
 
 
 
 

 

The DW Catalyst Fund gained 4.46%1 on a net basis in the fourth quarter of 2016, bringing full-year 
performance to 4.371%. 

 

DW Catalyst: Sub-Strategy Performance and Allocation1 

 
Performance Attribution 

(Gross, in bp of NAV)1  
12/31/2016 Market Value  

by Strategy (% of NAV) 

 
Q4 2016 YTD 2016  Long Short 

Commercial Real Estate 105 8  29% (69%) 
Corporate Credit & Special Situations 343 334  56% (98%) 
Structured Finance  8 184  21% (6%) 
Domain Real Estate 13 28  4% 0% 
Middle Markets Distressed (4) 22  2% 0% 
Energy Direct Investments 6 11  2% (2%) 
Passive2 25 50  0% 0% 
Total 496 637  113% (174%) 
 

All strategies were positive for the year, with gains led by Corporate Credit & Special Situations and Structured 
Finance.  Returns in Corporate Credit & Special Situations accelerated into year-end as specific events and 
catalysts unlocked value in a range of long and short positions.  Structured Finance profited throughout the 
year as we traded and harvested our legacy RMBS portfolio.  Commercial Real Estate struggled through the 
first three quarters amid weakness in the CMBS market but recovered in Q4 to end the year in positive 
territory.  Additionally, the Fund benefitted from a CDS settlement which was fully resolved in December.   

As we enter the ninth year of investing for the Catalyst Fund, it seems clear to me that the investing world may 
now face tremendous inflection points with respect to fiscal, tax, trade, central bank and regulatory policy.  As 
we engage this transforming landscape, we will continue with the same approach to managing the Catalyst 
Fund portfolio, with our aim, as always, to create a bottoms-up built portfolio with:  

• asymmetric investments, some that other investors would deem “complex”, based on deep 
fundamental research; 

• substantial portfolio diversification with modest idiosyncratic risks; 

• a conservative level of fund leverage, and ample liquidity. 

The Fund performed well in Q4 and has made money many months in a row, even with very low market beta, 
because we have stayed focused on this portfolio construction, because our investing team has identified 
many asymmetric positions, and because the credit market is in a state where asymmetric risk premium is 
available to investors with our focus on catalysts and modest complexity.   

When we launched DW Catalyst Fund Limited just over six years ago, our goal was to give certain UK and 
continental European investors a pass-through vehicle to access our diversified, long / short approach to credit 
investing.  Over the years, both the DW Catalyst Offshore Fund and the Company have enjoyed a strong, risk-
adjusted return profile with low correlation to traditional assets.  Our difficult run of performance in 2015 was a 
setback, and required careful review and analysis before making adjustments that have been borne out with 
consistently profitable returns in the second half of 2016.  As we start 2017, with all of the change and 
catalysts that have resulted from the political change in the UK and the US, this listed Company is now at a 
crossroads.  The DW Catalyst Offshore Fund has now had positive fund returns for ten straight months, and 
returns accelerated into Q4, where our +4% gains per share represented our best quarter since Q4 2013.   
 
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. In 

Q4 2016 this includes proceeds received from the resolution of a CDS settlement in December. 
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Portfolio Overview 

It was gratifying to produce strong Q4 returns and to do it with very low market beta.  Consistent with our 
mission for the Fund, returns were driven by idiosyncratic events: company earnings and announcements, 
bankruptcy processes and negotiations, commercial mortgage loan payoffs and foreclosure outcomes, and 
residential MBS sales at lower yields.  While credit markets experienced large beta moves in 2016, we 
continued to focus on situations and securities where there were identifiable catalysts and attractive risk-
reward opportunities. 

Fourth quarter returns were driven primarily by our Corporate Credit & Special Situations strategy. In particular, 
idiosyncratic events in certain distressed debt positions accounted for approximately two-thirds of gross 
performance. One of the best events occurred late last year in Seventy-Seven Energy, a company which we 
have followed for many years, and in which we have held various positions over time.  During the company’s 
bankruptcy early in 2016, we purchased the company’s first lien term loan as we felt it was well covered.  After 
emergence, and following a general improvement in the energy industry outlook, we sold the term loan position 
near par and initiated a position in the post-reorganization equity hedged with public equities of comparable oil 
field service companies that traded at substantially higher valuations.  In December, Patterson UTI Energy 
acquired Seventy-Seven Energy at a 75% premium.   

Energy XXI is an upstream Gulf of Mexico operator, with higher operating costs than the best positioned 
onshore oil E&P companies, and with regulatory risks specific to offshore production.  We had purchased the 
second-lien debt in March 2015, and purchased more bonds as prices fell sharply later that year. This debt 
position materially detracted from Fund performance in 2015 but we continued to add to our holdings as 
prices bottomed in early 2016.  Second lien bonds fell to as low as 11 and we purchased more in the low 20’s.  
We were active in the bankruptcy process, which required a consensual deal among various creditor groups in 
order to avoid a protracted bankruptcy case and the attendant risks to the company’s operations. Energy XXI 
emerges from bankruptcy in a strong position to grow production while spending inside of cash flow, with a 
balance sheet reflecting no net debt and a large and economic asset base to exploit. The second lien bond 
holders ended up with 84% of the company’s shares, and our post-reorg equity position closed 2016 trading at 
a bond-equivalent price of 52.  While the company is well positioned to thrive as a stand-alone business, the 
potential exists for a combination with other offshore operators which could involve significant financial and 
operating synergies.  Therefore we see substantial potential for further price appreciation, and, like with 
Seventy-Seven Energy, have hedged our long EXXI position with debt and equity positions in other oil 
companies that trade at substantially higher valuations. 

Pioneer Energy Services is a smaller energy company which also contributed to Q4 performance. Pioneer is a 
stressed oil field services company which we viewed as solvent, but possibly in need of incremental capital to 
survive the protracted downturn in drilling activity in the continental US. The company confirmed our thesis 
when it decided to raise equity capital in December. This action improved the credit profile and led to a 
substantial rally in the company’s debt (from the mid-60s at the end of Q3 to the low-90s at year-end).  

Another positive idiosyncratic event in the Corporate Credit & Special Situations strategy was the CDS credit 
event in iHeartCommunications. iHeart is another name which was  as a meaningful detractor throughout 
2015. This is a distressed credit with a large, complex capital structure across which the Fund held a convex 
relative-value position. One of the potential catalysts for our position was any action by the company that would 
trigger the CDS on their debt in the near-term. We structured our position asymmetrically around the potential 
for such a credit event, which we recognized as conceivable even if unlikely (and a very inexpensive scenario to 
own). There were other plausible events where we could have profited in 2016 or 2017 but this unusual credit 
event was a positive one for our portfolio. The December 2016 CDS moved from 2-3 points in November to the 
low-40s when the credit event occurred, and to the high-50s once the ISDA Determinations Committee 
unanimously agreed that this was indeed a credit event.      

The Fund’s Commercial Real Estate strategy also contributed to Q4 performance.  While 2016 saw a sharp 
selloff followed by a tepid recovery for legacy CMBS, underlying real estate fundamentals continue to confirm 
our thesis that price weakness is being driven by market technicals. In the quarter, there were specific loan 
repayments as well as a modest recovery in commercial real estate prices broadly which benefitted the Fund’s 
CMBS holdings. This year we expect underlying loans to continue to pay off, resulting in legacy mezzanine 
CMBS either being repaid or materially deleveraged. As these structures are de-levered, the value in the 
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securities becomes easier for other investors to recognize. 2016 mark-downs for many of these legacy CMBS 
securities means the timing of returns that we originally underwrote has been pushed back, but it also means 
the implied yields are now considerably higher than when we initiated many of these positions.  We also 
pruned and shaped the portfolio during the quarter, reducing exposure where we felt asymmetry was more 
limited and adding to positions with greater convexity, such as 2007 vintage AJs and mezzanine bonds.  
Legacy CMBS are a perfect example of a sector that is unloved, performed poorly for many managers last year, 
is complex to analyze requiring significant domain expertise and painstaking underlying loan-by-loan analysis, 
but with high risk premium and very near-term catalysts, notably maturity. 

The Fund continued to profit in Q4 from its portfolio of bridge loans to transitional US commercial real estate 
properties.  In December, the largest loan in the portfolio, collateralized by a land parcel and air rights 
assemblage for a multifamily development in Queens, NY (Queens Park Plaza), reached a maturity default.  We 
foresaw this possibility and had been in workout negotiations with the borrower prior to the default. While we 
could have foreclosed on the land, put it up for sale, and pursued the borrower’s personal guarantee, we 
instead chose to negotiate a pay-off of the loan at a small discount.  Investors made ~14% on invested capital 
over the 18-month term of the loan.  The Fund’s share of the largest remaining bridge loan is ~$20 million, or 
about 1% of Fund capital, and the aggregate size of the bridge loan portfolio is now <6% of Fund AUM.  We 
continue to have structural and collateral protection in the remaining portfolio, along with strong covenants 
and short-dated maturities that give us confidence that while every loan may not pay off at original maturity, we 
will nevertheless see strong returns from the portfolio as structured.  Demand for this capital is strong, and 
while the Fund’s allocation will remain limited, we have already taken in dedicated capital from one investor to 
pursue this strategy on a standalone basis Structured Finance was roughly flat in Q4 but ended the year as the 
second largest contributor to 2016 returns. We continued to reduce our Residential MBS portfolio throughout 
the quarter as we did throughout the year.  There were a few principal drivers of the substantial returns 
generated by this portfolio throughout the life of the Catalyst Fund: 1) adept security selection over the nine-
plus years we have traded in this market; 2) strong relationships across the dealer community which have 
helped us to identify and work with the right buyer base for various subsectors of the market; and 3) patient 
trading with trust in our work and judgment, which has allowed us to provide liquidity rather than seek it.  Amit 
Senapaty has shown exceptional skill in profitably trading out of a substantial amount of this exposure through 
the year. Our strong and consistent performance in RMBS over the years is yet another proof of concept for our 
Catalyst fund – identifying undervalued assets, patiently building a sizeable portfolio, and harvesting gains as 
catalysts play out over time, all using our fundamental and technical domain expertise.  

Hedges were the biggest detractor for Q4 and the whole of 2016.  With high yield bond spreads trading at their 
tightest levels since June 2014 and many bonds trading above par and close to their call prices, the cost to 
maintain shorts has continued to fall.  Andrew Beckman and his team are increasing their focus on 
idiosyncratic short positions and paired long/short trades that can generate alpha this year while also 
providing protection or convexity in market selloffs.  

Outlook 

Legacy CMBS securities remain a large exposure at ~25% of Fund capital. Continued uncertainty around the 
outcome of overleveraged underlying loans, concerns around recoveries on other properties that will default, 
and the complexity of CMBS structures have kept risk premium both high and difficult for many market 
participants to analyze. In contrast, investors have embraced longer-dated, newly issued subordinated CMBS 
that are pricing at mid-single digit spreads, reflecting investor expectations that newer vintages of commercial 
real estate loans will experience minimal issues in the next recession.  We have continued to avoid these lower 
spread longer-dated CMBS while focusing on idiosyncratic legacy CMBS about to mature. 

Given strong housing markets, and as we get further away from the housing crisis, the fundamental and 
technical outlook for the RMBS market continues to improve. As has been the case for at least the past couple 
of years, the market increasingly accepts many of these securities as “safer,” and we are selling to the ongoing 
buyers or holders who like these securities at low-to-mid-single digit yields.  We continue to hold RMBS with 
wider yields where we believe catalysts will play out over the next year or two, including select securities 
backed by second lien or option-ARM mortgages. We have strong performance expectations for these positions 
in 2017, albeit at a smaller percentage of the Fund’s portfolio.  Apart from RMBS, we are back to more ‘normal’ 
securitization markets and so there are fewer fresh opportunities in secondary ABS. But select opportunities 
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persist for market participants willing to embrace complexity, and Amit Senapaty and Brian Zola are analyzing a 
number of situations, particularly in the student loan sector.  While we have harvested gains on most of our 
legacy private student loan mezzanine positions as spreads tightened, we see exciting asymmetric potential in 
select residual positions as well as whole loans with an eye towards securitization.  

In corporate credit, the high yield market had a stellar recovery in 2016.  While the level of dispersion in credit 
spreads remains elevated compared to mid-2014, absolute yields for many stressed high yield bonds have 
recovered to more normal levels and we have reduced our exposure in these situations.  Looking ahead, we 
see some of the best opportunities in companies that did not survive the downturn and have been, or are 
being, reorganized into less leveraged capital structures.  The Fund’s Q4 gains in Seventy-Seven and Energy 
XXI are representative of the types of idiosyncratic, catalyst-driven gains that we expect from these positions. 
Moreover, the broad rally has created opportunities for shorting leveraged corporates where we think the 
market is mispricing the likelihood that a company will be able to refinance or repay its debt.  As High Yield 
corporate spreads approach tightness not seen since 2014, our corporate team is sifting through potential 
short ideas either as low-cost alternatives to traditional hedges or outright alpha shorts.  Andrew Beckman’s 
transition to Corporate Credit & Special Situations strategy head has afforded us the opportunity to re-
underwrite positions in this portfolio.  We have continued to reduce the number of line-items and exit positions 
as prices change or events are realized.  We’re extremely pleased with how Andrew has taken on the 
leadership of this portfolio.  

I have never felt more confident and optimistic about the firm and our ability to identify excellent return 
opportunities for our shareholders. My view is that the current investing period is for the domain expert, the 
investor who has spent his or her career developing deeper and deeper understanding of a sector or product. 
And now is the time we need to capitalize on all of that collective experience to find the asymmetric 
investments that will do the best and have the near-term catalysts to win for you. The nine strategy leaders at 
DW who are our domain experts have both years and depth of market experience in their domains.  Along with 
Bob Clark and me, we have a deep and experienced investment team here at DW, a team aligned and focused 
on maximizing performance for you. We are confident that we can find a wide array of public securities (and a 
small sprinkling of privates) to invest, long and short, and produce strong absolute returns reasonably 
uncorrelated to market returns.   

Firm Update 

On 1 January 2017, the DW Catalyst Fund issued a new share class to existing investors, including the shares 
held by this Company, which reduced DW’s management fees from 2% to 1.5% per annum.  This is a 
meaningful reduction, but as a fiduciary operating in a lower return environment, we feel it is necessary for us 
to manage our business on a lower fee base.  I have the utmost confidence that this change will positively 
impact net returns for you as shareholders.  

Notwithstanding our share buyback program, the discount to NAV at which the Fund has traded did not close 
sufficiently, and there will be a shareholder discontinuation vote.  I would be happy to speak with any of you 
individually ahead of this vote, to hear directly any concerns you may have, and to convey my enthusiasm for 
this Company and the underlying Catalyst Fund portfolio.  I still believe owning shares in the company is an 
excellent way to invest in the credit markets without taking large market risk – as you know, I am a substantial 
shareholder.  Entering 2017, you as investors now own a portfolio that is performing well, while still under its 
high water mark, with reduced management fees and trading at a discount to NAV.  I struggle to think of a 
better entry point for buying shares of the fund, and positioning yourselves to take advantage of a strategy that 
is explicitly designed to thrive in the market environment that we as investors now find ourselves in.   

Best Regards,  

 
 
 
David Warren, CIO 
DW Partners, LP 

 


