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SKY Harbor Weekly Briefing
SKYView: Geopolitical Threats
Market volatility remains elevated, a function of corporate earnings surprises, the rebalancing of Fed rate hike expectations, and rising
geopolitical tensions. With regard to geopolitics, President Biden’s decision to send an additional 3,000 US troops to Poland, Germany, and Romania – a
move aimed at bolstering NATO defenses in Eastern Europe as 100,000 Russian troops amass along the Ukrainian border – underscores the lack of
progress made thus far through diplomatic channels. While the odds of a full-scale conflict remain low, we nevertheless find it prudent to analyze
historical market reactions to prior geopolitical events. In this Weekly Briefing, we focus on the magnitude and duration of prior selloffs due to
exogenous shocks.
According to the most recent BofA Merrill Lynch credit investor survey – a bimonthly questionnaire in which institutional investors identify
dominant risk factors in the market – geopolitical risk poses the third most significant concern on the horizon, moving up sharply relative to
November ’21 results. Undoubtedly, a number of threats have contributed to elevated volatility thus far in 2022, but the intensifying standoff along the
Ukrainian border is perhaps most worrisome. And, while military action is not a foregone conclusion at this point in time, the odds of escalation
(intentional or otherwise) likely rises as troop counts build.

Geopolitical Risk Rising in BofA Merrill Lynch Investor Survey

Volatility Remains Elevated

January '22 survey date

Chicago Board Options Exchange Volatility Index
35

Index Reading

30
20 Year
Average

25
20
15
10

Source: SKY Harbor, BofA Merrill Lynch, Bloomberg

Global markets have already reacted to heightened tensions, with Russia 5 Year CDS approaching levels not seen since the onset of the
pandemic. Along with a depreciating Russian Ruble, most key exports have been impacted, with prices expected to rise further should an escalation of
tensions occur. Financial sanctions could also be imposed by the US and EU, though sensitivity surrounding the Nord Stream 2 pipeline and dependence
on Russian energy in general – particularly during winter months – add complexity to the situation. What is clear is that crude oil, natural gas,
palladium, and aluminum prices could rise further, with wheat potentially inflecting, adding further pressure to raw material cost headwinds already
impacting many corporations.
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In our view, the best way to gauge the spillover risk for high yield is an examination of how the market reacted to the Russian annexation of
Crimea back in 2014. As demonstrated below, and using various media sources to put together a rough timeline of events, we can see that spread
tightening of the ICE BofA US High Yield Index (ticker H0A0, our proxy for US high yield market risk) came to a halt upon the initial seizure of Crimea’s
parliament and Council of Ministers buildings by masked gunmen on February 27, 2014. Spreads continued to widen as then-Prime Minister Mohyliov
was overthrown, and peaked on or about March 14, when diplomatic negotiations between the United States and Russia ended without meaningful
progress. At its worst, high yield spreads widened ~ 15 bps, a relatively modest reaction given the risk of armed conflict escalation. Furthermore,
spreads had recovered to their pre-conflict tights a mere four days after the peak.
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We are aware, however, that all conflicts play out in unique ways, with the ultimate impact either cushioned or exacerbated by prevailing
economic conditions. For example, supply chains are in a more tenuous position now than they were in 2014, potentially magnifying the impact trade
sanctions and reduced output may have on downstream industries. At the same time, the build-up of tensions has been better telegraphed to the
market this time around, the aging of risk factors usually resulting in less severe market reactions.
With all of this in mind, we generated a list of significant geopolitical events, all occurring in the last two decades so that their associated
impacts can all be measured against a high yield market of similar size and depth. First, a word of caution – not all of these events were discrete /
single-day occurrences, not all were complete surprises, and not all have clearly delineated start and end dates. As such, quantifying the magnitude and
duration of spread change required some judgement on our part. Nevertheless, we are confident that data presented in the tables below represent a
consistent measurement approach. Ultimately, we find that shocks to risk assets stemming from geopolitical events – with the exception of the 9/11
attacks – have typically been short-lived, and more often than not resulted in less than 20 bps of spread widening.

Spread Pressure From Geopolitical Events Have Typically Been Short-Lived
estimated spread reaction and time to recovery
Single Day / Discrete Events

Date
Apr '13
Nov '15
Nov '15
Jun '16
Jul '16
Apr '17
Sep '19

Est. OAS
Event
Reaction (bps)
Bos ton Ma ra thon Bombi ng
4
Pa ri s Terror Atta cks
15
Turkey Shoots Down Rus s i a n Jet
6
EU Referendum (Brexi t)
74
Fa i l ed Coup i n Turkey
3
Reta l i a tory Mi s s i l e Stri ke i n Syri a
21
Sa udi Ara mco Drone Stri ke
2

Multi-Day Events
Est. Time to
Recovery
(days)
6
4
7
13
4
11
4

Date
Sep '01
Ma r '03
Feb '11
Ja n '14
Jul '17

Event
9/11 Atta cks
US-l ed coa l i ti on i nva des Ira q
Li bya / Ara b Spri ng
ISIS Ca ptures Fa l l uja h
N. Korea Succes s ful ICBM La unch

Est. OAS
Reaction (bps)
196
12
64
3
41

Est. Time to
Recovery
(days)
53
8
36
5
44

Full Set Median
Full Set Mean

14
37

8
16

Source: SKY Harbor, Bloomberg, ICE Data Indices

Geopolitical risk factors are on the rise, most notably due to the build-up of troops along the Russian-Ukrainian border. While the odds of a
full-scale conflict remain low, we are nevertheless aware that already precarious supply chains could become further disrupted and raw material cost
inflation could accelerate if a diplomatic resolution isn’t reached. Fortunately, exogenous shocks stemming from geopolitical events over the last two
decades have proven less destructive than anticipated. In fact, our full set median implies 14 bps of spread widening and OAS recovery within an eight
trading day period, a relatively manageable move should any eventual escalation remain within the normal bounds of historical market reactions.
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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.
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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