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Removal of uncertainty benefitted the single A rated bonds that had been trading at mid BBB levels. The

largest detractors from return were Consumer Non-Cyclicals (-1 basis points) and Transportation (-1 basis

points). Within the first quarter, widened significantly in the second quarter, despite improving credit metrics

and the sale of a midstream company previously noted.

Non-Cyclicals, we had some difficulty security level situations in Pharmaceuticals, Consumer Products and

off-the-run holdings in Tobacco. For a pharmaceutical company, bonds widened significantly on the back of

an adverse court ruling. The stock suffered a 19% decline in the second quarter as market participants

extrapolated the potential liabilities. A consumer products company bonds were put on credit watch negative

by Moody’s in early July and created a deluge of selling in the name. While we acknowledge the concern

regarding the consumer product company’s willingness to reach its stated deleveraging goals, we believe the

company has the capacity to do so and that the bonds are already trading near high yield levels when

factoring in the step language. Lastly, in similar fashion to the managed healthcare company situation

referenced above, high dollar, off-the-run Tobacco holdings failed to keep pace with on-the-run bonds in the

sector. We believe our holdings in both names are very attractive at current levels.

In Utilities, our underweight contributed positively to return while our lack of exposure to an electric & gas

company, the top performing name in the sector on the heels of positive news regarding potential liability from

the California wildfires, detracted at the security level.
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Logan Circle Long Credit Fixed Income

LCP Long Credit (Gross of fees) LCP Long Credit (Net of fees) Bloomberg Barclays Long Credit Index

LCP Long Credit 

(Gross of fees)

LCP Long Credit 

(Net of fees)

Bloomberg Barclays 

Long Credit Index

3Q18 1.29 1.20 1.26

YTD -4.25 -4.51 -5.20

1 Year -1.33 -1.68 -2.18

3 Years 6.34 6.47 5.21

5 Years 7.21 6.83 5.75

7 Years 7.23 6.85 5.08

Since Inception

(11/1/2008)
12.36 11.97 9.77

Past performance is not indicative of future results. Net of fee returns reflect the deduction of
investment advisory fees and are calculated in the same manner as gross of fee returns. Net of fee
returns are calculated using the highest fee rate disclosed in the Firm’s ADV. Fees for separate
accounts may be negotiable depending upon asset size and type of account.

Outlook:

All-in yields were basically unchanged in the third quarter for Long Credit assets, but the composition of the

yield did shift materially with rates higher and spreads tighter. While this move tighter in spread was not

unexpected, the magnitude of the rally did surprise our team with Long Corporate spreads moving from

+177 OAS to +153 OAS. We believe (and continue to believe) that volatility will remain elevated in both

rates and spreads as the Fed normalizes rates and pursues quantitative tightening – two factors that have

bolstered risk assets in the post GFC era. As such, we pared some of the credit exposure that was

otherwise added in the first half of the year in favor of Treasuries. On the supply side, many of the themes

we have highlighted in recent quarters have played out (lower overall supply, but higher long-dated supply)

as the shape of the underlying yield curve and corporate credit curve has pushed borrowers further out the

curve.

Bank supply in 30-year segment of the curve remains light even as the corporate credit curve for bank
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issuers collapsed aggressively in the third quarter. Issuance could pick up steam in future quarters, but with

the 30-year swap spread narrowing more deeply into negative territory, we believe this is less likely.

Technology issuance, as expected in 2018 was non-existent and will most likely remain benign in 2019.

Taking all of this into consideration, we believe the supply backdrop for credit should be supportive

throughout the remainder of 2018 and into 2019 barring a significant pick up in M&A.

On the demand side, we began to see foreign interest pick up in the third quarter as yields moved “higher”

and LIBOR steadied...at least that was the narrative. From our vantage point, the cost of hedging U.S.

assets back into local currencies will keep these buyers sidelined. On the pension side, there was a lot of

rhetoric around impending de-risking due to improvement in funded status and the September 15th deadline

to make tax effective contributions at 2017’s statutory rate. While the narrative was logical, we did not see it

play out in real time in any great magnitude. We suspect that these flows were relatively steady throughout

2018 and that both Treasuries and STRIPS may have been the largest beneficiary of the flow. If that money

flows to long credit strategies, it could provide an incremental boost to demand.

With spread valuations currently in the middle of the year-to-date range and supply / demand dynamics

somewhat mixed to favorable, why is our excitement for long credit otherwise tempered? This is the

question we struggle with most, but we can point to the widely discussed growth in the high grade credit

market over the past 10-years. We can also discuss the length of the current recovery and the idea of being

late in the credit cycle with gross and net leverage at post-crisis highs. We could note the size of the BBB

market in general and the implications of the next downgrade cycle (but who isn’t addressing this topic).

The two largest concerns that exist for long credit assets are as follows: 1) the relative value proposition

compared to broad-based credit indices is not compelling. 2) downgrade implications, not from BBB to BB,

but rather single-A to BBB. We believe there are a few high profile issuers that could trend in that direction

and weigh heavily on existing company spreads over the next few quarters.

Thematically, we continue to favor sectors with steep curves (i.e. Midstream). As 10/30s corporate credit

curves have narrowed out recently, we have noticed that the 20-year sector has underperformed and believe

shortening trades from 30-year to 20-year paper is very attractive.

In the Non-Corporate segment of the market, we expect to remain underweight the Taxable Municipal sector

as valuations are lackluster and liquidity is spotty. In the Sovereign sector, we reduced our exposure to

Middle East names into strength.

From a high yield perspective, we did not make any material changes to our positions during the quarter and

remain focused on fallen angels, rising stars and down-in-capital structure ideas.
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