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Weekly Briefing
SKYView: Threading the Needle
All eyes were on Jerome Powell this past week, with market unease building ahead of his March 16 FOMC press conference. In what some strategists
have called the most critical policy meeting for some time, Powell seemingly struck a delicate balance, expressing confidence in the economic recovery without
stoking fears of a sharp uptick in inflation that could necessitate an earlier than expected liftoff. In this Weekly Briefing, we review the key takeaways of the most
recent FOMC meeting, and analyze the potential impact new stimulus checks – now being distributed as part of President Biden’s recently passed $1.9tn relief
package – may have on consumer spending trends.
Powell soothed bond markets last Wednesday, downplaying the risk of inflation and maintaining an overall dovish tone. The FOMC voted to keep
rates at essentially zero and will maintain the pace of asset purchases, alleviating fears of the start of an unwind. While the Fed’s new dot plot displayed some
shifts (7 of 18 officials predict higher rates by the end of 2023, up from 5 of 17 at the December meeting), median expectations remained unchanged. At the
same time, the Fed appeased equity markets by ratcheting up 2021 GDP growth expectations and decreasing year-end unemployment estimates, all while
maintaining that rates are likely to stay near zero through 2023.

The Fed's New Dot Plot

Key Data Points

FOMC member projections for meeting date March 17, 2021

FOMC member projections

* Fed Funds target rate unchanged
* Size of asset purchases unchanged
* Economic activity outlook increased
- '21 GDP growth to +6.5% (from +4.2%)
* Median unemployment estimate decreased
- 4.5% by end of '21, 3.5% by end of '23
* Temporary boost in inflation upon reopen (~ 2.4%)
* Inflation back down to ~ 2% in 2022
* Housing markets have more than fully recovered
* Business investment and manufacturing picking up
* Recovery has progressed more quickly than anticipated
* Decision was unanimous
Source: SKY Harbor, Bloomberg, Federal Reserve

With the FOMC meeting now out of the way, we suspect attention will revert to stimulus spending, particularly as a wave of $1,400 checks to
qualifying Americans (as a result of Biden’s recently passed $1.9tn stimulus bill) hit bank accounts (~ $242bn of funds have already been distributed as of March
16). How is this money likely to be spent, and what might the impact be to the economy? To answer this, we first look back at spending patterns following the
first round of stimulus checks (issued after the CARES Act was signed into law in late March ’20). According to a survey conducted by the Federal Reserve Bank of
New York1, the marginal propensity to consume (MPC) was quite low, as only a relatively small share of stimulus payments (~29%) was used for consumption
by the end of June 2020. By contrast, approximately 35% of proceeds were used to pay down debt, while 36% went into savings. An even lower marginal
propensity to consume was expected for a then theoretical second round of payments, with August 2020 survey results implying that the savings rate would
increase even further. At the time, it was believed that “unprecedented high uncertainty about the duration and the economic impact of the pandemic, the
social distancing rules and restrictions on in-person shopping, and delayed rent payments (which economists count as consumption) may all have contributed to
the small MPC estimates.”

How Americans Expected to Spend Round 2 Stimulus Payments
survey results from August '20
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How Americans Spent Their First Round Stimulus Payments
$1,200 per qualifying adult via CARES Act (March '20)
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The personal savings rate – defined as the percentage of disposable personal income remaining each month after accounting for taxes and
spending – reached an all-time high in April 2020, far surpassing the previous record of 17.3% (May 1975), and has since remained well above the long-run
average. According to a Congressional Research Service report2 this response appears highly consistent with past periods of elevated uncertainty, as individual
savings rates typically rise during recessions “to provide a buffer against reduced income (caused by job loss, for example) in the near future.” During the
pandemic, government stimulus payments and the inability to spend due to social distancing provisions likely played a role in boosting savings rates as well.
These trends, however, may be poised to change. Both the Philadelphia Fed Business Outlook Survey and the US Empire State Manufacturing Survey
surpassed consensus expectations in March, and consumer sentiment continues to gain traction, as demonstrated below:

Consumer Sentiment Gaining Traction
University of Michigan Consumer Sentiment Index

40

105

35

100
95

80

Jan-21

Mar-21

Nov-20

Jul-20

Sep-20

May-20

Jan-20

Mar-20

Nov-19

Jul-19

Sep-19

May-19

Jan-19

Mar-19

Jan-18

Jan-18

Jan-21

Jan-12

Jan-15

Jan-06

Jan-09

Jan-00

Jan-03

Jan-94

Jan-97

Jan-88

Jan-91

Jan-82

Jan-85

60
Jan-76

0
Jan-79

65

Jan-70

70

5

Nov-18

75

10

Jul-18

15

85

Sep-18

20

90

May-18

25

Mar-18

Index Value

30

Jan-73

Personal Saving as a % of
Disposable Personal Income

Pandemic Uncertainty & Stimulus Checks Boosted Savings
Personal Saving Rate, monthly data

Source: SKY Harbor, US Bureau of Economic Analysis, Federal Reserve Bank of St. Louis, University of Michigan

In fact, we are already beginning to see signs of an increasing marginal propensity to consume. Based on US Census Bureau data, over 110 million
Americans received a stimulus payment in Week 25 of the Household Pulse Survey (ended March 1, 2021). Of those recipients, 28% of respondents “Mostly
spent it,” 19% of respondents “Mostly saved it,” and 52% “Mostly used it to pay off debt.” Several other datapoints have been similarly supportive of an uptick in
consumption and a reduction in savings rates. On Sunday, March 14, the Transportation Security Administration (TSA) screened 1.34 million people, 86,000
more than the same day one year ago, and airline bookings continue to accelerate as lockdowns end and the newly vaccinated seek travel options after
spending the last 12 months homebound. Sales of electronics & appliances, furniture & home furnishings, and food & drink continue to improve as well,
increasing confidence in an economic boost as the population becomes vaccinated and businesses resume more normalized activities.

US Census Bureau Household Pulse Survey
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Despite a more dovish than expected message from the Fed, we find it hard to imagine a scenario in which rates decline meaningfully over the
intermediate term. This, coupled with less than full absorption of recent Treasury moves by high yield index constituents, continues to leave us biased away from
the most rate-sensitive portion of the market (duration over 8, highest quality bonds with yields in the 0% to 5% range). At the same time, a resumption of
consumer spending should further improve the outlook for credit fundamentals, historically a tailwind for lower-quality names as default risk drops, and we seek
to further add to names that stand to benefit from a re-opening yet still trade wide of pre-COVID levels (transportation, leisure, retail, and portions of capital
goods and basic industry levered to an uptick in business investment). Finally, with high yield index OAS nearly 50 bps above our revised year-end target, our
overweight to the shorter duration portion of the market is being funded by higher-yielding securities with less than average convexity.
In conclusion, Fed Chairman Powell managed to walk a fine line in remarks that following the March FOMC meeting, reiterating that accommodative
policy measures would remain in place for the foreseeable future while still managing to upwardly revise economic growth expectations. Having avoided the
more hawkish pivot that many market participants feared, we expect investor attention to now shift toward the benefits of stimulus spending and a
normalization of consumer behavior. In our view, relatively low MPC readings and the associated surge in the personal savings rate that followed issuance of
stimulus checks in April ‘20 is unlikely to be repeated, largely the result of a more clear path to a sustained re-opening that has already begun to put upward
pressure on consumer sentiment. As a result, we continue to view consensus GDP growth expectations for 2021 (+5.6% at the time of publication) as being too
low, and expect high yield spread tightening to resume as the benefits of stronger economic activity (higher EBITDA growth, lower net leverage, lower defaults)
are incorporated into OAS fair value estimates.
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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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