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Weekly Briefing
SKYView: Time to Rotate
After a 78 bps backup in spreads during the week of June 7, US high yield bonds have returned to tightening mode, bolstered by better than expected
economic releases (including a 17.7% jump in May retail sales, the largest monthly improvement ever) and support from the Fed. While economic data remains
admittedly weak on an absolute basis, we remain mindful that readings relative to expectations are often the dominant driver of risk premiums over the short
term, and so view the rally as justified. In this Weekly Briefing, we highlight the recent surge in the Citi Economic Surprise Index and find historical evidence in
support of our increased exposure to Cyclical credits in the current market environment.
The Citi Economic Surprise Index (United States) – which shows how economic releases are trending relative to consensus expectations – has been on
the rise since the start of May, most recently bolstered by retail sales strength (+17.7% in May, well above consensus expectations of +8.4%). Looking at
quarterly data since index inception (January 2003), there exists a correlation between economic surprise and the magnitude of ICE BofA US High Yield total
returns, with Cyclicals (excluding Energy) an even greater beneficiary of beats relative to the consensus view. Additionally, as we highlighted in our June 1, 2020
Weekly Briefing entitled “Re-opening Relative Value,” Cyclical ex Energy credits continue to trade wide of Defensive bonds, with spread ratios above 1.2x
consistent with past peak periods of credit stress. Since the ratio typically compresses as we exit a recession, cyclicals are potentially poised to outperform in
the coming months should the economic re-opening be a success.

Citi Economic Surprise Index Supportive of Spread Compression

Cyclical (ex Energy) to Defensive OAS Ratio Yet to Compress
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Note: Automotive, Basic Industry, Capital Goods, Leisure, Real Estate, Retail, Technology and Transportation assumed to be “Cyclical ex Energy”; Banking, Consumer Goods, Healthcare, Financial Services,
Insurance, Media, Services, Telecom and Utility assumed to be “Defensive.”
Source: SKY Harbor, Citigroup Global Markets, ICE BofA Indices, Bloomberg

Examining post-recession recoveries of the past, outperformance of Cyclicals (again, excluding Energy) relative to Defensive sector bonds tend to
accelerate over time. In the graphic below (left side) we chart cumulative total return outperformance of Cyclicals vs. Defensives in the 3, 6, 9, and 12-month
periods after peak recession OAS is reached. If late March 2020 proves representative of peak OAS for the current recession, we would expect strong Cyclical
outperformance over the next several quarters. What if March 2020 was not an OAS peak? Examining data since the start of 2000, we calculated next 12 month
returns on a rolling monthly basis, and found that Cyclicals tend to outperform Defensive credits, on average, by over 300 bps when the Cyclical to Defensive
OAS ratio is over 1.2x at the start of the period - which it is now – regardless of whether or not peak OAS has been reached. As such, a rotation into Cyclicals
may be prudent even if March 2020 OAS levels are not indicative of current recession highs.
Total Returns After Peak Recession OAS

Cyclical ex Energy less Defensive Returns: Next 12mos Advantage

cumulative return differential: Cyclical ex Energy less Defensive
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With a rotation into Cyclicals in mind, we looked for unjustified laggards in the recent rally. In the scatterplot below, we chart Q1’20 excess returns
across the x-axis, and quarter-to-date returns available through the time of writing (June 16, 2020) across the y-axis (note that we use sector classifications in
this exercise, but further break out Basic Industry, Capital Goods, and Transportation into industry-level cohorts given highly varied operating characteristics).
We observed below the better-than-implied recovery in Automotive, Building & Construction, and Chemical constituents, while Aerospace & Defense and Steel
have justifiably lagged. In our view, Technology & Electronics and Transportation Infrastructure may offer attractive value given weaker-than-implied QTD
recoveries and our sense that post-COVID demand should not be secularly challenged.
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Note: For Basic Industry, Capital Goods, and Transportation sectors, we present data at the industry level given varied characteristics; for all others, we roll up to the sector level
Source: SKY Harbor, ICE BofA Indices

In searching for potential sale candidates among Defensive issuers, we noted that Media Diversified, Health Services and Health Facilities appeared
to have staged a better-than-implied rally, and may potentially contain bonds that have tightened too sharply in the last two months. Note that like above,
we used sector classifications in this exercise, but had further delineated Healthcare, Media, and Services into industry-level cohorts given highly varied
operating characteristics.

Defensive Performance
Q1'20 Returns vs. QTD (June 16, 2020) Returns
15
Media Diversified -18.9%
Q1'20, +18.6% QTD June 16

R^2 = .35

QTD June 16 Excess Returns (%)

13
Banking

11
Health Services
Insurance

Health Facilities
Advertising
Enivronmental

Consumer Goods

9

Managed Care

Media Content
Financial Services

Utility

Printing & Publishing

7

Support Services
Cable & Sat TV

Telecommunications

5

Pharmaceuticals
Medical Products

3
-20

-18

-16

-14

-12

-10

-8

-6

-4

-2

0

Q1'20 Excess Returns (%)
Note: For Healthcare, Media, and Services sectors, we present data at the industry level given varied characteristics; for all others, we roll up to the sector level
Source: SKY Harbor, ICE BofA Indices

In conclusion, a highly supportive Fed and a string of positive economic surprises have allowed spread compression to continue. Using history as our
guide, we found it prudent to boost our allocation to Cyclical ex Energy sectors (where appropriate given portfolio objectives and constraints), as this move has
typically been rewarded in the quarters following recessionary spread peaks. If March 2020 turns out to be a premature peak, we take comfort in Cyclical
outperformance in subsequent 12-month periods that begin with Cyclical to Defensive OAS ratios as elevated as they are now (> 1.2x). Finally, our research team
continues to focus on identifying attractively priced Cyclical credits contained in sectors that have lagged from a recovery perspective QTD, while also being
mindful of Defensive issues that have generated better-than-implied excess returns relative to their Q1’20 selloff.
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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.
© 2020 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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