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Weekly Briefing
SKYView: A Surprisingly Good Start
Q1’21 earnings season has begun, with ~ 40% of S&P 500 constituents having reported quarterly financial results at the time of publication. Similar to
trends in the second half of 2020, earnings continue to surprise to the upside, providing a positive read-through for high yield issuers that typically report results
several weeks after their large-cap competitors. Though upside surprise has been the dominant outcome thus far, rapidly rising raw material costs have featured
prominently in management team commentary and analyst Q&A sessions. In this Weekly Briefing, we identify what we view to be sector mis-pricings based on
earnings trends thus far in the quarter, and focus on key beneficiaries of raw material inflation, a trend that is expected to persist in the coming months.
Despite a focus on below-investment-grade issuers, our analyst team actively monitors earnings trends among larger corporates that reside outside of
our target market. These entities, typically found within the S&P 500 and Russell 2000 indices, provide valuable insights into macro supply and demand trends
given superior reach across global markets. Additionally, S&P 500 constituents often report quarterly results earlier than the balance of high yield issuers,
offering an early preview of things to come in the leveraged credit universe given positively correlated earnings trends between the two markets over time. As
demonstrated below, 40% of S&P 500 and 19% of the Russell 2000 constituents have released Q1’21 results thus far, and on average those corporations have
reported earnings 23% and 49% above consensus expectations, respectively. Trends vary by sector (Healthcare, Telecom, and Financials have been notably
strong) but in aggregate the earnings surprise magnitude is trending well above levels seen in the prior three years, and augurs well for the high yield market.

S&P 500 Index (SPX): Current Quarter
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Q1'21 Earnings Summary (40% have reported through publication)

Q1'21 Earnings Summary (19% have reported through publication)
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As noted in a November 2020 Weekly Briefing entitled “Earnings Surprise,” quarterly S&P 500 EBITDA growth has been highly correlated to EBITDA
growth in the US High Yield universe over the last 10+ years, the two tracking closely in both up and down markets. Furthermore, S&P 500 sector-based earnings
surprises – more so than absolute earnings growth – are highly correlated to subsequent period US high yield sector total returns, as demonstrated in the
scatterplot below (left side). While only one period is presented (Q4’20 S&P 500 surprise vs. Q1’21 US HY total returns), the relationship is similarly linked on an
historical basis. With this in mind, and under the assumption that sector trends will remain consistent as the balance of the index reports financial results, we
note that HY Healthcare and Industrials appear attractive as total returns have undershot their implied earnings surprise magnitude (right chart).

Q4'20 Earnings Surprise Drove Subsequent Sector Returns

Q1'21 Early Reporters Imply Market Mispricing

Q4'20 S&P 500 Index earnings vs. Q1'20 US High Yield total returns

Q1'21 S&P 500 Index earnings vs. April MTD US High Yield total returns
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Raw Material Cost Inflation on the Rise

Cost Inflation Spans the Commodity Spectrum
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Another emerging trend is raw material cost inflation, which appears pervasive across a variety of sectors and has dominated management team
commentary in post-earnings investor calls. While lumber, steel, and copper price momentum have garnered the most attention (left chart below), re-opening
momentum, labor shortages, and supply disruptions have served to increase the price of many other key raw material inputs (including corn, oil, and structural
panels, as demonstrated in the right chart below). Though most companies conduct business under long-term contracts with input price escalators, the typical
pass-through (most often one to six months) can prove detrimental to margins when commodity prices fluctuate as rapidly as they have thus far in 2021. As
such, our confidence in underlying earnings projections have declined for issuers with extended contractual lags and those that satisfy a significant portion of
their raw material needs in the spot market.
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Fortunately for most companies, management teams have noted that improving sentiment and sharply rising re-opening demand have allowed for
most (if not all) cost inflation to be passed along to consumers. As further evidence of this dynamic, S&P 500 and Russell 2000 constituent gross profit margins,
as displayed in the chart below (left side), have improved on both a sequential and year-over-year basis thus far, with most maintaining or even boosting FY21
guidance. Earnings resilience, however, has not been universal. Below (right chart), we reference some of the more pronounced disparities arising between
buyers and sellers of impacted commodities. With supply chain issues and re-opening momentum building, we believe these trends will likely remain in place
over the coming months, creating a heightened degree of uncertainty as analysts project future earnings potential. For the time being, we suspect sellers of
commodity products are likely better positioned to maintain or expand margins relative to their downstream customers, with pricing power dynamics reversing
relative to 2020 trends.
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Q1’21 earnings season is off to a strong start, with ~ 80% of companies reporting EPS figures that exceed consensus expectations. These trends bode
well for high yield issuers, and we continue to expect positive fundamental momentum for the balance of the year. Given the strong correlation between
earnings surprise and subsequent sector total returns, we see upside potential in high yield healthcare and industrials, as April performance to date has been
more modest than Q1 beats would otherwise imply. Furthermore, talk of raw material cost inflation has been a recurring theme across the reporting universe.
With supply chain disruptions and re-opening momentum unlikely to subside in the near-term, pricing power has shifted to commodity producers, with margins
likely to expand over the next quarter. As such, we have increased exposure to several credits best positioned to benefit from tight market conditions.
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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.

3

