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Weekly Briefing
SKYView: Short Squeezes, Sentiment, Spending, and Surprises
Despite a calendar full of activity – an FOMC meeting, the start of Q4’20 earnings season, the release of key economic indicators, etc. – it was a group
of retail investors posting on Reddit that dominated most of the financial headlines over the past week. Less attention-grabbing but nevertheless relevant for
markets, the FOMC left rates and the pace of asset purchases unchanged, while financial results out of early reporters imply that Q4 will be another quarter in
which double-digit upside earnings surprises remain the norm. In this Weekly Briefing, we break down key events of late January and their potential impact on
high yield markets.
A David vs. Goliath-esque battle between amateur traders and some of the most well-known hedge fund managers began in earnest last week, with a
Reddit subforum called “WallStreetBets” inciting a short squeeze in several stocks. Most notable among the targets was GameStop, whose stock skyrocketed
1,745% (YTD through January 27) as a result of the power struggle between professional and amateur speculators. The carnage quickly spread to other tickers
with sizeable short interest, leading to some of the worst total return sessions for long/short hedge funds in history. Importantly, the disruption to high yield
market trading was minimal, even among constituents with heavily shorted public equities. As demonstrated in the tables below, members of the ICE BofA US
High Yield Index (H0A0) caught up in the drama have not, through the time of publication, experienced the same magnitude of volatility in their underlying bond
prices.
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In complete opposition to the drama unfolding on social media, the January 26-27 Federal Open Market Committee meeting appeared relatively
devoid of surprises. The Committee left guidance on rates unchanged and maintained the current pace of asset purchases ($120bn per month). In Fed Chairman
Powell’s subsequent remarks, he admitted that the pace of the recovery has recently “moderated,” but also pointed to “an improved outlook” later in 2021. On
the topic of inflation, Powell noted that any potential liftoff in rates was tied to sustained inflation in excess of 2%, and emphasized that any initial inflation
driven by a “burst” of spending as a result of a re-opening would likely be transient, not necessarily triggering FOMC action.

Key Takeaways from Fed Chairman Powell's Speech
January 27, 2020
Negatives

Positives

"Following a sharp rebound in economic activity last summer, the
pace of the recovery has moderated in recent months..."

"In contrast, the housing sector has more than fully recovered from
the downturn, supported in part by low mortgage interest rates."

"Household spending on services remains low, especially in sectors
that typically require people to gather closely, including travel and
hospitality."

"Business investment and manufacturing production have also picked
up."

"And household spending on goods has moderated following earlier
large gains."

"While we should not underestimate the challenges we currently
face, several developments point to an improved outlook for later
this year."

Source: SKY Harbor, Federal Reserve
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Consistent with Fed Chairman Powell’s remarks on a moderating recovery, recently released SCE Household Spending Survey data shows that the
median increase in monthly household expenditures decelerated to +1.6% in December, down from +1.9% in August. Expectations for spending in the coming
year, however, increased to +3.0%, up from +2.2% in August, as consumers remain optimistic for an eventual re-opening. Also notable are changes in large
purchases, with an increase in spending on Electronics and Home Appliances funded via a reduction in Vacation expenditures. These trends appear consistent
with Q3’20 corporate earnings releases, and hint toward the continuation of spending to enhance home comfort – a theme that has been reflected in underlying
portfolio positioning.
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Finally, though Q4’20 earnings season has just recently begun, we note that growth continues to surprise to the upside. The strong historical earnings
correlation between small cap equities and high yield issuers provide a positive read-through for our market, though only an admittedly small portion of
constituents (14%) have reported thus far. Nevertheless, we remain mindful that earnings relative to expectations – more so than absolute earnings growth –
drive returns, and we therefore remain optimistic for high yield spread compression in the coming quarters.
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Q4'20 Earnings Summary (14% have reported through publication)
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A showdown between Wall Street and Main Street was the main attraction over the past week, but we believe relatively dovish commentary from the
Fed and a strong start to Q4’20 earnings season represent the most relevant news for high yield markets. With tapering seemingly off the table and corporations
continuing to adjust to new market realities, our optimistic view for spreads over the intermediate term remains intact.
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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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