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SKY Harbor Weekly Briefing
Small Talk

A notable trend that emerged from equity markets during Q1 was underperformance of small caps, primarily a function of sector biases and
idiosyncratic behavior, exacerbated by banking stress that gave rise to the perceived notion of large cap safety in uncertain times. This distinction was not evident
in high yield market returns, however, prompting us to examine differences among large and small issuer constituencies within our market. In this Weekly Briefing,
we identify looming risk factors should credit availability constrict, and reiterate our view that issue size may contribute to return dispersion in the coming months.

Sizing Up Market Trends

Large cap equities outperformed their small cap peers in Q1'23, and the dynamic has persisted thus far in April. Significant large cap outperformers
(including Meta, Apple, and Amazon, to name a few) have partially driven the performance gap, as have differences in underlying sector concentration (small caps
have greater exposure to financial services, particularly hard-hit regional banks, and benefitted less from tech). In our view, investors may also have been lured
into large cap names due to perceived safety, with underlying constituents perhaps benefitting from greater access to capital and additional levers to combat
inflation. As demonstrated below, and unlike equities, large cap outperformance has not been prevalent in the high yield bond space.

Large Cap Equities Favored in Q1; HY Showing Little Differentiation  Small vs. Large Equity Valuations Appear In-Line w/ Historical Norms
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A Small Price to Pay

As noted in our Weekly Briefing from early March entitled “Recalculating Factor Compensation,” liquidity premiums had fallen below the long-run
average for the first time since late 2018, and as a result we no longer viewed smaller issues as generically “cheap” in the high yield space. Despite these findings
and trends in equity markets, small vs. large bond performance has been nearly indistinguishable on a year-to-date basis, with the former actually outpacing
the latter thus far in April. Additionally, and as highlighted last week in our piece entitled “Dwindling Dollars,” deposit flight (stemming from bank sector stress)
and economic uncertainty is expected to constrict lending in the coming months, with the Senior Loan Officer Opinion Survey on Bank Lending Practices (SLOOS)
likely to signal the tightening of standards when released in early May. Historically, the small to large option-adjusted spread (OAS) ratio has risen in tandem with
SLOOS tightening, a trend noticeably absent from recent market activity.

Small Issue Premiums Now Back to Below-Average Levels Small Bonds Historically Penalized When Credit Conditions Tighten
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Is it Time to Sweat the Small Stuff?

Constituencies, of course, change over time, and small sample sizes can lead to distortion from outliers. In an attempt to neutralize these impediments,
we divided the ICE BofA US High Yield Index (HOAOQ) into quartiles by capital structure size, denoting the largest as “Top Q Tickers” and the smallest as “Bottom Q
Tickers” (with each containing approximately 225 issuers). In the context of tightening lending standards, we focused first on maturity runway. As demonstrated
below, “Bottom Q Tickers” have a more onerous maturity wall, with 40% of bonds on a cumulative basis coming due by 2026 (vs. 25% for “Top Q Tickers”).
Additionally, “Bottom Q Tickers” have disproportionately more CCC-rated debt to refinance over the same timeframe (nearly 30% of maturities over the next 36
months are rated CCC, vs. less than 10% within the “Top Q Tickers” bucket). Though primary market activity has picked up from 2022 levels, and maturity walls in
general appear manageable in the context of high yield funding needs over the last two decades, these findings do call into question the ability for high yield small
caps to continue to outperform larger structures should credit availability concerns heighten.

Smaller Cap Structures Have More Onerous Maturity Wall... ...Including More CCCs to Refi Over Next 36 Months
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Sensitize by Size

Drilling down to the sector level, we also find “Bottom Q Tickers” to be disproportionately more Cyclical in nature relative to larger capital structures.
In our Weekly Briefing entitled “Sometimes the Best Offense is a Good Defense,” we highlighted our expectation that aggregate index earnings will likely turn
negative in 2023, and as such find greater comfort in Defensive sector exposure given more muted EBITDA growth betas over time. Furthermore, the potential for
more significant earnings deceleration among “Bottom Q Tickers” (greater Cyclical and less Defensive sector exposure) could be met with higher interest expense,
particularly given a more pronounced differential between in-place coupons maturing over the next 36 months and bond-specific prevailing market yields
relative to the large cap constituency. Again, these findings appear at odds with recent small cap outperformance in the high yield market.

Small Cap Structures Have More Cyclical Exposure... ...And Greater Near-Term Risk to Interest Coverage Metrics
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By and Large the Same View

To be clear, maturity runways remain very manageable in the high yield space, a function of record-setting issuance from 2020 to 2021 that allowed
management teams to extend their obligations while lowering funding costs. There is also very little CCC-rated debt in our index at present (~ 12% by face value,
vs. a trailing 20-year average of over 17%), exemplifying the meaningful improvement in overall credit quality since the Global Financial Crisis. However, small vs.
large capital structure performance in the high yield market has bucked some very significant equity market trends so far this year...and did so despite a less
favorable technical backdrop and below-average illiquidity premiums. In our view, continuing to moderate small issue exposure makes sense in the current market
environment, particularly if lending conditions continue to tighten.
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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.



