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Weekly Briefing
SKYView: Fiscal Stimulus as the Next Positive Catalyst
News headlines over the last several weeks have been dominated by stimulus talks, and once again we find lawmakers at odds over the size
and scope of spending needed to put the economic recovery on solid footing. Amidst often conflicting economic reports and the ballooning of the
federal debt load to a level that now exceeds a full year of gross domestic product, key Congressional decision-makers remain divided along party lines
as to the most appropriate fiscal response. In this Weekly Briefing, we take a closer look at the impact the next coronavirus relief bill may have on GDP
growth, and extend our analysis a step further to gauge potential implications for the US high yield market.
Much like our March 2020 research piece - which attempted to frame the impact a then-emerging coronavirus might have on high yield
spreads - we believe a scenario analysis approach is most appropriate in assessing the effect a wide range of possible fiscal stimulus paths may have on
the economy. We also tie in our own approximation of resulting US GDP growth under each scenario, leveraging sell-side research and the historical
relationship between government spending and economic activity to inform our estimates. The resulting four scenarios incorporated into our analysis
are detailed below:
Scenario #1: most closely aligned with the recent “moderate” Republican proposal, this scenario involves $500-$900bn in stimulus spending, an amount
equal to what most calculate is the current output gap in the US economy. We estimate 2021 US GDP growth of ~ 3.8% under this set of assumptions.
Scenario #2: essentially the consensus view (as of early February), this scenario calls for an upsize to the Republican proposal, perhaps a bill in the
$900bn-$1.25tn range, and is directed at appeasing moderate Democrats in the Senate. In this case, we leave 2021 and 2022 US GDP growth at current
consensus levels (4.1% and 3.4%, respectively).
Scenario #3: an even larger upsize to Scenario #2, which would approximate the Biden plan less some of the more controversial spending provisions
that both Republicans and moderate Democrats appear to be biased against. In this case, consensus estimates for US GDP appear too low at present,
with 2021 growth potentially rising to +6.5%.
Scenario #4: assumes the full Biden plan comes to fruition via budget reconciliation, which is the path the administration is moving toward at present.
In this case, we think GDP growth could exceed 7%.
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Size
$500 - $900 bn
$900bn - $1.25tn
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Based on our analysis above, all scenarios except #1 – which we believe to be very unlikely given enthusiastic support of a sizeable stimulus
package from both the Treasury Secretary and the Federal Reserve Chair – should result in either stability or upward revisions to the consensus view
of 2021 GDP growth. As a key barometer of economic health, it is not surprising that GDP and US high yield issuer EBITDA growth have been highly
positively correlated over time, and as such we would also expect an upward revision to the corporate earnings outlook should fiscal stimulus exceed
$1.25tn. Updating the inputs that drive our multi-factor regression model, we believe corporate EBITDA growth could surpass the +9.5% estimate
provided in our 2021 US High Yield Outlook (published in December ’20, a summary of which can be found here), rising to +11% and +13.5% in scenarios
#3 and #4, respectively. Due to greater underlying EBITDA growth, we also envision more meaningful reductions in FYE21 leverage for the ICE BofA US
High Yield Index (H0A0) constituent set as a whole. The credit ratio trajectories included in the chart below show meaningful fundamental improvement
potential over the next four quarters, all of which could prove conservative should management teams use excess cash flow generation to proactively
reduce debt.
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EBITDA Growth Outlook by Stimulus Scenario

Net Leverage Outlook by Stimulus Scenario
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Just as we would expect higher GDP growth to boost corporate EBITDA generation and facilitate a more rapid de-leveraging of the index, a
move toward stronger credit metrics and the greater availability of cash should also serve to reduce the expected credit loss rate. Sensitizing the
inputs that drive our internal regression models under various GDP growth scenarios, we would anticipate downward pressure on the default rate and
upward pressure on the recovery rate as the magnitude of fiscal stimulus rises. Again, all scenarios except #1 represent an improvement to the view
presented in our previously published outlook report.
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The sensitivity table below translates our scenario analysis into index default loss estimates, demonstrating the near-term benefits that a
more sizeable relief plan will likely have on the high yield market. Even after adjusting for an updated view of excess spread* demanded by investors,
our model output implies that high yield OAS levels should be negatively correlated to the size of the fiscal stimulus package that is ultimately
passed, with a bill in excess of $1.25tn representing a near-term catalyst for spread tightening.

*we define excess spread as the OAS demanded by investors after accounting for anticipated credit losses; this value has fluctuated over time, but we find that higher inflation / Treasury rates upwardly bias excess spread
Source: SKY Harbor, ICE Data Indices

In conclusion, we believe the market is currently pricing Scenario #2 into index-wide spread levels. In our view, Scenarios #3 and #4 are more
likely to come to fruition, which should lead to upward revisions to consensus GDP growth expectations. Higher GDP growth should lead to stronger
than expected EBITDA generation by high yield issuers, allow for greater de-leveraging, and ultimately prove our previously generated default and
recovery rate estimates too conservative in nature. A re-setting of our internal projection models imply the potential for another 40 to 60 bps of spread
compression should the next fiscal stimulus package come in above $1.25tn in size, providing a near-term catalyst for spread tightening in the high yield
market.
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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.
© 2021 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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