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SKY Harbor Weekly Briefing
SKYView: From Pause to Pivot
Risk assets began to rally this past week, with better than expected economic data and signs that inflation is beginning to moderate providing much
needed relief for those concerned about a future recession. Rumors of a change in Fed sentiment – from the potential of a “pause” to growing expectations of a
“pivot” – led to a strong rally in Treasuries. Though we are not yet seeing interest in the high yield asset class increase sharply (beyond ETF inflows), a search for
spread could begin to pick up steam in the coming weeks despite lingering risk factors. As such, we focus this Weekly Briefing on the value of a longer-term
investment horizon when evaluating high yield in the current market environment.

Cash Balances Remain Elevated
Historically speaking, yield-to-worst levels in the 8% range have provided meaningful incentive for investors to increase their exposure to US high yield,
provided the economic outlook was not dire. More recently, perhaps due to recessionary concerns, we have seen index (ICE BofA US High Yield Index, ticker H0A0)
yields breach 9%, all while actively managed fund flows remained in the red. Given uncertainty surrounding the future path of spreads (particularly if the global
economy is heading toward contraction) and potential concerns about redemptions, high yield portfolio managers have maintained above-average cash
balances in recent months. In fact, cash levels are now approaching COVID-era peaks, allowing yields across the ratings spectrum to enter top quartile territory.

Source: SKY Harbor, ICE Data Indices, JP Morgan, Bloomberg

Double-Digit Returns Over the Long Run, Drawdown Risk in the Short Run
Historically, starting index yield-to-worst levels have demonstrated a reasonably strong correlation to future total returns, with the R^2 rising as the
time horizon increases (below, we show subsequent 1, 3, and 5 year average annualized returns based on starting index YTW levels). Encouragingly, and as noted
in our early October Weekly Briefing entitled “Valuation in Uncertain Times,” starting yields in the mid-9% range, consistent with current index data, have led to
approximately double-digit average annualized returns over longer periods of time (3 to 5 years). The risk, however, is drawdown over shorter timeframes. Using
our dataset that goes back to January ‘00, we find a max drawdown when using a mid-9% starting YTW (and all that fall in the same decile) is ~ -31%, and occurred
between November ’07 and November ’08, the depths of the global financial crisis. Keep in mind, however, that average annualized returns over the 3 and 5 year
periods following the worst-timed investment in our dataset were still attractive at +9.6% and +9.7%, respectively, despite the inclusion of the max drawdown
figure over the first 12 months. As such, current H0A0 yields, in our view, may be attractive to those willing to commit to longer investment holding periods.

Source: SKY Harbor, ICE Data Indices
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IG Has Less Drawdown Risk, But Also Less Return Potential
We acknowledge that some investors may prefer investment grade to high yield credit at this point in time, a function of year-to-date
underperformance of the former (at the time of writing, IG has underperformed HY by 650 bps on a total return basis, and 20 bps on an excess return basis) and
drawdown risk of the latter (max drawdown over the last two decades given current starting YTW levels is -31% and -14% for HY and IG, respectively). However, as
highlighted below, max drawdowns and average annualized returns at starting YTW levels consistent with current index metrics all favor high yield over longer
periods of time. And, we highlight, that the depths of the global financial crisis highly skew 1-year drawdown figures presented below. More specifically,
eliminating the GFC from our dataset leads to max 1-year drawdowns in similar YTW environments to -1.3% and +1.5% for HY and IG, respectively, closing the gap
to 280 bps (vs. the full set gap of 1,700 bps).

Source: SKY Harbor, ICE Data Indices

Taking the Tail Off of the Table
Now, the global financial crisis did happen – and it can surely occur again – so scrubbing that period from our analysis is certainly unfair. However, the
likelihood of it occurring in the coming year seems to be on the decline as US GDP and inflation data give way to renewed hopes of a soft landing. It is also
important, in our view, to put the GFC into proper context. Though it is one of only three recessions to occur in our dataset (i.e., the modern history of the US HY
market), it registers as the most severe since the second World War. As further demonstrated below, the length of the GFC was 1.7x longer than the post-WW2
era average, and was over 2x more severe as measured by the cumulative decline in real GDP. As such, deriving a downside case using data from that period might
be overly draconian in nature.

Source: SKY Harbor, The National Bureau of Economic Research, BofA Merrill Lynch, Bloomberg

The Right Mix of Caution and Enthusiasm
Recent market enthusiasm notwithstanding, we acknowledge significant global economic uncertainty on the horizon, and believe high yield index
spreads are likely to be volatile in the coming months. That said, those with a long-term investment horizon should take note of the strength of subsequent HY
credit market returns when similar levels of yield were attainable over the last two decades. Furthermore, elevated yields in the higher-quality portion of the
index (BBs, high-single-Bs) also appear attractive while remaining, in our view, bankruptcy-remote even if a moderate recession were to materialize. Given the
speed at which markets can compress when incoming datapoints appear to reduce the likelihood of a severe global contraction, and due to sizeable HY fund
cash balances available for deployment, we do think it makes sense to add a modicum of risk to portfolios at this point in the cycle.
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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.
© 2022 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.
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