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SKY Harbor Weekly Briefing
SKYView: The Pivot is On Pause
The US Federal Reserve raised rates by 75 bps this past Wednesday – the fourth such hike in a row – lifting their target range to a level not seen since
late 2007. Though the hike was in-line with market expectations, a widely anticipated (though perhaps merely hoped for) Fed pivot did not take place. In fact,
commentary from Chairman Powell’s press conference was widely viewed as hawkish, leaving the door open for rates to rise beyond what was anticipated in the
September dot plot. With the timing of peak interest rates a clear unknown, we decided to focus this Weekly Briefing on the historical drivers and cadence of
inflation normalization in years past.

Dissecting Powell’s Speech
With no new dot plot until the December FOMC meeting, market participants analyzed Chairman Powell’s commentary this past Wednesday under a
microscope. What they found, however, was not the dovish stance many were hoping for. Rather, with labor markets overheated and inflation still hovering only
modestly below June ’22 highs, Powell opened the door for a terminal rate above the 4.6% median envisioned in September, all while calling investor hopes for
a pause in the Fed’s quest to tighten monetary conditions “premature.” As news was absorbed by the market, the futures-implied peak Fed Funds rate ratcheted
up to 5.2% (vs. 5.0% at the end of October, and 4.5% at the end of September) while the risk asset selloff accelerated.

Source: SKY Harbor, Federal Reserve, Bloomberg

Focused on Killing Inflation
The Fed seemingly doubled down on its quest to cool inflation, with Chairman Powell indicating that he would rather over-tighten than under-tighten,
albeit cognizant of risks to the broader economy. Given a strong commitment to returning inflation to their 2% objective, the question of timing naturally arises. In
the chart below, we present a US Consumer Price Index (YoY % growth) time series, with periods in which inflation exceeded a standard deviation over the longrun average highlighted in grey. At first glance, these peaks appear symmetrical, implying that inflation has historically declined at about the same pace as it
initially increased. On a more granular basis, we find that the timing from inflation peak to levels consistent with a pre-peak trough is on average 1.2x longer
than the duration of the initial inflation run-up. Assuming peak inflation has already been reached (CPI has moderated from a high of 9.1% in June), a cadence
consistent with historical outcomes would imply normalization around December ’23. Importantly, this is nearly a year ahead of most economist projections.

Source: SKY Harbor, Bureau of Labor Statistics
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Rate Hikes Aren’t the Only Weapon in the Fed’s Arsenal
From the onset of the pandemic until the end of 2021, the M2 money supply grew at an annualized rate of approximately 18%, including an all-time
record of nearly 27% in February ’21 as the US government delivered trillions of dollars in stimulus payments. As highlighted in a recent note from Morgan
Stanley1, it’s no wonder that inflation picked up rapidly, as the money supply was growing at over 2x the pace of the previous record high. They also highlight the
significant correlation between inflation and money supply over time. Using a dataset of CPI and M2 YoY growth rates over the last two decades, we find the
strongest correlation between factors (.74) occurs when the latter leads by 18 months. As demonstrated below, a significant decline in the money supply over
the last several months should put downward pressure on CPI, with the Fed’s 2% target for inflation seemingly achievable by the end of 2023 (again, more quickly
than consensus expectations) should the historical M2 relationship hold.

Source: SKY Harbor, Bureau of Labor Statistics, Bloomberg, Morgan Stanley

Remaining Data-Dependent
Indications of a potential downshift in future rate hikes aside (the market is still expecting 50 bps in December), the Fed remains steadfast in their
commitment to curb inflation. And, with no progress being made in cooling the jobs market (unemployment stands at its lowest level since the 1960s) or
associated wage inflation, Powell appears unwilling to change course ahead of November 8 midterm elections despite calls from prominent lawmakers to
demonstrate some restraint. The outlook, however, can change rapidly. Powell has consistently noted the “long and variable lags” associated with monetary
policy, and we cannot rule out a reduction in inflation consistent with historical trends highlighted earlier in this briefing from showing up in the two CPI releases
that will occur before the December FOMC meeting. In the meantime, we continue to believe an up-in-quality approach to high yield markets is in order, with any
indication that inflation is levelling off likely the catalyst to get more aggressive on credit risk.
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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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