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Weekly Briefing

SKYView: Valuations

After a brief summer hiatus, we resume our Weekly Briefing with a focus on forward positioning in light of year-to-date market performance. In
particular, we examine the staying power of an up-in-quality / long duration trade that has dominated high yield returns in 2019, and identify sector
opportunities amidst the backdrop of an inverted yield curve.

The US high yield bond market (using the ICE BofAML US High Yield Index, ticker HOAO, as a proxy) has tightened ~114 bps thus far in 2019
(through the time of publication). Despite such tightening, option-adjusted spread (OAS) for the index of ~420 bps is above tightest-quartile levels (using
monthly spreads dating back to December 1996) even when prior recessionary environments and the Energy sector are excluded. Performance,
however, has been unevenly driven by quality, as BB rated bonds have demonstrated the greatest amount of strength, outperforming Single-B and CCC
securities despite above-coupon returns. As shown below, relative attractiveness of the highest-quality cohort of the index has diminished, particularly
since late May 2019, on such outperformance.
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While a desire to remain in high-quality issuance given the age of the expansionary cycle may be partially driving this dynamic, a reach for
duration following the Fed’s pivot toward more accommodative policy has been the primary impetus for BB outperformance. As demonstrated in the
below chart at left, total returns by credit quality bucket somewhat mask the embedded duration component lingering in the background. By holding
ratings constant in the right-side chart below, the importance of duration in explaining YTD returns becomes evident.
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The question that inevitably arises is whether this dynamic can continue. Despite decent economic releases of late (personal consumption,
retail sales, small business optimism, etc.), rates continue to decline. However, bond price appreciation has increased the number of call-constrained
bonds in the market (over 70% of BBs now trade above their next call price) and high yield corporate credit yield curves continue to flatten. As such, we
think continued upside to the long duration trade has diminished. Further bolstering this view, our analysis of average compensation per unit of duration
for HOAO index constituents is below cycle averages, having declined from above 60 bps at the start of the year to ~45 bps at present.



HY Corporate Yield Curves Have Flattened
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Another topic garnering significant attention is the recent inversion of the Treasury curve, with the 2s10s curve at -4bps at the time of
publication. While this recession indicator must typically be sustained to be relevant, and despite the proliferation of negative yielding debt on a global
basis contributing technical distortions to the measure, we concede adverse investor sentiment may arise from such a signal. In a study of the prior five
recessions, we found that Treasury yield curve inversion pre-dated a recession by 10 to 24 months, with a median of 17 months. Segmenting the high
yield index into duration buckets, we find that average monthly returns of the shorter subset (duration of 0 to 3) have exceeded returns of a longer
subset (duration of 3 to 8) in the 10, 17 and 24 months before the start of the last two recessions. This dynamic — along with flat yield curves, below
average spread duration compensation, and OAS percentile rankings — leave us favoring short duration high yield in the current market environment.
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Shifting our attention to sector performance, we note a relatively homogenous distribution of returns thus far in 2019. As demonstrated below,
all sector returns have been positive, and nearly all exceed coupon levels (Energy being the exception). Energy has been the clear laggard this year, as it
was in three of the prior nine annual periods (note that no other sector shows up more than once as a primary laggard).
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Despite a strong rally in 2019 that has allowed for high yield index returns of over 10% YTD, sector returns have been driven by duration, not
beta. As illustrated below, beginning of year sector duration (left chart) has explained a significant amount of YTD sector returns (RA2 = 0.75), while
beginning of year sector yield-to-worst (right chart) has been insignificant.

Sector Returns vs. Beginning of Year Duration Sector Returns vs. Beginning of Year YTW
data through August 27, 2019; excludes Energy and small sectors (<2% of index) data through August 27, 2019; excludes Energy and small sectors (<2% of index)
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As a result of investor focus on duration, we think the relationship between historically cyclical and defensive sectors has created some
attractive opportunities. As shown below, and excluding Energy credits from the “cyclical” bucket due to current trading dislocations, cyclical sector
spreads are now 21 bps tighter than defensive sector spreads, despite a long-term average premium. Furthermore, should the yield curve be signaling a
recession in the coming years, we note that cyclical sectors have historically widened relative to defensive sectors in the 24 months leading to a
downturn. As such, we think the reach for duration has made defensive credits cheap, particularly in the context of corporate earnings growth pressure
expected in the second half of 2019.
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Note: We include Banking, Consumer Goods, Healthcare, Insurance, Media, Services, Telecom and Utility in the “Cyclical ex Energy” group; we include Autos, Basic Industries, Capital Goods, Leisure, Real Estate, Retail, Tech and
Transportation in the “Defensive” group
Source: SKY Harbor, Bloomberg, The National Bureau of Economic Research, ICE BofAML Indices

In conclusion, duration has been a key driver of credit market performance thus far in 2019, with underlying moves in rates driving more than
half of YTD US high yield market returns (and nearly 75% of investment grade corporate returns). However, the shape of the HY corporate yield curve,
spread duration compensation (or lack thereof), and the impact of convexity may diminish the efficacy of this trade as we progress through the second
half of the year. Furthermore, we think a shift toward more defensive sectors makes sense on a relative value basis, particularly if the Treasury yield
curve is signaling an economic downturn in late 2020 or 2021.

On the Calendar

Occurred Upcoming
Release Date Period Actual Release Date Period Survey Actual
Existing Home Sales 21-Aug-19 Jul 5.40m 5.42m 5.27m ISM Manufacturing 3-Sep-19 Aug 51.2 51.2
Initial Jobless Claims 22-Aug-19 17-Aug 216k 209k 220k Construction Spending MoM 3-Sep-19 Jul 0.3% -1.3%
Leading Index 22-Aug-19 Jul 0.3% 0.5% -0.3% Trade Balance 4-Sep-19 Jul -$55.3bn -$55.2bn

Source: SKY Harbor, Bloomberg
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Important Disclosures and Disclaimers

SKY Harbor Capital Management, LLC (“SKY Harbor”) provides this document for informational purposes only. The information herein is intended solely for the person
to whom it has been delivered. 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.

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 BofAML Index data referenced herein is the property of ICE Data Indices, LLC (“ICE BofAML”) and/or its licensors and has been licensed for use by SKY Harbor.
ICE BofAML PERMITS USE OF THE ICE BofAML 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 BofAML 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.

© 2019 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.



