CapVisor Associates, LLC

Inside This Issue
01 Defensive Short Duration High
Yield Bonds: An Overlooked and
Underutilized Source of Durable
Alpha
By Peter Duffy
01 Economic Review
By Michael J. Stafford Jr. and
Kevin Moore
06 Fundamentals
By Darren R. Schuringa
08 Upcoming Events

Spring 2018 Newsletter

Volume 10, Issue 2

Page 1

Defensive Short Duration High Yield Bonds: An
Overlooked and Underutilized Source of Durable Alpha
Defensive Short Duration High Yield
Bonds: An Overlooked and
Underutilized Source of Durable Alpha
Most investors tend to use investment
grade bonds as a risk diversifier,
especially during volatile or uncertain
periods, when in fact BB-B rated short
duration high yield bonds have
historically provided more stability with a
higher yield. This discussion will examine
the underlying factors of this
performance anomaly, why these bonds
are overlooked and underutilized within
the industry, and examine their risk and

return characteristics. Topics for
discussion include:
• Characteristics, outperformance, and
risk statistics
• Industry and asset class factors
contributing to underutilization
• Minimal need for market timing per
historical spread and recession
analysis
• Fit within a portfolio allocation and
resulting effects
Continued on page 4

Economic Review - Fixed Income
Volatility returned to the markets like a
school yard bully back from spring break
and investors struggled to find any place to
hide to start the new year. The S&P 500
and Barclays Aggregate Bond Index both
registered losses in the same calendar
quarter for the first time in nearly ten years.
The Barclays Aggregate investment grade
fixed income benchmark returned -1.46%
for the quarter.
Short interest rates rose more than long
rates and the treasury curve flattened. The
difference between two and thirty year
treasury yields narrowed to 0.70%, from
0.85% at the beginning of the year.
Investments in high quality fixed income
now yield more than 2% across the entire
maturity spectrum, even in very short term
instruments.
Continued strong employment gains and
lower tax rates increasing both corporate
confidence and earnings expectations
drove interest rates higher. After January
and February’s steady rise in rates and
amidst a backdrop of higher equity market
volatility, investors seemed to realize that
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for the first time since 2008 two year
treasurys have a higher yield than the
S&P 500. In March treasurys rallied, but
credit spreads continued to widen.
Economic activity remains robust. The
Institute for Supply Management recently
reported the overall economy grew for
the 107th consecutive month. The New
Orders Index remained above 60 for the
11th straight month and the Customers’
Inventories Index is at its lowest level of
the past seven years. The Backlog of
Orders Index has grown for 14
consecutive months and registered its
highest reading since 2004.
Corporate earnings are strong. Earnings
of S&P 500 companies rose 15% year
over year in the fourth quarter of 2017.
Strategists expected a similar increase in
the first quarter, before tax cuts.
Analysts now expect corporate tax cuts
to propel the year over year increase in
first quarter earnings to 25%.
Inflation has increased but not rapidly,
leaving the Fed committed to additional

rate hikes. 2.5% inflation on top of 4%
real GDP growth would result in 6.5%
nominal GDP growth. High nominal GDP
growth, 0.75% of additional Fed rate
hikes and $420 billion of Federal Reserve
balance sheet reduction by the end of the
year are arguments for gradually higher
interest rates.
Outlook
We are more cautious with regard to both
the near term direction of interest rates
and credit spreads than at any time in
several years. Most portfolio durations
remain short of benchmark indexes. The
Fed continues to tighten short term rates
but recent shifts in market sentiment and
technical investor positions weaken our
conviction that rates will rise with the
same momentum in the second quarter as
in the first.
Credit spreads have widened about thirty
basis points from early February lows.
The passage of the tax act heralded the
repatriation of large corporate short term
Continued on page 2
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Economic Review - Fixed Income
Michael J. Stafford Jr., CFA,
Managing Director, Director
of Fixed Income Investments
Mr. Stafford is Managing
Director and Director of Fixed
Income Investments for ASB
Capital Management and is a
member of the ASB Fixed
Income Council. He has 25 years of experience in
the institutional fixed income business, and
previously served as Chief Investment Officer of
The St. Paul’s (now Travelers) life insurance
subsidiary, and Portfolio Manager with Bank of
America, Legg Mason, and First National Bank of
Maryland. Mr. Stafford is a Chartered Financial
Analyst, a past president and director of The
Baltimore Security Analysts Society, and has
taught investment analysis in the MBA program at
Johns Hopkins University. He is a graduate of
Georgetown University and earned an MBA from
Loyola University of Maryland.

Kevin Moore, CFA,
Managing Director and
Director of Equity
Investments
Mr. Moore is responsible for
active equity portfolio
management at ASB
Investment Management and
is a member of the ASB Equity Council. He has
28 years of portfolio management experience.
Mr. Moore began his career as a securities
analyst at the Ohio Company, and then became
Senior Portfolio Manager at First of America
Corporation. He next moved to the Monetta
mutual fund complex as Senior Portfolio
Manager, and soon thereafter was promoted to
Chief Investment Officer responsible for
oversight and direction of six of Monetta’s seven
mutual funds: The Monetta Fund, and the
Monetta Large-Cap Equity, Mid-Cap Equity,
Small-Cap Equity, Balanced, and IntermediateBond Funds. Two of these funds were ranked
number one by Lipper Analytical Services during
respective 12-month periods. Mr. Moore has
piloted ASB Investment Management’s flagship
ASB Large Cap Core Equity style for more than
15 years, garnering numerous PSN Top Gun
Manager (Top 10 Ranking in peer group
performance) designations along the way,
including PSN Top Gun Manager of the Decade
(Top ½ of Top 1% Ranking) in January, 2015.
Mr. Moore earned an undergraduate degree from
Greenville College and an MBA from the
University of Michigan. He is a CFA
charterholder.
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investment funds. The absence of
reinvestment, noted overseas selling, and
redemptions from exchange traded funds
as interest rates rose, contributed to
wider credit spreads.
We usually like the taxable municipal
sector for its credit quality and
diversification features, and most of our
portfolios have allocations much larger
than benchmark indexes. As credit
spreads widened in the first quarter,
particularly in two to three year
maturities, taxable munis performed well.
As the difference between muni and
corporate yields widened we became
sellers of high priced municipals,
preferring the relative value of treasurys

and corporates.
The new issue market often offers clues
to the direction of overall credit spreads.
During the quarter, we became
increasingly reluctant to participate in
expensive new issues. As credit spreads
have widened we have noticed an
increase in new issue concessions, and
have again become selective investors in
new deals, especially large financings of
acquisitions. These transactions typically
offer greater liquidity from larger
companies determined to pare down
recently expanded balance sheets. The
landscape is challenging, but higher
yields have increased the reward for
discerning fixed income investors.

Economic Review - Equity Market
Any expectation of a repeat of the
tranquil equity markets of 2017 was
quickly dispelled in 1Q 2018. Stocks
initially moved to all-time highs as the
economy continued to grow, but not at a
pace that caused widespread fear of
inflation. Optimism regarding tax cuts
also helped, as, contrary to custom,
corporate earnings estimates actually
moved up to +19% for the year, from
+12% previously, while the annual
revenue growth forecast was bumped up
a point to +7%. Earnings grew at about
15% during 4Q, the fastest pace since
late 2011.
Upon further review, investors found a
number of things to fret about, with the
self-reinforcing result being the collapse
of outsized bets on low volatility. The
Dow tumbled 9.4% from its January 26
peak. Now, rising economic growth was
seen as leading to rising inflation and
more aggressive Fed tightening. The tax
cuts were feared to add too much fuel to
the economy and price levels. Plus,
expanding the deficit would lead to
further debt issuance (supply) and cause

interest rates to go up even more, while a
weakening dollar could raise prices of
products denominated in dollars,
particularly commodities like oil.
Then the February jobs report came out:
more than 313,000 new jobs, upward
revisions, and decent wage growth of
+2.6%, but lower than the prior month.
Markets rallied sharply on the
‘Goldilocks’ scenario of strong jobs,
contained inflation, greater workforce
participation, and more hours worked.
After recovering about two-thirds of the
decline, the market sell-off resumed into
the close of the quarter. President Trump
announced tariffs against overseas steel
and aluminum producers, leading to
Chinese retaliation. Additionally, the
technology sector—long a market leader
—began to falter. Facebook sold off
dramatically amid disclosure of the
misuse of its customer data by a related
party. There were tragic mishaps
involving “self-driving” vehicles. Finally,
Continued on page 3
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Economic Review - Equity Market
President Trump began hectoring online
retail giant Amazon, raising the specter of
heightened taxation or regulation.
In March, the Federal Reserve hiked short
term rates 0.25% to a 1.50-1.75% range,
while upgrading its view of the economy
and the job market, but leaving inflation
expectations unchanged.
Elsewhere, the posture of the European
Central Bank also became less
accommodative, reflecting its own pick-up
in growth.
The S & P 500 declined .76% after
accounting for dividends for the first
quarter, its first quarterly loss since 2015,
and had nine weekly moves of more than
2% up or down. The dollar was down for
the 5th straight quarter and oil was up for
the 3rd straight quarter.
Despite the late sell-off, consumer
discretionary was the best group, led by
Amazon. Traditional retailers also
benefited from strong holiday sales and the
prospect of tax cuts. Technology was
next, followed by healthcare. Telecom,
energy, consumer staples, and materials
fared the worst. U.S. stocks lagged their
global counterparts, and mega-caps were
outpaced by smaller caps.
Outlook
During the Winter Olympics one of those
absurdly long cross-country ski contests
had become a two-man race. Both of the
leaders knew that changing into skis with a
fresh coat of wax would increase their
efficiency but also cost valuable time. As
the Finn stopped with 10 kilometers to go,
the Russian surged onward, opening up a
seemingly large lead. Undaunted, the Finn
pursued doggedly, conserved energy while
gliding downhill on his more efficient skis,
narrowed the gap, then burst past his
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laboring opponent to win the Gold.
Investing is like that, too. To
paraphrase, ‘Time is the friend of
Fundamentals.’
Right now, the macro-economic
fundamentals are solid, with decent
economic growth, a strong job market,
rising wages, tax cuts, robust corporate
earnings, and the Fed looking to bump
up rates only gradually. A bi-partisan
$1.3 trillion spending blowout will
increase Federal spending by $300
billion over two years, and further
balloon the deficit.
During 2018, corporate quarterly EPS
are estimated to increase 18%, 20%,
21%, and 20%. With the immediate
one-time boost from tax cuts rolling off,
there is a very real possibility of peak
growth rates this year, if not peak
earnings.

Right now, the macroeconomic fundamentals
are solid, with decent
economic growth, a
strong job market, rising
wages, tax cuts, robust
corporate earnings, and
the Fed looking to bump
up rates only gradually.
So, after a long economic and stock
market run, stocks could continue
upward on earnings growth, or could
correct on concerns that the end of the
cycle is in sight. In fact, we have
already seen both scenarios play out
early in the year. With little near term
likelihood of a clear resolution, expect
volatility to remain elevated.

Likewise, the jury is still out on the
inflation rate. Economic growth and
increased spending could drive prices
higher. Or, corporations flush with cash
could increase capital spending,
increasing the supply of goods, and
driving prices lower.
Fortunately, our bottom-up stock picking
discipline guides us toward companies
with fundamentally vibrant long term and
near term growth outlooks.
Yes, there are security and privacy
concerns associated with data, but its
relentless proliferation will continue
thanks to the cloud, artificial intelligence,
virtual reality, the internet of things, and
more. We own a significant investment in
leading producers of memory chips.
Global growth, and burgeoning
production of electric vehicles, will
increase the demand for commodity
building blocks. Yes, economic
fluctuations and fears of a trade war with
China can cause short-term sell-offs, but
the long term outlook remains favorable.
We are overweight copper and other
materials.
Worldwide oil demand continues to grow,
with oil prices increasing 7.5% in the first
quarter to $65 per barrel, and liquefied
natural gas demand over the next 20+
years forecast to grow 4-5% per year.
Energy companies are forecast to
produce the fastest near term growth, yet
the stocks lagged in 2017 and the 1Q of
2018. We remain overweight energy.
Though markets remain turbulent,
favorable outcomes can still be achieved
over time by employing a disciplined
investment process and investing in
fundamentally strong companies.
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Defensive Short Duration High Yield Bonds: An Overlooked and Underutilized
Source of Durable Alpha
Peter Duffy, CFA,
Senior Portfolio
Manager, Senior
Partner
Mr. Duffy began his
career with Penn
Capital in 2006. Mr.
Duffy serves as the
portfolio manager for Penn Capital’s Defensive
High Yield and Defensive Short Duration High
Yield strategies. He also chairs the firm’s Credit
Strategy Committee. Prior to joining Penn
Capital, Mr. Duffy was a Director for Deutsche
Asset Management’s top-decile $5 billion global
high yield debt team, and his investment
experience included both leveraged loans and
emerging markets debt. Previously, he worked
on mergers & acquisitions at GE Capital and as
a management consultant at Arthur Andersen
LLP. He received a BS in Finance, Summa Cum
Laude, from Villanova University and an MBA
from The Wharton School of the University of
Pennsylvania.

Defensive Short Duration High Yield
Bonds
(“Defensive SDHY”) consist of BB-B
rated corporate bonds with a maturity
under 3 years. They account for a small
portion of the high yield market and have
historically exhibited unique
characteristics. Defensive SDHY has
demonstrated a return profile more
consistent than investment grade and
high yield bond markets while
outperforming both (Figure 2). Its
durability stems from macro factor
insensitivity, such as interest rate and
high yield spread conditions, relative to
similar asset classes. With a duration of
1.7 compared to 7.2 and 3.9 for
investment grade and high yield bonds,
the asset class is less impacted by

Figure 2 As of August 31, 2017. Source: Morningstar Direct. Past performance is not guarantee of
future results.

Figure 3. As of August 31, 2017. Source: Morningstar Direct, BofA ML Index Data. Indices: Equity:
S&P 500, High Yield: BofA ML US HY Master, High Yield BB-B 1-3 Year: BofA ML US HY BB-B 1-3
Year, Invest Grade: BofA ML US Corp Master, Loan: S&P/LSTA Loans, Aggregate: BBgBarc US Agg
Bond, Treasury: BofA ML US Treasury Master. Past performance is not guarantee of future results.

changes to interest rates.
An Overlooked and Underutilized
Outperformer.
Defensive SDHY makes up $116 billion
of the $1.3 trillion high yield bond
market (Figure 3). Lacking potential for
economy of scale and requiring
significant research coverage, large
active managers tend to avoid the
space. Passive managers have likewise
been unsuccessful but for different
reasons, given the difficulty to track and
emulate, with top ETF’s delivering
significantly lower returns and higher
volatility relative to short term high yield
indices. Additionally, databases
generally understate or don’t recognize
the asset class, such as Morningstar
which does not have a high yield short
duration category.
These factors, paired with the fact that
Defensive SDHY has never been the top
performing asset class in any calendar
year (Figure 1- Page 5), has not been a
primary beneficiary of 30 years of
interest rate decline, and is capacity
constrained, have kept the asset class
under the radar of many investors.
Recessions, Spreads, and “Timing the
Market”.
These are three things that keep
investors awake at night. Market
conditions, as measured by high yield
spreads, can significantly impact return
potential. This leads many down the
notoriously hard path of “timing the
market”, which can be difficult. For
example 81% of CCC, 62% of S&P 500,
and 40% of high yield 20 year returns
were derived from the top 12 months of
their respective performance. If an
investors timing was slightly off, their
performance was impacted. That figure
is reduced to 24% for 1-3 year BB’s, the
Continued on page 5
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Defensive Short Duration High Yield Bonds: An Overlooked and Underutilized
Source of Durable Alpha
Figure 1: The consistency of short duration high yield performance. FOR ILLUSTRATIVE
PURPOSES ONLY. The index information and data contained herein was obtained from BofA
ML, BBgBarc, and S&P/LSTA. Annualized data as of August 31, 2017. Past performance is
not guarantee of future results.

Figure 4. Source: Morningstar Direct. Past performance is not guarantee of future results.

Figure 5. As of August 31, 2017. Source: Morningstar Direct, BofA ML Index Data. Indices:
Equity: S&P 500, High Yield: BofA ML US HY Master, High Yield BB 1-3 Year: BofA ML US
HY BB 1-3 Year, Invest Grade: BofA ML US Corp Master, Loan: S&P/LSTA Loans,
Aggregate: BBgBarc US Agg Bond. Past performance is not guarantee of future results.

same as investment grades and 4%
lower than treasuries. Timing has shown
to be a significant factor for most asset
classes, but less so for Defensive SDHY.
This is further exemplified when viewing
performance over various points in the
credit cycle, market recessions,
bubbles, and events. Over the last two
recessionary periods, Defensive SDHY
outperformed the more volatile S&P 500
and high yield indices as expected, but
also outperformed higher quality
investment grade bonds (Figure 4).
Durability throughout the market
cycle.
Over the last 20 years, Defensive
SDHY’s rolling 5 year performance was
not affected by the high yield spread
level at the date of entry (Figure 5). Its
relative indifference to market timing has
historically made it ideal as a long term
portfolio fixture or for periods of
uncertainty.
Where Credit Quality and Maturity
Reach Optimization.
To help illustrate the rationale behind
each component of Defensive SDHY,
Figure 6 (Page 6) breaks down
performance by credit quality, maturity,
and both. BB’s exhibited the top riskadjusted performance relative to other
credit qualities. High yield bonds within
the 1-3 year maturity range, though
returning less than other maturities,
exhibited considerably less volatility
which resulted in superior risk-adjusted
returns. These factors translated into
strong 1-3 year BB-B performance.
Summary and Conclusion.
Defensive SDHY has demonstrated
suitability for a variety of functions.
These include improving credit quality of
high yield portfolios, enhancing liquidity
of direct lending or distressed portfolios,
shortening duration of investment grade
Continued on page 6
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Defensive Short Duration High Yield Bonds: An Overlooked and Underutilized
Source of Durable Alpha
portfolios, and optimizing portfolio
returns while protecting against
uncertainty. Defensive SDHY’s durable
returns and low correlations to
investment grade, aggregate, and
treasury bonds – 5 year 0.50, 0.24, and
0.01 correlations, respectively – make it
an ideal and complementary diversifier
within an optimal portfolio. While difficult
to passively emulate and unable to
massively scale, the asset class has
historically realized its potential with
focused, disciplined, and fundamentally
driven active management.

Figure 6. 5 year trailing performance as of August 31, 2017. Source: Morningstar Direct, BofA
ML Index Data. Indices: High Yield, Invest Grade, and Treasury of all Maturities: BofA ML US
Indices, Equity: S&P 500, Loan: S&P/LSTA Loans, Aggregate: BBgBarc US Agg Bond. Past
performance is not guarantee of future results.

Figure 7. As of August 31, 2017. Source: Morningstar Direct. Past performance is not
guarantee of future results.

Darren R. Schuringa, CIO,
CEO
Mr. Schuringa is the Founder
and Chief Investment Officer of
Yorkville Capital Management,
LLC (YCM). YCM, is a
Registered Investment Advisor
dedicated to researching and
investing in master limited partnerships (MLPs).
Mr. Schuringa is focused on investing in U.S.
energy infrastructure through the MLP structure
and has developed several innovative and first-tomarket MLP investment solutions. Mr. Schuringa
is the lead portfolio manager on Yorkville’s top
performing MLP Growth Opportunities Strategy,
one of the oldest MLP- focused strategies in
existence. The firm was recognized by Pensions &
Investments as the 4th best performing strategy
over the five years ending March 31, 2015 of all
U.S. equity managers (1,740). Prior to founding
Yorkville Capital Management, Mr. Schuringa was
a Partner with the energy-focused investment firm
of Estabrook Capital Management. Mr. Schuringa
was co-portfolio manager of a Morningstar fivestar rated energy-centric mutual fund and he
managed over $1.0B in institutional fund
structures and managed accounts. His clients
included some of world's largest pension funds
and institutional investors. Mr. Schuringa received
a BA in Finance from the University of Western
Ontario and an MBA in Finance from the Crummer
School of Business at Rollins College. He is also a
Chartered Financial Analyst (CFA), a member of
New York Society of Security Analysts (NYSSA),
and a member of MLP Association (MLPA).
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Fundamentals
The fundamental backdrop for the U.S.
midstream industry continues to improve
on a macroeconomic, microeconomic,
and technical level as we approach the
mid-point of 2018. Global oil inventories
are shrinking. Oil prices are rising. U.S.
energy production is expanding rapidly.
These macroeconomic tailwinds are
translating into strong cash flow growth
and greater than 8% yield for energy
infrastructure master limited
partnerships (MLPs). Until recently,
improving fundamentals did not lead to
rising stock prices. The recent
outperformance of energy equities and
MLPs is an indication of improving
investor sentiment and a positive
inflection point for the midstream asset
class.

OPEC production cuts are working.
Global oil markets are coming into
balance from being oversupplied. In the
U.S., total product (oil, gasoline, and
distillate) inventories have declined by
-2.6 million barrels in 2018 through
5/19/18. This compares with an average
build of close to +39.8 million barrels
from 2010 – 2016, refer to the chart
below. Persistent inventory draws over
the past year have brought U.S. oil
inventories below their 5-year average.
Declining inventories and robust global
demand drove crude oil above $70 in
the U.S in May. Oil is up 175% from its
low of around $26 in 1Q16 to its recent
Continued on page 7
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Fundamentals
peak. The commodity has risen by 10%
in 2018 through May 29, 2018. Oil
typically leads energy stocks and MLPs
during the early stages of an energy
recovery.
The resurgence of U.S. production is the
most impressive and most important
factor for continued MLP
outperformance. U.S. oil production
continues to hit new all-time highs. It
broke above 10.7 million barrels a day in
May. This represents a 2mmb/d increase
from the 2016 lows, or nearly a 25%
increase in less than two years. The
International Energy Agency (IEA)
recently stated that the U.S. may be able
to increase output by an additional
4mmb/d in the next several years. This
would represent nearly 40% of additional
growth. Growth in energy output is the
most important macroeconomic factor.
Growth in output will require more
investment in energy infrastructure which
will drive further cash flow and
distribution growth across the MLP asset
class.
MLPs reported strong earnings for the
1Q18, achieving median EBITDA growth
of 12.2% year-over-year. This exceeded
expectations, with 54% of MLPs beating
street EBITDA estimates. This flowed
through to distribution announcements,
60% of which exceeded street
consensus. Infrastructure, or midstream,
MLPs increased distributions by 6.1%
year-over-year on average, in-line with
historical averages. The improving
company level fundamentals led to an
8% yield for the Alerian MLP Index
(AMZ). MLPs are trading at a discount to
historical levels based on current yield.
Macroeconomic tailwinds and strong
fundamentals have not lead to superior
price performance. The divergence
Continued on page 8
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Fundamentals
between robust growth and lackluster
stock performance is an unsustainable
position, either price will improve or
fundamentals will deteriorate. Since the
end of the 1Q18, MLPs have significantly
outperformed the broader equity markets
as measured by the S&P 500. MLPs are
up 11.5% versus 2.2% for the S&P 500.
The recent outperformance of MLPs is an
indication of improving investor
sentiment and a positive inflection point

for the midstream asset class.
The fundamentals have long been a
tailwind for the U.S. midstream sector.
Last week, Russia and Saudi Arabia met
to discuss an increase in oil production.
While this resulted in a sharp decline in
oil prices, we believe the positive
fundamentals do not alter our optimistic
outlook for U.S. oil output. Global oil
inventories are shrinking. Oil prices are

rising. U.S. energy production is
exploding. MLP cash flow growth is
robust and yields are high. Until recently,
improving fundamentals did not lead to
rising stock prices. The recent
outperformance of MLPs is a strong
indication that investor sentiment is
improving. Improving investor
sentiment is the catalyst needed to
lift MLPs and may mark an inflection
point for the asset class.

Upcoming Events
1.CapVisor will be in
attendance at the VCIA Annual
Conference August 7-9 in
Burlington, Vermont. Carl
Terzer will be speaking as well
as exhibiting a booth. We hope
that you have an opportunity to
stop by to say hello!
2.Carl Terzer will also be
exhibiting at SCCIA. The
Annual Executive Educational

CapVisor Associates, LLC
P.O. Box 1084
Gainesville, GA 30503
(973) 665-6370

Email us at:

info@capvisorassociates.com

Page 8

Conference will be held
September 11-13 in
Charleston, South Carolina.
We hope to see you there.
3. NAMIC Annual
Convention is taking place
September 23-26 in San
Antonio, Texas. Come by
booth #639 to see
CapVisor's booth and chat
with Carl.

Carl E. Terzer
Principal
ie
Editor in Chief
CapVisor Associates,
LLC
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