December 8, 2017

US High Yield – 2018 Outlook Summary
The following is a summary of our larger, in-depth 2018 Outlook report, which is available upon request.
Each year SKY Harbor conducts analysis of results and trends of the past year to formulate our view of the key drivers, risks and opportunities in
the coming 12 months. This paper provides a summary of our findings to highlight areas of focus which we believe are of greatest importance for
high yield investors as we enter a new year. Following two relatively strong years of total returns in the high yield market, we expect to begin 2018
with spreads that are materially tighter than long-run averages, a less accommodative Fed, heightened geopolitical tensions and a concentration of
both secular and idiosyncratic risks within certain sectors. Additionally, tax reform initiatives, which we expect to pass in either late 2017 or early
2018, are likely to change the behavior of index constituents to varying degrees. Despite these risk factors, we continue to find reason for
optimism. Fundamental improvement persists, the technical backdrop remains supportive, and positively trending macroeconomic indicators
underpin an above-average risk appetite. Furthermore, we see little recession risk over the next twelve months and, as such, view yields as
compelling relative to other asset classes.

2017 Recap
On a YTD basis (through November 30), both broad and short duration high yield markets have exhibited returns approximately in line
with the median for their respective indices over the last 20 years. The ICE BofAML US High Yield Index (H0A0) has returned ~ 7.2% year to date,
just above the median return for the index over the last twenty years, and moderately above the 6.2% estimate from our 2017 Outlook, published
on December 4, 2016. The ICE BofAML 1-5 Year BB-B US Cash Pay High Yield Constrained Index (JVC4) has returned ~ 5.1% year to date, at the
median for this short duration index over the last twenty years, and modestly below the 5.6% estimate from our 2017 Outlook.
By rating, CCC credits have provided the greatest total return on a YTD basis, with the ICE BofAML CCC & Lower US High Yield Index
(H0A3) returning 9.6% through November 30. BB credits provided the next best returns at 7.1%, and outperformed when viewing returns on a
beta-adjusted basis. This dynamic came as a surprise to most of the market, with most managers opportunistically underweighting higher quality
at the start of the year due to the fear of rising rates (the BB portion of the market has greater duration than lower-rated counterparts). However,
as upward pressure on Treasuries failed to materialize, and non-traditional buyers entered the market (largely foreign buyers, and investment
grade funds dipping into sub-BBB credit in search of additional yield), the BB ratings bucket rallied.
By sector, Transportation is the top performer year to date, although it makes up less than 1% of the index, resulting in only 12 basis
points (bps) of contribution to the overall return (1.7% of the total return). Basic Industry is the top contributor to returns and the second largest
sector in the market. All industries within Basic Industry returned above the market on strength across an improvement in commodity prices,
improving global GDP, a strong US housing market and improving construction activity across the US. Retail has had the lowest total returns YTD on
fears of accelerating secular declines reducing traffic at brick-and-mortar retailers and competitive disruption in the industry (e.g., the Amazon
effect). Unsurprisingly, restaurants and discount stores were the strongest industry performers within Retail, reflecting strong consumer
disposable income. Media has had the second-lowest total return year to date, largely driven by tight valuations that prevented material spread
tightening and increased fears related to high leverage and weak strategic outlooks.
The US high yield market default rate improved materially throughout the year, and we would expect an extension of this trend. On an
issuer-weighted basis, the TTM default rate improved from nearly 7% at the beginning of 2017 to less than 4% today. The primary driver of this
improvement was a recovery in fundamentals from commodity-related credits, which made up the vast majority of bankruptcies over the last
several quarters. A spike in commodity defaults during 2016 did not result in wide-spread contagion for the rest of the index, and has served to
bring overall levels back in line with historical norms as these sector-specific issues have subsided.
Continued improvement in US high yield market fundamentals remains our area of highest conviction as we enter 2018. From a
fundamental perspective, earnings trends for the index as a whole remain materially positive (EBITDA was up double-digits on an aggregate basis in
both 1Q17 and 2Q17, and is trending similarly so far in 3Q17), particularly as commodity-related sectors (Energy, Basic Materials), which were the
biggest detractors from growth over the prior 24-month period, continue to recover. Furthermore, high yield investors have historically been
forward-looking in nature, with earnings expectations reflected in spread levels 1-2 quarters in advance. Given the large runway expected for
earnings improvement, we continue to believe spreads can grind tighter, all else being equal. As a result of these strong earnings trends, credit
metrics have steadily improved over the last several quarters. On an LTM basis, net leverage for the US High Yield market was ~ 3.6x, according to
BofA Merrill Lynch. Admittedly, this is above the long-run average (~ 3.4x), but down materially since the beginning of 2016. Additionally, interest
coverage metrics have improved materially, with the average index EBITDA / interest expense ratio over 4.1x, comfortably above the long-run
average of 3.8x.
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Tail Risks
As we head into 2018, we are cognizant of significant tail risks associated with the current market environment. Should such risks come
to fruition, we would assess the impact and adjust our investment thesis and positioning accordingly. We list these risks, in no particular order:
















Tax Reform – While our analysis would suggest that tax reform proposals currently being debated will, if enacted, prove to be a modest
net positive for the average high yield issuer, we recognize that most levered CCC credits are likely to be worse off (based on the trade-off
between lower tax rates and interest deduction caps). While our base case is that this modest additional stress will be manageable, a more
punitive bill signed into law could prove more onerous than our initial estimates, which could lead to higher than expected default rates.
Fed Rate Hikes – While Jerome Powell’s views are widely regarded as being quite similar to those of Janet Yellen, there is risk that the Fed
diverges from current policy in 2018 given personnel turnover. A more rapid than prudent pattern of rate hikes could prove detrimental
for high yield market returns given weak spread cushions.
Oil Price – While oil prices have trended upward for the past six months, a shock to the current supply-demand dynamic could cause a
rapid drop in the price of crude, which could push index default rates higher given the size of the Energy sector.
China – While GDP growth continues to be resilient in the 6.5% to 7.0% range, a change in sentiment and / or government intervention
could impart stress on several sectors within the US high yield index, most notably those with exposure to base metals and other
commodities
Political Uncertainty – While political uncertainty in Europe has largely abated, the potential for a presidential impeachment in the US,
coupled with contentious midterm elections, could shift sentiment to the downside.
Risk Contagion – While we believe the majority of high yield credits should remain insulated from the most acute cases of secular and
regulatory risks, any resulting spike in risk premiums could cause stress to pervade a broader constituency.
Inflation – While inflation has been persistently below target, deficit-funded stimulus through tax reform or by other means could lead to
a faster than expected increase in inflation, particularly given an already tight job market. Rising inflation could prompt the Fed to raise
rates more rapidly, and could pressure corporate operating margins through increased labor costs, which would erode our positive view
on near to intermediate term earnings trends.
Protectionism – A withdrawal or re-write of NAFTA could spur a proliferation of protectionist maneuvers by the Trump administration,
which could have a disproportionately negative impact on sectors with international supply chains (Autos, Tech, Retail, etc.).
(De)Regulation – A more lenient set of leveraged lending guidelines could prompt deals to come to market with Debt to EBITDA ratios in
excess of 6.0x, increasing LBO activity and decreasing average equity checks. Such a scenario could degrade index-average credit health
(which has been on the rise) and increase the prevalence of aggressive issuance (which has been on the decline).
Fallen Angels – Given positive rating migration rates, an expectation of improving credit fundamentals, and the potential for tax reform
to be a net positive for conservatively levered capital structures, we would expect rising stars to outpace fallen angels, providing a
positive technical backdrop for the market in 2018. However, an unexpected weakening of earnings, and / or the failure of tax reform to
be signed into law could reverse this trend. Given the outsized nature of notional BBB debt outstanding relative to the high yield market,
a spike in fallen angel volumes could create material technical headwinds.

Conclusion & Key Takeaways
Ultimately, we expect 2018 high yield returns to approximate current yields, as spread tightening is offset by upward pressure on rates,
all while credit losses remain modest on below-average defaults. Despite our expectation of improving fundamentals and the generic
attractiveness of CCC spreads relative to historical averages, we believe the opportunity set carries heightened secular and/or idiosyncratic risks
that for the most part justify current trading levels. As such, we are more apt to favor, on the margin, securities in a modified barbell approach. By
sector, we favor those that screen well in both our dispersion (higher-than-average dispersion with higher spread) and tax reform (high tax rate,
solid coverage) analyses. Key takeaways from our full analysis are as follows:














High yield market returns in 2017 are approximately 50th percentile relative to the last twenty years.
CCC credits outperformed on an absolute basis, but BB credits outperformed on a beta-adjusted basis.
Secular challenges caused Retail returns to lag the broader index.
Default rates have rapidly declined, largely driven by the alleviation of commodity-related stress.
We expect default rates in 2018 to continue to fall, as challenged sectors have relatively small weights in the index.
The current expansion cycle is into its 101st month, making it the third-longest recovery since 1900.
Despite an elongated recovery, we see little chance of a recession in the next 12 months.
Major economic indicators continue to trend positively; GDP growth in 2018 and 2019 is expected to be in the 2.0% to 2.5% range.
The strength of credit fundamentals remains our area of highest conviction as we enter 2018.
Interest coverage metrics, a key driver of ultimate defaults, remain healthy; low interest rates and extended maturity schedules make
metric degradation unlikely in the near to intermediate term, even if rates or risk premiums were to rise suddenly.
On the basis of spreads relative to historical norms, CCC credit appears most attractive.
CCC credit is over-exposed to issuers dealing with secular and/or regulatory risks, making wider credit spreads justifiable.
The degree of dispersion among sectors within the index ranges widely, creating alpha generation potential through security selection.
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Geopolitical risk is the biggest concern among high yield investors, followed by asset bubbles.
Despite strong new issuance trends in the high yield market, most proceeds are being used to refinance debt and are not being deployed
toward LBOs / acquisitions / dividends typically symptomatic of late-cycle exuberance.
Tax reform, if implemented, is likely to be a modest net positive for the average high yield issuer.
Higher-quality credits (i.e., BB) are most positively impacted by the current set of tax reform proposals, while the most levered CCC
credits are likely to be worse off (based on the trade-off between lower tax rates and interest deduction caps).
VIX tends to lag the Federal Funds Target rate by approximately 2 years, which implies the potential for an uptick in volatility near term.
In periods of rising volatility and rising rates, short duration high yield typically outperforms broad and ratings-constrained high yield, and
materially outperforms investment grade credit and US equities.
Our 2018 return expectation for the ICE BofAML US High Yield Index (H0A0) is ~ 6.1%; our 2018 return expectation for the ICE BofAML 1-5
Year BB-B US Cash Pay High Yield Constrained Index (JVC4) is ~ 5.1%.

For inquiries regarding the underlying analyses and full report, please contact your SKY Harbor representative or email info@skyhcm.com.

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.
© 2017 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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