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Market Commentary
The undifferentiated bull market rally which started almost a decade ago was quite an extraordinary
moment in time. ETFs and long-only funds generally ridiculed the performance of alternative
strategies - for a much lower fee, ultimately questioning the raison d’être of the Hedge Fund industry.
However, those were truly supernatural times. Markets were distorted by the actions of central banks.
The extraordinary amounts injected into financial markets created an environment of low dispersion,
low volatility, and steady rise of risky assets. A world for beta and ETFs, not for selective pickers. A
world somewhat at odds with the rules of capitalism, where selection and excellence mattered less
than ever.
As much as the complacent central banks’ policies helped foster this environment, the upcoming end
of QE in Europe now implies the return of dispersion and volatility. Those are the conditions for
alternative strategies to make sense again, putting in-depth analysis back at the centre of returns.
Further to the volatility spike in Q1 2018, the recent widening of European credit indices highlights a
clear change of regime in European markets.
In the meantime, several imbalances have been building up. The most dangerous of them might well
be the liquidity mismatch, with some large daily liquidity funds investing into instruments whose
liquidity was artificially sustained by the never-ending inflow of money in the financial system.
In January and February 2016, we witnessed a glimpse of market fragility. As global risk appetite
deteriorated sharply, liquidity in the European credit market froze, and the value of credit assets
collapsed, most notably CoCos. However, the ECB expanded its QE programme aggressively in March,
muting fears and paving the way for a new period of a low volatility rally. The lesson was not learned.
Now, combined with the upcoming end of the ECB’s QE program, we believe the return of volatility
could trigger substantial fund outflows. This could create significant market turmoil, aggravated by
the liquidity mismatch described above in the “liquid hedge fund” and UCITS universe. This time
however, we believe the probability of a white knight saving the day is much more remote.
The magnitude of the downturn will primarily depend on the extent of outflows out of the
“mismatched funds”, as they would trigger an overhang in illiquid asset classes, and potentially,
significant mark downs.
We believe attractive investment opportunities could soon be forming, and we are geared to gaining
entry at the right levels (and with the right liquidity profile).
Could this scenario fail to materialise? Could there be an orderly reshaping of liquidity profiles?
One reason why our analysis could be tested is that some of the “mismatched funds” have turned into
brands and count their investors in the stickier part of the spectrum, such as private banking and
advisor networks. Some UCITS funds consistently display bottom quartile performance over the shortto medium-term and yet command AuM in billions.
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Even if these funds resist outflows and manage their mismatches, markets have already started
normalising out of the “Central Banks distortion”.
Regardless of market direction, the subsequent increase in dispersion shall play in favour of fund
managers such as Chenavari, with trading-oriented strategies backed by a deep bench of fundamental
research. Very recent and numerous examples, like the rise of Altice or the pressure on Softbank, again
highlight the renewed importance of fundamental analysis, and the rising opportunities to generate
alpha via long/short strategies.
To conclude, the Fund’s nimble and agnostic approach enables it to seize opportunities as they arise without compromising the Fund’s liquidity profile. As Beta becomes less of a return driver, perhaps
even a negative one, we believe this upcoming new cycle will be more exciting for alternative
investment managers than we have seen in a long time, paving the way for real alpha generation.

Positioning of the Fund
Since the start of the year, the Lyxor/Chenavari Credit Fund is up 0.23% (class SI, USD to 5 June)1.
This performance in troubled markets highlights the focus on capital preservation of the Fund, and its
nimble approach.
The UCITS Fund ranks within the Top 10 of Kepler’s league table YTD (Credit Funds, as at end of May
2018), and features within the 93rd percentile of its peer group over 1 Year according to Bloomberg
(as at 5 June 2018).
In terms of evolution of the risk profile, we first started reducing risk by taking profits post the January
rally; in February, we reduced risk further as the Italian elections approached. The sensitivity to a 20%
widening of spreads was halved from -1.5% in February to -0.75% in mid-March (see Chart 1 below).
Over the past few weeks, in continuation of the overall risk reduction that took place earlier in the
year, we focused primarily on:
(i)
(ii)

increasing the fund’s convexity profile, and
minimising basis risk by adding more bond shorts

We also increased cash levels from the low teens to high twenties, as market sentiment continued to
deteriorate. In April, as fears of a US-China trade war intensified and European economic data slowed
down, we reduced the long bias again. The exposure to a 20% spread widening scenario came to zero
and was even positive towards the end of May.

1

Source: Bloomberg
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Chart 1: Flattening the book over the course of the year (theoretical reaction of the book to an
overnight widening of spreads by 20%)
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Source: Chenavari, estimated and unaudited as at 6 June 2018. PLEASE REVIEW IMPORTANT HYPOTHETICAL DISCLAINER AT THE END OF
THIS DOCUMENT.

More recently, as signs of a possible populist coalition between M5S and Lega in Italy emerged, we
reduced the exposure to the Financials sector. In particular, we cut the net exposure to CoCos (AT1)
to mid-single digits.
Finally, the Fund’s risk profile has greatly benefited from convexity/gamma realisation in the credit
and rate derivative hedging portfolio, as well as tactical shorts on targeted credits such as Italian
corporates, insurers and low reset AT1s.
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Chart 2: Protecting capital: Lyxor/Chenavari Fund’s convex profile on 29 May and 6 June versus
iTraxx Crossover index
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IMPORTANT HYPOTHETICAL DISCLAIMER
Estimations reflect conservative modelling assumptions, but do not reflect the best and worst case scenarios. Estimates are based on the market
conditions at the time of modelling and are therefore, subject to change. Stress Tests present a set of hypothetical scenarios that assume changes
for one or more market variable in order to assess the effect on the portfolio. Chenavari has made assumptions that it deems reasonable and uses
the best information available to calculate the stress test estimates. If a different set of assumptions were used in this calculation, there could be a
material difference in the calculated estimates.
Hypothetical performance results have many inherent limitations, some of which are described below. No representation is being made that any
account will or is likely to achieve profits or losses similar to those shown. In fact, there are frequently sharp differences between hypothetical
performance results and the actual results subsequently achieved by any particular trading program.
One of the limitations of hypothetical performance results is that they are generally prepared with the benefit of hindsight. In addition, hypothetical
trading does not involve financial risk, and no hypothetical trading record can completely account for the impact of financial risk in actual trading.
For example, the ability to withstand losses or to adhere to a particular trading program in spite of trading losses are material points which can also
adversely affect actual trading results. There are numerous other factors related to the markets in general or to the implementation of any specific
trading program which cannot be fully accounted for in the preparation of hypothetical performance results and all of which can adversely affect
actual trading results.
Disclaimer
This material is not for distribution to retail clients and is directed exclusively to Chenavari Investment Managers’ professional clients and eligible
counterparties, as defined in the Markets in Financial Instruments Directive (2004/39/EC) Article 4(1) (12). Chenavari Investment Managers is the
legal trading name of Chenavari Credit Partners LLP (“CCP”). The information contained herein is confidential information supplied at the sole
request of the recipient. By accepting this information, the recipient agrees that it will not divulge any such information to any other party. Any
reproduction of this information, in whole or in part, is prohibited.
The distribution of this document in certain jurisdictions may be restricted by law; therefore, people into whose possession this document comes
should inform themselves about and observe any such restrictions. It does not take into account the particular investment objectives, financial
situation, risk adversity, tax status or needs of individual clients. CCP disclaims any and all liability relating to a decision based on or for reliance on
this document.
This document has been prepared for general information purposes only and has not been delivered for registration in any jurisdiction nor has its
content been reviewed by any regulatory authority in any jurisdiction. The information contained herein does not constitute: (i) a binding legal
agreement (ii) legal, regulatory, tax, accounting or other advice, (iii) an offer, recommendation or solicitation to buy or sell shares in any fund or any
security, commodity, financial instrument or derivative linked to, or otherwise included in, a portfolio managed or advised by CCP, (iv) an offer to
enter into any other transaction whatsoever, (each a “Transaction”). This document does not constitute due diligence reporting and CCP bears no
responsibility for your investment research and/or investment decisions, nor will CCP be liable of any decision made or actions taken by your or
others based on the contents of this factsheet and neither CCP nor any of its directors, officers, employees or representatives accept any liability
whatsoever for an loss or damage of any kind an howsoever arising.
The information, estimates, forecasts or opinions supplied by CCP in this document are supplied for your private use and information, and for
discussion purposes only and do not constitute and may not be used for the purposes of, an offer to sell or the solicitation of an offer to buy nor
shall there be any sale of units or shares issued by a fund managed or promoted by CCP or its affiliates in any jurisdiction in which such offer,
solicitation or sale would be unlawful. The units or shares issued by a fund managed or promoted by CCP are offered or otherwise made available
only in accordance with available, applicable private placement or offering rules. The information supplied by CCP or its affiliates and contained
herein shall not be deemed to constitute investment advice and should not be relied upon as the basis for a decision to enter into a transaction or
as the basis for an investment in units or shares issued by a fund managed or promoted by CCP or its affiliates as an investment in funds units of
these funds may not be suitable or lawful for all investors.
Prospective investors should (i) consult their financial, accounting, tax and legal advisors prior to any investment in units or shares issued by a fund
managed or promoted by CCP ; and (ii) inform themselves as to (a) the appropriateness of said investment in units or shares (b) the legal
requirements within their own jurisdictions for the purchase or holding of said investment, (c) any foreign exchange restrictions which may affect
them, and (d) the income and other tax consequences which may apply in their own jurisdictions relevant to the purchase, holding or disposal of
units or shares of the relevant fund.
CCP makes no representation or warranty, express or implied, as to, or assumes any liability responsibility for, the accuracy, reliability or
completeness of any information, so obtained and supplied, or any information, estimates, forecasts or opinions prepared on the basis of such
information. Furthermore, CCP shall not be under any obligation or assume any liability towards any person to update or correct any inaccuracy or
incompleteness of the information, estimates, forecasts or opinions prepared on the basis of such information. CCP shall not be in any way
responsible or assume any liability for any act or omission made by any person in reliance on this document or any information contained herein.
This document shall not in any event be deemed to be complete and exhaustive information on the subjects covered. CCP makes no representations
and/or warrants that contained in this document is either up to date and/or accurate and expressly disclaims all liability for errors and/or omissions.
The information contained in the document is not related to any particular investment objective, financial position or specific interest of any recipient
and is not intended to be relied upon or used by any counterparty, investor or other party.
Where indicated, the information sourced relating to CCP or its affiliates has been provided for information or illustration purpose only, and CCP
nor its affiliates shall not be held responsible for the content of such information. Although some information has been provided by CCP, the
information is based on information furnished by third parties- the accuracy and completeness of which has not been verified by CCP or any other
person.
These materials may also contain historical market data; however, historical market trends are not reliable indicators of future market behaviour.
Any historical investment results of any person or entity described in this material are not indicative of the future investment results. Such results
are intended only to give potential investors information concerning the general experience of the relevant person or entity is not intended as a
representation or warranty by CCP, or any other person or entity as to the actual composition of or performance of any future investments.
This document contains information about CCP, certain of its respective personnel and affiliates and the historical performance information of
investment vehicles whose portfolios are managed by CCP. Such information has been included to provide prospective investors with information
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as to CCP’s general portfolio management experience. Prospective investors should not view the past performance of CCP as indicative of the
future results. CCP makes no representation or warranty, express or implied, as to the fairness, accuracy or completeness of the information
contained herein and nothing contained herein shall be relied upon as a promise or representation as to past or future performance of any structure,
managed by CCP from time to time.
CCP and/or its affiliates may receive or pay fees or rebates, in compliance with the Markets in Financial Instruments Directive, as implemented in
each state of the European Economic Area. The offer, purchase or sale of units in any fund managed by CCP or its affiliates is accepted only from
eligible investors on the basis of the current prospectus and subscription document for the relevant fund. None of the securities referred to above
have been or will be registered under the US Securities Act of 1933 or the securities laws of any other jurisdiction and may be offered and sold in
the United States and elsewhere only in accordance with an applicable exemption from the registration requirements thereof.
This document has been prepared, issued and approved by CCP, registered in England and Wales Companies House No. OC337434, with its
principal place of business is at 80 Victoria Street, London, SW1E 5JL. CCP is authorised and regulated by the Financial Conduct Authority under
the number 484392, the Commodities and Futures Trading Commission (No. 0426351), and registered with the Securities Exchange Commission
(No. 801-72662), the Hong Kong Securities and Futures Commission under registration number ASU171 and the Luxembourg Commission de
Surveillance du Secteur Financier. For the avoidance of doubt and for the purposes of this disclaimer, all references to ‘Chenavari’ mean CCP and
all of its associated entities. Copyright in this document belongs to CCP and all other intellectual property rights are reserved.
iTraxx® is a registered trademark of International Index Company Limited (IIC) and has been licensed for the use by Eurex. IIC does not approve,
endorse or recommend Eurex or iTraxx® Europe 5-year Index Futures, iTraxx® Europe HiVol 5-year Index Futures and iTraxx® Europe Crossover
5-year Index Futures
The STOXX® indices, the data included therein and the trademarks used in the index names are the intellectual property of STOXX Limited, Zurich,
Switzerland and/or its licensors which is used by Eurex Frankfurt AG under license. Eurex' derivatives based on the STOXX® indices are in no way
sponsored, endorsed, sold or promoted by STOXX and its licensors and neither STOXX nor its licensors shall have any liability with respect thereto.
Standard & Poor's S&P 500® Index is a registered trademark of Standard & Poor's, a division of the McGraw-Hill Companies Inc. The Markit
CDX.NA.IG 5-year SHORT TOTAL RETURN INDEX and the trademarks used in the Index name referenced herein are the intellectual property of
Markit North America Inc. ("Markit"). The Index is used under license from Markit.
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