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April Commentary
What a difference a month makes! In March we were worried about the sustainability of the economic recovery and the ability of the economy to create jobs. In
April, in a complete reversal of fortunes, we began to worry whether the economy is overheating! Again the culprit was the strong Non-Farm Payroll numbers
(up 308,000) which were beyond most people’s expectations. These numbers, along with a stream of other economic figures confirming a picture of economic
robustness, set the stage for what we would call the battle of the bulls. That is, the positive economic news providing support for stronger equity markets and
equity-like markets (i.e., corporate credit), while at the same time the prospect of higher interest rates (associated with higher growth) eroding value from the
markets through their discount function. The Treasury market was the biggest casualty from the rising interest rates, losing about 5% (about 70 basis points
higher) in the 10-year note. In equity markets, the discounting function prevailed as well, causing a loss of 1.68% in the S&P 500 for the month (NASDAQ lost
3.7%). However, at the same time, the stronger economic numbers reduced economic uncertainty and this was reflected by the relatively calm state of affairs
in the equity volatility markets (VIX index) which seemed to react more geopolitical risk (Iraq and terrorist considerations).

The corporate market found itself right in the middle of this fight. Being subject to interest rates, total return indices (which capture the effect of BOTH interest
rate AND credit spread changes) retreated, giving up about 3.7% (as captured by the LUCI Total Return Corporate Index). Yet, corporate credit spreads were
rather resilient and made a modest headway by recording an overall return of about 1% (as captured by the LUCI Asset Swap Corporate Index). The robust
quarterly earnings announcements during April were consistent with the emerging macroeconomic picture and provided the underpinnings for stability in credit
spreads. Credit spreads grinded tighter in the earlier part of the month but failed to make major advances as concerns about higher interest rates exerted
pressure in the other direction. However, below the deceiving appearance of stability in the overall corporate spread indices, there was a lot of change as
interest rate sensitive sectors were punished (financial institutions, mortgage originators, Home builders, REITS), while in other sectors with sensitivity to strong
economy (Airlines, Autos, Consumer Goods, Retail) we saw significant tightening in credit spreads. Noteworthy was the major setbacks that took place in the
High Yield market and Sovereign Emerging Markets. Although these markets are peripheral to our focus, developments in these markets are of interest to us
as, in many respects, they represent the “canaries” of the credit world, and may be considered as early warning indicators of liquidity and credit conditions.

Etolian Capital carefully navigated through this rather tricky landscape during April delivering a small positive return of 5 basis points. We had entered April with
a constructive view of credit spreads, anticipating a tightening in spreads as a result of positive earnings announcements. Observing that the credit spread
market was not reacting to the very strong earnings reports and realizing that interest rate considerations were acting as a major deterrent to further credit
spread tightening, we squared off our positions, established a more defensive stance in the whole portfolio, and concentrated on our short and long selections
and other non-directional relative value and time decaying strategies. The portfolio steadily benefited throughout the month from such strategies, as short
positions in interest rate sensitive sectors provided more than enough gains to offset losses in other portfolio holdings. Among the strategies that deployed with
increased frequency during April were “pair strategies” in which we go long and short different credits within the same industry/sector. It is considered a more
conservative strategy because its long/short nature within the same industry “hedges” many common risks and focuses on the different performance of two
credits. One the pairs that we put on during the last week of the month was to go long MCI and short ATT. Unfortunately, on Friday, the last day of the month,
following the release of numbers from MCI on Thursday afternoon and after a very sloppy distribution of the newly issued MCI bonds, the spread moved
against us by 80 basis points. The loss, which exceed our stop loss limits, triggered immediate liquidation of the majority of the position, which resulted in a 55
basis point loss. With no time left in the month to make up for the loss, unfortunately, we registered an anemic 5 basis point return for the month. Obviously,
we are very unhappy with the outcome. Yet, the final performance speaks volumes about the validity of our strategy which, despite the steep loss in the last
day of the month, it managed to register a small return in a very difficult operating environment in which most other fixed income strategies suffered. As we
look into May, we believe that the factors described above are still in place and, as a result, we are on a defensive mode having adopted a relatively market
neutral approach (about 5% net long credit spreads).
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