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Dear Investors, 

The DW Catalyst Fund gained 0.78%1 on a net basis in the first quarter of 2017. 

Both equities and credit started the year strongly due to growing confidence in the global economy, coupled 

with easy financial conditions. Bond yields were stable despite strong consensus that the Federal Reserve will 

be tightening monetary policy throughout the year. Strategies that benefit from compressing credit spreads or 

continued inflows to risk assets that offer yield performed well. The capital markets for debt and equity are 

open and primary volumes have been robust, especially the refinancing of leveraged corporate capital 

structures. The Catalyst Fund had modest gains in the quarter, as the strategy performed well in Commercial 

Real Estate and Structured Finance but had small net losses in Corporate Credit & Special Situations. 

DW Catalyst: Sub-Strategy Performance and Allocation1 

  

3/31/2017 Market Value  

by Strategy (% of NAV) 

 

 Long Short 

Commercial Real Estate  30 (12) 

Corporate Credit & Special Situations  70 (78) 

Structured Finance   24 (13) 

Domain Real Estate  4 0 

Middle Markets Distressed  3 0 

Energy Direct Investments  1 (2) 

Passive2  0 0 

Total  132 (105) 

 

Portfolio Overview 

The Catalyst Fund’s first quarter returns were generated by gains from Commercial Real Estate and Structured 

Finance and reduced by losses in Corporate Credit & Special Situations. Overall, returns were within our 

expectations given the large beta move, but we were nevertheless disappointed to lose money in our Corporate 

Credit strategy.  The bulk of our portfolio is deployed in legacy structured products, especially legacy CMBS, as 

well as special situation corporate credit, including post-reorganization equities. Given the large run up in 

equities and high yield bond prices, and the underlying negative asymmetry of credit spreads, we want the 

Fund to be substantially hedged to market declines from here. We believe this mix of structured product and 

corporate credit strategies can produce high-single digit to low-double digit returns and have low correlation to 

broad markets. Legacy CMBS continued to perform well following our strong fourth quarter last year. RMBS 

also performed well on the back of robust demand for structured finance bonds that offer reasonably safe 

yield. Our corporate special situation positions underperformed, as mixed performance in long positions was 

more than offset by losses from short positions.  Other strategies – Domain which is our residential 

development financing business, Energy Direct which primarily owns working interests in the Bakken, and 

Middle Markets where we invest in distressed debt of small corporate borrowers – were each positive in the 

quarter, contributing 25bps on just 9% of Fund capital invested. 

The Fund continues to have its largest risk concentration in legacy CMBS securities originated before the 

Global Financial Crisis, with long positions comprising 23% of Fund capital. Our investment thesis is an 

idiosyncratic call on certain CMBS, not a beta call on the entire legacy market.  We have purchased bonds 

                                                           
1 Past Performance is not indicative of future results. Please refer to Disclaimers at the end of this document when reviewing the 

performance information presented herein. 

2 The “Passive” strategy includes items such as PnL from certain FX hedging and other elements not related to active trading decisions.  



where we believe that underlying loan collateral will perform better than the market expects this year.  This 

includes our expectation that some loans the market perceives as quite risky will pay off at par in 2017, along 

with our expectation that certain loans that will default will recover more than the market expects.  We are 

avoiding bonds where our research leads to the opposite expectations.  First quarter results strongly supported 

our thesis, and the market reaction was to reprice a number of our CMBS at lower yields and higher prices. 

Through March, for our portfolio of legacy CMBS, underlying loans reaching final maturity have paid off at par 

75% of the time, exceeding consensus expectations.    We do have a modest short position – 3% of capital – in 

newer vintage mezzanine ‘CMBS 2.0’, driven primarily by concerns over secular changes in retail, and we 

continue to hold zero long positions in more recent vintage CMBS.  While this could change in the future, we 

prefer bonds with near term catalysts as well as the margin of safety of buying securities at significant 

discounts to par value. 

Structured Finance performed well in the first quarter, as RMBS positions rallied strongly. The Fund’s RMBS 

gains were partially offset by hedge losses for the strategy as spreads tightened on both corporates and legacy 

ABX index shorts. As we predicted last year, we have already sold the bulk of our RMBS positions where other 

investors will buy them at very compressed yields. Sales have now slowed significantly, as the remaining 

securities in our portfolio, while dramatically safer than when we first bought them, still offer high yields and 

good risk-reward going forward, due to idiosyncratic factors like second lien collateral, pay-option ARMs, and/or 

lower dollar prices.  Therefore we are quite content to hold these RMBS at strong, safe yields, and may do so 

for some time. It would be difficult to recreate such a portfolio at these prices and yields. As individual 

positions reach our price targets, we continue to be disciplined about exiting.  Our other structured positions, 

including European MBS and US student loan residuals, performed well and the remaining positions are at 

levels that present strong risk-reward. We did not make major changes to the mix of assets in this strategy. 

Corporate Credit & Special Situations detracted from fund returns in the first quarter, after producing strong 

returns to close out 2016. The corporate portfolio has changed considerably from a year ago, as corporate high 

yield spreads have tightened sharply.  The Fund has much less stressed high yield, more post-reorg equity, 

fewer corporate line items, and the mix of shorts has shifted from majority index shorts to majority single-name 

shorts. The Barclays High Yield index was up 2.7% in the quarter, and the corporate portfolio had almost no net 

beta exposure. At a Fund level, long positions contributed 0.9%, while short positions lost 1.6%. The loss in the 

quarter was due to our idiosyncratic and post-reorg-driven longs lagging behind the index, gaining only 1.3% as 

a percentage of invested capital in the quarter. 

The largest loss was due to our post-reorg position in Swift Energy, an Eagle Ford natural gas producer, which 

declined 18% and contributed a 47bps loss at the Fund level in the quarter. Having successfully reorganized 

and exited insolvency proceedings in 2016, Swift appointed a new CEO and CFO in the first quarter. Swift has 

reduced G&A expenses by more than 50% and is pursuing a business plan aimed at focusing capital spending 

on its most economic assets.  They have also reserved a small amount of capital to drill wells on undeveloped 

acreage in order to prove out the value of those assets. The company expects to drill 5 and complete 9 wells in 

2017 in its most productive Fasken area and to drill one well in its Oro Grande area where the company 

believes it has 112 gross locations and will achieve wellhead IRRs of 40-75%. We supported Swift’s decision to 

raise equity capital in order to fund this capex program. While Swift exited bankruptcy in 2016, its stock is still 

unlisted and until recently did not have a permanent senior management team. There are a variety of 

fundamental and capital markets catalysts to realize value from here. First, we believe the capital being spent 

is highly accretive to fundamental value, both by drilling and completing very high return wells in the Fasken 

and spending money to prove out acreage in Oro Grande. Second, the company has opportunities to refinance 

and reduce the cost of debt. Last, the company trades at a discount to comparable public companies and to its 

fundamental NAV, so the current shareholders can realize value either via a public listing that successfully 

closes the valuation discount or a sale or merger of the company in a strategic transaction.  



The Fund holds substantial shorts in E&P high yield credits (13% of capital), which are constructed to offset the 

embedded commodity exposure from our long positions in Swift and Energy XXI equity. During the quarter WTI 

oil declined by 10% and Henry Hub natural gas contracts for Dec 2017 declined by 6%. Despite these moves in 

the commodities, E&P high yield credits generally traded higher with a strong high yield market as evidenced 

by the JP Morgan High Yield Energy Index increasing 1.7% in the quarter.  Our E&P high yield shorts 

underperformed the market and were essentially flat in the quarter. Outside of the positive alpha from energy 

hedges, the Fund’s other single-name shorts produced negative alpha in the quarter, as our short positions in 

credits such as Viacom, Codelco, and BMC Software tightened sharply. We still prefer single-name shorts to 

index hedges, and despite a difficult quarter for our non-energy shorts, we continue to look for opportunities to 

increase single-name shorts and thereby shrink our net index short position.  

One notable outperformer in the quarter was Clear Channel Outdoor, where we hold common equity which 

gained 41% in the quarter, contributing 22bps at a Fund level, as parent company iHeart Media continues to 

work towards a restructuring of its debt. 

Outlook 

We continue to position the Fund with low net beta exposure.  Given the large year-over-year rise in asset 

prices, we think this is the time in the market to find idiosyncratic alpha from highly researched positions and 

not a time to chase yield to ever lower levels.  We don’t see a default cycle in the near term horizon and 

continue to watch the credit-sensitive securitized markets shrink in aggregate market value as paydowns on 

existing debt are generally not offset by new issuance.   We are also running the fund at relatively low historic 

gross leverage and have shifted our short exposure to a higher mix of single-name shorts.  Legacy CMBS is the 

biggest near-term opportunity, given the positions Aaron and team have assembled should see underlying loan 

resolutions of the key collateral in the coming year. After reducing our RMBS and ABS positions materially over 

the past year, our remaining Structured Finance positions continue to offer excellent risk-reward and may 

produce returns for longer than we originally expected. In Corporate Credit and Special Situations, the 

opportunity set has changed dramatically over the past year; there are relatively few opportunities today in 

stressed high yield credit, while more idiosyncratic special situations and the equities of newly reorganized 

companies offer both asymmetric risk-reward and positive catalysts. 

Our legacy CMBS view may differ from some of our competitors, as we are more positive on the likelihood of 

certain cuspy loans paying off compared to market consensus.  This view was supported by first quarter 

results.  Despite relatively light new CMBS issuance, the majority of legacy CMBS loans are finding refinancing 

options from banks and insurance companies away from the CMBS market.  Our approach is to identify bonds 

with isolated exposure to assets where we have a high conviction view that differs from consensus, such as the 

Main Plaza office asset highlighted above.  In many cases, we believe the market fixates on backward looking 

information such as stale appraisals or trailing cash flow metrics when determining value, instead of more 

forward looking metrics (for example, rising market rents in a local market vs. lagging in-place rents).  We 

remain cautious on the retail sector, as we expect that the secular changes impacting the traditional retail 

model will have an increasingly negative impact on the Class B/C mall space.  Class B/C mall exposure is 

much more prevalent in CMBS 2.0 than in legacy deals at this stage, and we continue to hold hedges that 

should provide downside protection if we were to get a more rapid and disorderly decline for retail assets. 

In RMBS and ABS, we have the unusual combination of there being relatively few fresh opportunities but still 

expecting that our portfolio, although smaller, will have strong returns with limited downside. The story is a 

strong economy and negative net supply – there are no stressed sellers in the market today and we continue 

to see incremental demand for safe yield in structured finance, both from inflows and reinvestment. The parts 

of our structured finance portfolio where our view of projected cash flows was essentially consensus have 

already been repriced to mid-single digit yields and we have sold. The remaining portfolio is strongly supported 

by cash flow, but has not been repriced to the same degree. The pace of sales has slowed, but we expect much 



the same process of value realization to unfold over the coming quarters; if we are wrong, the downside is well 

contained by the relatively low uncertainty of the cash flow, the yield cushion and low duration of the portfolio. 

In Corporate Credit and Special Situations, the credit markets have been well supported by strong investment 

inflows, but are always prone to bouts of risk-off and fears of high yield losses as we saw most recently in mid-

March. Given many fewer opportunities to buy stressed high yield debt that is likely to perform without incident, 

we prefer to barbell by purchasing safer securities where we have a near term catalyst to cause spread 

tightening, or to buy heavily discounted securities with higher prospective returns by purchasing defaulted debt 

or reorganized equity. Looking at the cross-section of high yield securities today, the remarkable feature is how 

little of the asset class prices at stressed yields. A year ago, 20% of the high yield market priced above 10% 

yield, while today only 6% does. While the level of spread dispersion is not as low as mid-2014, we are well 

past the point where corporate credit should be approached as a ‘beta trade’. Our portfolio reflects that, as 

only 11% of our long market value in corporates is in stressed high yield debt (defined as performing debt 

trading above 10% yield to maturity). We see better risk-reward in shorter duration securities where there is low 

default risk and reasonable upside to the market pricing in a refinancing. For example, we prefer a 1st lien 3 

year loan or bond with a 7% yield that will likely get refinanced in the near future to a 5 year bond with a 12% 

yield to maturity that may default. On the riskier end of the spectrum, we do see opportunities in the equity of 

reorganized companies, particularly in the E&P sector. While high yield energy debt has fully recovered and 

prices for the sector are essentially on top of the high yield index, the equities of certain newly reorganized 

companies trade at substantial discounts to where comparable public E&P companies are valued. We expect 

that there will be significant M&A where the reorganized company is worth more as an acquisition than as a 

stand-alone business. This happened most recently in our portfolio in the fourth quarter of 2016 when our long 

position in the newly reorganized equity of Seventy-Seven Energy was acquired by Patterson-UTI at an 80% 

premium to where the equity was trading on a standalone basis. We are hedging out the substantial embedded 

energy price risk in these reorganized E&P equities with energy sector bonds rather than equities, as we think 

there are particularly attractive asymmetries to shorting these bonds at or near par and mid-to-high single-digit 

yields. 

Firm Update 

We are pleased to continue to add talented professionals across both the investment and business sides of 

the firm. In Corporate Credit, Scott Giardina and Nick Heilbut joined Andrew Beckman’s team. Andrew had 

worked closely with both Scott and Nick previously at Magnetar Capital. In Commercial Real Estate, Dharmin 

Patel joins us from Fortress Investment Group, where he worked on opportunistic CRE debt and equity. And on 

the business side, Robert Manley joins us as our first Chief Financial Officer, having worked in finance at 

Marathon Asset Management for the past 8 years. Rob has joined our Operating, Management, and Valuation 

Committees and is already making a strong contribution. We are really pleased with these four top tier hires; all 

four are domain experts who fit our culture and have the skills and experience to make our firm better. 

It is a challenging time for investors. I appreciate the confidence that you have placed in us. I look forward to 

the challenge of producing stellar investment results and finding ways to add value for our investors.  

Best Regards, 

David Warren, CIO 



Disclaimers 

Performance 

Performance measures are based on NAV for Class B USD shares of DW Catalyst Offshore Fund, Ltd.  NAV is 

calculated by DW Partners, LP ("DW").  

The quarterly performance cited in this report is data net of all fees and expenses, including a 1.5% annual 

management fee paid monthly, a 20% performance allocation, subject to a high-watermark, paid annually but 

accrued monthly, and all ongoing expenses, as well as the reinvestment of all earnings.  These estimates are 

not audited and are subject to change. Individual returns may differ between feeder funds for reasons 

including, but not limited to, specific investments made other than through the DW Catalyst Master Fund, Ltd., 

the use of cash, expenses, disproportionate allocations, tax or regulatory reasons. 

Sub-Strategy Performance and Allocation above represents the gross attribution to performance of the Fund's 

strategies before all fees and expenses, including foreign exchange hedging costs and capital charges.  It does 

not represent the net attribution to performance (after deduction of 1.5% management fee and 20% 

performance fee and any other fees and expenses) in respect of any of the feeder funds.  The “Other” strategy 

includes items such as PnL from certain FX hedging and other elements not related to active trading decisions.  

These Sub-Strategy Performance and Allocation and Market Value charts are meant for discussion purposes 

only and are not to be relied upon to make any investment decision or analysis of the Fund.  DW presented 

these data points because we believe they provide structure to DW’s thoughts on market conditions. 

Market Values are shown as a percentage of Fund NAV, excluding positions in US Treasuries.  Market Value for 

derivatives is calculated in bond-equivalent terms, as underlying notional less current replacement cost.  For 

example, a $100mm notional credit default swap trading at 5 points upfront creates $95mm of Market Value. 

There is no guarantee that DW’s strategies will produce the returns listed herein and these results should be 

viewed for comparative purposes only.  Past performance is not indicative of future results. 

General 

The information presented may have included references to the RMZ (MSCI US REIT Index), Barclays US High 

Yield and the S&P 500 (collectively, "Indices") has been obtained from sources believed to be reliable, but DW 

does not represent that it is accurate or complete, and it should not be relied on as such.  The Indices are not 

necessarily representative of our management style, and are included for discussion purposes only.  The RMZ 

(MSCI US REIT Index) is a price-only index, which MSCI began calculating on June 20, 2005.  Previously, this 

index (then known as the Morgan Stanley REIT Index) was calculated and maintained by the AMEX.  The AMEX 

began calculating the index with a base level of 200, as of December 30, 1994.  The Barclays US Corporate 

High Yield Total Return Index (Value Unhedged USD) (“Barclays US High Yield“) covers the USD-denominated, 

non-investment grade, fixed-rate, taxable corporate bond market, and excludes Emerging Markets debt.  

Securities are classified as high yield if the middle rating of Moody’s, Fitch, and S&P is Ba1/BB+/BB+ or below.  

The Barclays US High Yield is part of the US Universal and Global High Yield Indices.  The Fund's performance 

may be more volatile than that of the Barclays US High Yield because the Fund holds far fewer positions than 

that Index.  The S&P 500 Index (“S&P 500”) is a broad based index which is used for comparative purposes 

only and has been selected because it is well known and easily recognized by investors.  The S&P 500 is 

considered to be generally representative of the US large capitalization stock market as a whole.  The S&P 500 

is not actively managed and does not reflect the deduction of any expenses or fees.  The performance of DW 

may not be comparable to the performance of the S&P 500.  It is not possible to invest directly in this index.  

This report is a summary and does not constitute an offer to sell or a solicitation of any offer to buy or sell any 

securities. 

This report was prepared by DW based upon information that DW believes to be reliable.  DW does not 

represent that this report is accurate or complete and it should not be relied upon as such.  Nothing in this 

report shall constitute tax, financial, or legal advice given by DW to any party.  The performance information 

contained in this report is preliminary estimated data net of all fees and expenses.  These estimates are not 

audited and are subject to change.  Stock indexes are included for comparison purposes only.  The information 

provided in this report contains "forward-looking" information that includes estimates and projections and 

involves subjective judgment and analysis.  No representation is made as to the accuracy of such estimates or 

projections or that such projections will be realized.  The forward-looking information contained in this report is 

based upon certain assumptions, and actual events or conditions may differ materially from those 

assumptions.  The funds referred to in this report have not been registered under the securities laws of any 

jurisdiction or authorized or approved by any regulatory authority in any jurisdiction.  This report shall not 

constitute an offer to sell or a solicitation of an offer to buy shares or interests in any of the funds described in 



this report.  No such offer or solicitation will be made prior to the delivery of an offering memorandum for the 

relevant fund.  Before making an investment in any of the funds referred to in this report, potential investors 

should read carefully the private offering memorandum for the relevant fund, including the description of the 

risks, fees, expenses, liquidity restrictions, and other terms of investing in the funds, and consult with their own 

tax, financial, legal and other professional advisors.  Hedge funds are speculative and involve risk of loss.   

This report is confidential and may not be reproduced in whole or in part, or delivered to any other person, 

without the prior written consent of DW.  

Notice to Residents of the European Economic Area in Relation to the AIFM Directive  

In those member states of the European Economic Area (“EEA”) which have implemented the EU Directive on 

Alternative Investment Fund Managers (Directive (2011/61/EU)) (“AIFM Directive”), shares in the Fund will 

only be offered in a member state to the extent that those shares: (i) are permitted to be marketed into the 

relevant member state pursuant to Article 42 or Article 36 of the AIFM Directive (as implemented into local 

law); or (ii) can otherwise be lawfully offered or sold (including at the initiative of investors). 

Notice to Residents of the United Kingdom 

The Fund is an Alternative Investment Fund for the purposes of the Alternative Investment Fund Managers 

Regulations 2013 (the “2013 Regulations”).  Accordingly, the offering or placement of interests in the Fund 

and the distribution of this document to an investor with a registered office or domiciled in the United Kingdom 

is restricted by law. However, DW Partners, LP, as Alternative Investment Fund Manager (“AIFM”) of the Fund, 

has notified the FCA in accordance with Regulation 59 of the 2013 Regulations.  Upon such notification, and 

provided the AIFM meets the conditions of Regulation 59(2)(a) to (e) of the 2013 Regulations and the FCA has 

not suspended or revoked its entitlement to market the Fund, pursuant to Regulation 50 of the 2013 

Regulations, the AIFM may market the Fund to professional investors (a professional investor being an investor 

who is considered to be a professional client or may, on request, be treated as a professional client within the 

meaning of Annex II to European Parliament and Council Directive 2004/39/EC). 

Additional Informational Supplement for Investors in Switzerland 

The distribution of Shares in Switzerland will be exclusively made to, and directed at, qualified investors (the 

“Qualified Investors”), as defined in the Swiss Collective Investment Schemes Act of 23 June 2006, as 

amended (“CISA”) and its implementing ordinance (the “Swiss Distribution Rules”). Accordingly, the Fund has 

not been and will not be registered with the Swiss Financial Market Supervisory Authority (“FINMA”). The 

Memorandum of Association and the Articles, audited annual reports, Private Placement Memorandum, 

and/or any other offering materials relating to the Shares that have been approved by the Swiss representative 

may be made available in Switzerland by the Swiss representative free of charge and/or authorized distributors 

to Qualified Investors. The representative for Switzerland is ARM Swiss Representatives SA, Route de Cité-

Ouest 2, 1196 Gland, Switzerland. The paying agent is Banque Cantonale de Genève, 17, quai de l’Ile, 1204 

Geneva, Switzerland.  


