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Etolian Capital Group, LP is a private investment management company, E Capital(*) E Capital(*) S&P (**) LUCI(**) LUCI (***)
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May Commentary

During May we continued to receive confirmation, through a string of economic releases, that the economy is in full upswing. Moreover, the economy continued
to create jobs at a rate exceeding the markets’ expectations and confirming the inevitability of higher interest rates which, most market participants now expect,
should begin to get raised by the Fed in the upcoming June Fed meeting. The only questions remaining are as to how many of those rate hikes will occur and
how severe will they be. Reflecting the above, interest rate markets have been trading lower in price. Yet the Fed, in an excellent expectations management,
seems to have persuaded the markets that whatever changes it makes, will be “measured”, limiting the upward pressure in interest rates. Equity markets
seemed to take this at heart and, after selling off rather dramatically in the first part of May, recovered in the second half of the month. Similarly, equity volatility
(as captured by the VIX Index) spiked intra-month, coming back rather dramatically towards the end of the month. All-in-all, it seems that the markets have
“digested” the initial negative effects of higher rates and, instead, have began to focus on the benefits associated with a stronger economy. We are constructive
about the prevailing market sentiment going forward, and only developments from potentially higher inflation (which, despite higher energy prices, does not
seem to be currently a threat) would begin to undermine our view.

Developments in the US corporate market reflected the above, selling off in the first part of the month and recovering some of its losses towards the end of the
month. In fact, for the most part, the credit market traded in a lock-step with movements in the S&P and the VIX index, widening with declines in the S&P (and
spikes in the VIX Index) and coming back as equity markets improved. Interest rate sensitive sectors such as Financials, Homebuilders, REITS, Transportation
and Autos in particular (which have been acting more like financials these days), bore the brunt of the credit spread widening. In addition, the fears of interest
rates (which could lead to higher interest rate expenses) punished disproportionately the Emerging Markets and the High Yield sectors. As a result, the higher
beta segments of the Investment Grade market were negatively affected, giving rise to some significant credit spread widening. Adding to the existing state of
volatility were corporate specific news which, when negative, led to significant spread widening for these names. Intelsat and Bombardier were examples of
credits subject to such bad news and both names were hammered in the market place experiencing spread widening of 100+ basis points. On the other hand,
TYCO was an example of good news which, as a result of an upgrade from S&P, saw its spread coming in by 40 basis points. Diminishing liquidity seemed to
exaggerate the effects of these developments. The dire state of affairs prevailing in the first 3 weeks, began to clear towards to end of the month, as the interest
rate markets stabilized and equity and equity volatility markets began to signal signs of having digested the fears of higher interest rates. As we look into June
we see room for further modest tightening in corporate spreads as the effects of a stronger economy are likely to trickle through to higher corporate earnings.

May was perhaps the most difficult month for the credit markets and for Etolian since our inception, leading to a small positive return of 0.03% for the month.
The long/short nature of our strategy protected the portfolio but, at the same time, prevented us from making money. Below the seemingly stable and flat
monthly result, we experienced high volatility in gains and losses in the portfolio and struggled to stay above water throughout the month. Starting the month
with a small net long credit spread position (primarily through our exposure to Autos), we were punished early in the month. Our problems were compounded
by pain in High beta leisure and wireless long positions which were disproportionably affected by the adverse developments in the High Yield market, triggering
some stop losses. Gains in our shorts helped the situation, but not enough to offset the leakages we were experiencing in our longs. However as the month
progressed, gains from short positions in Bombardier and Retailers, along with gains in long positions in TYCO, helped us recover. In the end, we finished the
month flat which, while disappointing, it is not necessarily a bad outcome given the volatility that prevailed throughout the month. We emerged unscratched from
a very difficult market and the portfolio is well positioned for the current state of the economy. Although we see further room for modest credit tightening in the
near future, we are of the view that most of the credit tightening is behind us. Sector and specific name selectivity are increasingly important, and so is tight risk
management of positions. We have spent a lot of time reviewing our positions, pairing exposures much tighter on the long and short sides, and being much
more precise as to how and where to expose our portfolio. As we enter June, we are about 9% net long spreads but much more defensively constructed.
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