings. Despite modestly hotter than expected CPI
and PPI readings this past week, along with elevated retail sales figures (largely driven by a spike in energy prices), investors continue to price in a less than 50% chance of

one additional 25 bps hike between now and the end of 2023. Historically speaking, rate volatility tends to decline after the final Fed hike of a cycle, and we would expect a
similar market dynamic to unfold this time around.
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A BB Rally?

Using rolling 3-month moves in the Credit Suisse Interest Rate Volatility Estimate (CIRVE Index) as our proxy, we find that BB option-adjusted spreads
demonstrate a stronger correlation to changes in rate volatility than single-Bs and CCCs. Taking our analysis a step further by dividing monthly changes in rate volatility over
the last decade into quintiles (5% quintile representing the most significant declines in volatility, and consistent with end-of-hiking cycle dynamics), we find that BB-rated
credit typically performs best among all rating buckets when rate volatility declines rapidly, as evidenced by the highest average monthly returns (right chart below).

BB Spreads Most Correlated to Changes in Rate Volatility BB Returns Benefit Most from Reduction in Rate Vol
monthly data average monthly return by change in rate volatility backdrop, trailing 20 years
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1 MOVE Index, (tracks the implied normal yield volatility of a yield curve weighted basket of at-the-money one month options on 2-, 5-, 10-, and 30-year constant maturity interest rate swaps)
2 CIRVE Index (a yield curve weighted index of normalized implied volatility on a rolling series of at-the-money one-month expiry swaptions)
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Duration Dominates

Cutting our data in a different way, we further find that duration is a key attribute of high yield bond returns as rate volatility drops. As demonstrated in the chart
below (left side), there exists a strongly positive correlation between starting duration-to-worst groupings and average monthly returns during periods in which rate
volatility declines most significantly (i.e. during top, or 5% quintile observations). As such, some of the benefits accruing to BB-rated securities — the top performing rating
bucket in our analysis above — is driven by their inherently longer-duration (the duration tailwind in falling rate volatility periods, however, does not appear to benefit CCC-
rated bonds as much as higher-quality index constituents). Furthermore, average monthly fund flows into high yield tend to be strongest during periods in which rate

volatility is declining the fastest (top, or 5" quintile observations), giving hope that year-to-date asset class outflows could reverse once the Fed hiking cycle comes to an
end.

Duration Outperforms During Top Quintile Drops in Rate Vol HY Flows Tend to Improve When Rate Vol Declines
average monthly return by duration bucket, top quintile rate vol drop periods monthly data, trailing 10 years
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Nearing the End
Though the market is almost evenly split on the odds of another 25 bps rate move this year, we remain confident that an end to the Fed’s hiking cycle is near.
As such, we would expect a marked reduction in rate volatility to ensue, consistent with historical observations. At present, we think marginally increasing duration, rather

than credit risk, is the more prudent way to boost portfolio yield, further aligning our risk taking to be consistent with factor beneficiaries at similar inflection points over
the last couple of decades.



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
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