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SKY Harbor Weekly Briefing

SKYView: Beware the Downgrade Wave

A mixed set of economic datapoints continued to trickle in over the last week, providing the market little in the way of net new information to break the
stalemate between modest recession and modest expansion camps. We remain convinced, however, that earnings growth expectations will come down in the
coming months, as quarterly investor calls and subsequent updates on guidance potentially provide a catalyst for moderation. Though we continue to believe that
such headwinds will be manageable for high yield issuers in aggregate, we expect an uptick in rating agency activity as earnings season progresses. With that in
mind, we focus this Weekly Briefing on the impact downgrades may have on the pricing of market risk, introducing a new internally generated projection model in
the process.

Downgrades Already Outpacing Upgrades

On average, in any rolling 12-month period since January 2000, we estimate that at least 1/3 of the high yield index (by face value) is impacted by a
rating change. While both upgrades and downgrades occur across all phases of the business cycle, they do tend to skew in accordance with the economic
outlook. As demonstrated below, rating action was prevalent in a COVID-impacted 2020, with downgrades (over $700bn) outnumbering upgrades (less than
$200bn) by a healthy margin. Strong earnings growth and balance sheet repair led to a partial reversal of that dynamic in 2021, while 2022 proved more balanced.
Perhaps a better way to view rating activity is on a net basis, normalized by the size of the high yield index. For example, downgrades outnumbered upgrades in
2020 by nearly $550bn, or 37% of the index by face value. A rolling time series is provided below (right side), demonstrating the tendency for migration rates to
favor downgrades in times of stress, with a high degree of overall correlation to bank lending standards.

Rating Activity Likely Skewed to Downside in '23 Tighter Lending Standards Correlate to Net Downgrades
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A Rating Migration Rate Model

So, what can we expect in the coming year? Leveraging a database of key economic indicators, fundamental credit ratios, and various high yield and
ancillary asset class index metrics, we created a multi-variable regression model to project credit rating migration rates (a rolling 12-month measure of
downgrades vs. upgrades relative to index size, with positive rates indicating a greater proliferation of downgrades). Due, in large part, to falling consumer
sentiment, a higher probability of recession, weakening GDP growth prospects, and partially offset by low (though perhaps rising) unemployment rates and
gross leverage ratios, the model projects a 21% net downgrade rate in 2023. In absolute terms, this translates into downgrades outpacing upgrades by nearly
$300bn (above the 13% average over the last two decades, but half of the relative downgrade pressure in 2020).

Key Economic Indicators Have Softened... ...Moving Our Migration Model Into Net Downgrade Territory
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A Completely Average Year

To put expected downgrades into proper context, we first need to generate an estimate of index total returns in 2023. Acknowledging that a debate
over the proper methodology and appropriate model inputs for generating total return expectations could occupy the next two dozen Weekly Briefing topics, we
will streamline the process by using perhaps the simplest approach — starting spread and yield levels. As demonstrated below, the option-adjusted spread and
average yield-to-worst levels of the ICE BofA US High Yield Index (HOAO) at the beginning of the year were 481 bps and 9.0%, respectively. Historically, those levels
would coincide with subsequent 12-month total returns of +4% to +9%, or a midpoint of +6.5% (coincidentally, +6.5% is nearly identical to the average annual
index return over the last 25 years, though we expect little else this year to be average).

Starting OAS and YTW Levels Historically a Good Proxy for Next 12 Month Total Returns
monthly data; OAS and YTW levels in table are as of the start of 2023
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The Importance of Selection

With our projection of net downgrade rates in hand, we next attempt to gauge the impact this group may have on return generation. First, we note a
few assumptions to be aware of (and highlight that the following analysis employs a number of estimates and an over-simplification of dynamics that are likely to
contribute to actual performance):

. Downgrades occur uniformly across all rating buckets

. Downgrades are not already fully reflected in current bond prices

. Default candidates in the coming year will likely be downgraded beforehand, so we net out the impact of defaults from our downgrade loss projection
e  Spread widening of a downgrade candidate is commensurate with convergence to comps rated one to three notches lower

. Ending price of a downgrade candidate is a function of aforementioned spread widening in the context of average cohort starting price and duration

A 21.7% net downgrade migration rate (or, 17.2% after excluding a 4.5% projected default rate), concurrent with our price decline estimate stemming
from a bond re-rating, equates to ~ 115 bps of return downside in the coming year. This, coupled with our default loss estimate, implies nearly 300 bps of total
return at stake when it comes to avoiding credit hits. As such, whether in the context of average annual total returns (6% to 8%, which includes the historical
impact from defaults and net downgrades) or the starting yield-to-worst level at present (8% to 9%, which does not), the value of selection will be of the utmost
importance this year. For added context, high yield index returns in 2017 were similar to expected total return and starting YTW levels at present (+7.48%). In that
year, we estimate! the difference separating 25t and 75t percentile active managers was ~ 311 bps.

Default & Downgrade Losses Appear Material Relative to Total Return Outlook

SKY Harbor estimates; data rounded for simplicity

BB Index BB B ccc Index
% of Index (face value) 49% 38% 13% 100% % of Index (face value) 49% 38% 13% 100%
Est.Default Rate 0.7% 4.0% 20.0% 4.5% Net Downgrade Rate 21.7% 21.7% 21.7% 21.7%
Rating Bucket Default Rate 0.7% 4.0% 20.0% 4.5%
Non-Default Downgrade Rate 21.0% 17.7% 1.7% 17.2%
Default Target Characteristics Downgrade Target Characteristics
Est. Universe Price 64.0 58.0 40.0 Est. Starting Price 86.1 84.3 56.5
Est. Recovery 40.0 35.0 25.0 35 Est. Ending Price* 80.5 79.3 32.6
Est. Default Loss (bps) 24 159 750 Est. Downgrade Loss (bps) 138 106 70
Est. Contribution to Index Default Loss (bps) ~ 175 bps Est. Contribution to Index Downgrade Loss (bps)

*Assumed average price correction to widen toward OAS commensurate with downwardly revised rating
Source: SKY Harbor, ICE Data Indices

A Credit Picking Year

Though investors are divided on the prospects of a recession in 23, output growth is expected to be modest, at best. In the face of continued inflation
and strong FY22 volumes, this dynamic likely leads to negative EBITDA growth in the near to intermediate term. As such, we envision downgrades outpacing
upgrades in the next few quarters as rating agencies react to a changing market backdrop. Though we continue to expect a ‘23 default rate (4.5%) below typical
recessionary levels (8%+), potential credit + downgrade losses will likely be material relative to ultimate total returns. As such, avoiding negative surprises will
likely be paramount when it comes to generating outperformance this year.

1 Based on a custom peer group of high yield managers in the eVestment database



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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