Second Quarter 2018 Investor Letter

Vivaldi Investment Research

Q2 2018

CONFIDENTIAL - This document has I v
been prepared for the firm’s clients \ i

and prospective clients. It is not for
distribution to the general public.

Vivaldi Capital Management | 225 W. Wacker Drive | Suite 2100 | Chicago, IL 60606 | P: 312.248.8300 | F: 847.386.2910




1|Page . VILV

July 25, 2018

Contents
Market Perspective Page(s) 1-4
Highlighted Research Process 5-6
Organizational Update 6-7

Market Perspective
The second quarter was largely constructive for most segments of the equity markets, though
sector leadership changed materially over the first quarter. While 2017 saw the majority of equity

sectors perform strongly, 2018 strikes a different tone with three of the nine sectors performing
well while the balance were either near-neutral or negative on a year to date basis. What is
consistent, and what continues to drive the overwhelming majority of returns, is the largest
weighted sector, information technology. The weighting on information technology has only
been higher during a 10-month window from December 1999 to September 2000.

S&P Performance by Sector

YTD (as of 6/30/18) 2017
S&P 500 Index 2.6% 21.8%
Consumer Discretionary 11% 23%
Information Technology 9% 34%
Energy 7% -1%
S&P 500 Index 3% 22%
Real Estate 2% 3%
Health Care 2% 22%
Materials -3% 24%
Financials -4% 22%
Industrials -5% 24%
Consumer Staples -8% 13%

Source: Bloomberg

In addition, the markets continued to digest the step-function rise in interest rates that took place
over the course of the first half of the year. Much of the equity market gains were registered in
May, as broader indices continued to climb a “wall of worry” higher. Namely, geopolitical
headlines around tariffs and potential impacts of a more aggressive trade war were largely
negated by continued solid economic growth and a fairly benign domestic outlook. On the other
hand, fixed income markets were more mixed than equity markets during the quarter.
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Specifically, market participants have been keeping a close eye on the shape of the yield curve,
which has become increasingly flat as the front end of the curve has been more responsive to the
increase in the fed-funds rate than the long end of the curve. Many people believe a flat or
inverted yield curve is indicative of an impending economic contraction or recession, though
fundamentals do not yet support that potentially bearish view.
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One market dynamic that we would like to highlight from the second quarter is the normalization
in equity market volatility that was observed in the first half of 2018. A topic that we wrote about
often in 2017 was the absolute dearth of volatility, specifically within equity markets. The full
year of 2017 saw the S&P 500 produce a realized daily volatility of just 6.7%1. In a historical
context, this was likely somewhere around half the volatility level that we would judge to be
“normal.” When we pair that compressed volatility picture with the fact that the S&P 500 Total
Return Index gained +21.8% for the calendar year 20171, we thought it was important to stress
that these types of periods where a broad equity index produces at return/risk ratio well in excess
of 1.0 tend to be short-lived. To provide context the historical return/risk ratio for the S&P 500
Total Return Index is approximately 0.60t. While we believe the fundamentals continue to look
strong we are believers in reverting closer to the mean. What we have seen in the first half of 2018
is a reversion towards the mean in equity market volatility that we ultimately think is healthy. Is
this outsized return/risk ratio in both equity and fixed income indices a canary in the coal mine —
and more importantly what does this mean for clients and portfolio construction? While for the
past nine years clients were rewarded for allocations to “beta” or simply exposure to market
indices, we feel clients should be recallibrating their overall exposure to beta and increasing their
exposure to alpha generating strategies.

! Source: Bloomberg

Equity Market Volatility
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Daily Annualized Volatility - S&P 500 Index
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A direct result of this aforementioned normalization in equity market volatility has been a
dramatic improvement in the opportunity set for fundamental stock pickers. Given our firm’s
belief in the value of this bottom-up fundamental approach, we have welcomed the return of
dispersion both within market segments but also across them.

Implied Correlation of S&P 500

KCJ/IC] Index

Source: Bloomberg

For much of the last few years we have faced the headwinds of very high correlations within and
between sectors. This backdrop is particularly critical for the long/short equity universe, as well
as the fundamental long-only equity community which collectively make up a large swath of the
broader investment universe.

This dispersion has not been ring-fenced to equity markets either. The second quarter saw a
notable dispersion in the performance of various credit sectors.
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Dispersion in Credit Sector Performance
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While this may now seem like the distant past, it is worth remembering that there was a point in
the first quarter of this year where both equity and fixed income markets were moving lower in
tandem. The year-to-date losses registered by the vast majority of fixed income/credit markets is
a reminder that the lack of correlation between the two sides of a traditional “asset allocation”
portfolio — which has been a great tailwind to investors for much of the last decade — is not
fundamentally guaranteed. There are a whole host of investors that have never seen a market
environment in which their portfolio faced equity and fixed income losses at the same time. The
“flight to quality” effect would have to overcome the secular rise in rates that is putting steady
pressure on fixed income markets. We do not think that enough investors appreciate the
challenges of this type of investment environment, one in which we view it as highly unlikely
that the Federal Reserve would move to cut rates even in the face of an equity market correction.
We believe that this dynamic will have large implications for the potential returns for a traditional
60/40 portfolio in 2018.

It bears reminding investors that it is nearly always possible to create a negative market narrative
based around headline risks and geopolitical concerns. Certainly, today’s focus on global trade
concerns have far-reaching implications and very tangible consequences should tensions escalate
into corporeal consequences. With that said, it is difficult to manage an investment portfolio with
these types of tail risks in mind because that could very well keep capital on the sidelines in
periods that are largely constructive for returns. In these letters, we often choose to focus on those
things that concern us out of an abundance of prudence. As we enter into the second half of 2018,
we actually remain rather constructive on the near-term prospects for the domestic economy and
broader risk markets as a proxy for that economic health. We do, however, believe that the current
operating environment will require more nuanced exposure than a standard asset allocation
portfolio. For us, this namely means a focus on more active management.
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Highlighted Research Process
In this segment of our letters we typically choose to discuss either a timely investment or provide
some detail around an aspect of our investment sourcing, diligence, and oversight in hopes of

providing our clients more visibility into our process. With that said, this quarter’s topic is
somewhat of a hybrid of both those categories. A topic that many of you are likely familiar with
is our preference for finding managers earlier in their fund’s life. In many instances, we believe
that sourcing these smaller, more nimble managers, can allow us to capture a larger portion of a
manager’s potential performance upside. For many of the niche strategies that we tend to prefer,
an extended track record of outperformance and the asset growth that often comes along with
that can begin to erode a manager’s ability to produce alpha. The practical implications of doing
this earlier-stage work is that we cast a very wide net across the universe of investment talent,
often looking for the talented portfolio manager who is spinning out of a larger, more established
firm in an attempt to build enterprise value in their own stand-alone firm. The challenges of doing
this type of research are fairly obvious: a lack of an auditable track record in many cases; teams
that are comprised of members who may not have worked directly together before; and the heavy
lifting of trying to find groups that have built truly repeatable and exhaustive work-flows for
their own research and portfolio management process. Another aspect of this work that can
sometimes be less obvious, however, is the operational due diligence that our team does specific
to smaller or newer firms.

Often, we find ourselves in the seat of having material influence over the potential shape of an
underlying fund’s operational structure. In that role, we would like to think of ourselves as a
resource that has a unique insight on industry best practices. In addition, we will often use our
position to push for more investor-friendly terms and structures. This will usually include a
conversation around advantaged economics for our capital as well. The task of working through
these issues requires resources from both our investment research personnel as well as our
operational team. The all-hands-on-deck nature of this work is the exact reason that we chose to
imbed the head of our operational due diligence (“ODD”) within our Investment Research group
as opposed to placing that role under the operational umbrella. This structure reflects how critical
we believe ODD is to our overall due diligence process.

By way of a live example of how this integrated process works, we recently completed the
investment committee approval process for a differentiated long/short credit manager. We have
invested our first tranche of capital into this fund in just their second month of operation, a rarity
for us even in the context of the emerging manager work that we perform. Undoubtedly, there is
a higher standard/bar for us to invest at such an early stage with a start-up firm. Ultimately, we
became comfortable with the investment due diligence we performed, which was due in large
part to the pedigree, breadth, and depth of the investment team. We believed that this was one of
the highest quality new launches we had come across in several years. We were also impressed
with the workflow/infrastructure that the team had built pre-launch and completed a great deal
of channel checking on the principals’ level of success and their prior firms. In this instance, the
lead Portfolio Manager for the fund was putting up $50MM of his own capital as a limited partner
(LP) in the fund as well as another $10MM in working capital, which was invested into the fund
but would be drawn on as needed to fund the business operations. Our ODD process ramped-up
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in earnest, especially as we approached the point at which we believed the fund had a high
probability of making it to our investment committee decision.

There are several things that our ODD team focused on. First, the team did a great deal of detailed
work on the nature of the PM’s investment into the fund, verifying one of the strongest qualitative
positives behind our desire to invest. In addition, our ODD process uncovered some details
around fund liquidity, fund expenses, and certain terms in the PPM that we viewed as being
potential sticking points for us. Over the course of several weeks we were able to not only clarify
those terms but also receive a commitment from the fund that they would amend the fund
offering documents to make appropriate changes for all LPs the next time fund documents were
updated. A non-exhaustive list of these items included limitations on the marketing-related
expenses that could be borne by the fund as well as a clarification around how the GP could
forcibly redeem investors.

As we have noted historically, the only aspect of either our investment or operational diligence
process that is outsourced is the formal employment and background checks on key investment
professionals. In this instance, that background check on the lead PM did produce a few follow-
up questions around other entities that he controlled. Ultimately, those entities proved to be a
non-event for our process, but we highlight this aspect of our work to note that we are always
making sure to turn over every rock possible in an effort to ask every pertinent question before a
dollar of capital is allocated to a fund.

Organizational Update

In recent years, we have been fortunate enough to provide details on additions to our team in this
section of our letter. We are proud of the commitment that we have made to scaling our business
well in advance of points at which the additional resources would be mission critical. This has
included adding team members to our advisory team, our mid- and back-office groups, as well
as our research team. In the second quarter, we added two new members to our research team.
First, Jacob Puccetti joined the investment team as a Junior Analyst. Jacob comes to us shortly
after graduating from the University of Dayton with a degree in Finance. Outside of a stellar
academic record, Jacob brings with him a handful of applicable summer internships. Jacob has
already ingrained himself into the broader research team, and we are happy to have him as our
newest member. Our second hire during the quarter was for a newly created stand-alone position:
Director of Operational Due Diligence. Historically, that role had been tackled by a platoon of
investment team professionals along with the assistance of our COO and CFO. To fill this
dedicated role, we recruited Nick Lotysz who joins Vivaldi after nearly a decade in a key ODD
role at Mesirow Financial’s fund of hedge funds group. In addition, Nick is a Certified Public
Accountant (CPA) and a CFA charter holder. We could not be more excited about Nick’s addition
to the team, and we are very happy to say that he has already been accretive to our process.

As always, we thank you for your continued support and intend to work hard to maintain it.
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Kind Regards,
Michael Peck, CFA Brian R. Murphy
President, Co-Chief Investment Officer Portfolio Manager
mpeck@vivaldicap.com bmurphy@vivaldicap.com
LEGAL DISCLAIMER

THIS LETTER IS INTENDED FOR THE USE OF THE RECIPIENT ONLY, AND MAY NOT BE REPRODUCED OR
DISTRIBUTED TO ANY OTHER PERSON, IN WHOLE OR IN PART, WITHOUT THE PRIOR WRITTEN CONSENT
OF VIVALDI CAPITAL MANAGEMENT, LLC (“VIVALDI”). THIS IS NOT AN OFFERING OR THE SOLICITATION
OF AN OFFER TO PURCHASE AN INTEREST IN ANY SECURITY OR TO INVEST IN ANY OTHER FUND OR
ACCOUNT ADVISED OR RECOMMENDED BY VIVALDI. ANY SUCH OFFER OR SOLICITATION WILL BE MADE
ONLY TO QUALIFIED INVESTORS BY MEANS OF A CONFIDENTIAL PRIVATE PLACEMENT MEMORANDUM
(THE “"MEMORANDUM”) OR SIMILAR FORMAL DOCUMENTATION AND ONLY IN THOSE JURISDICTIONS
WHERE PERMITTED BY LAW.

NO ASSURANCE CAN BE GIVEN THAT A FUND’S INVESTMENT OBJECTIVE WILL BE ACHIEVED OR THAT
AN INVESTOR WILL RECEIVE A RETURN OF ALL OR PART OF HIS OR HER INVESTMENT. ANY
DESCRIPTIONS INVOLVING INVESTMENT PROCESS, INVESTMENT EXAMPLES, STATISTICAL ANALYSIS,
INVESTMENT STRATEGIES OR RISK MANAGEMENT TECHNIQUES ARE PROVIDED FOR ILLUSTRATION
PURPOSES ONLY, WILL NOT APPLY IN ALL SITUATIONS, MAY NOT BE FULLY INDICATIVE OF ANY PRESENT
OR FUTURE INVESTMENTS, MAY BE CHANGED IN THE DISCRETION OF VIVALDI AND ARE NOT INTENDED
TO REFLECT PERFORMANCE.

INVESTING IN ALTERNATIVE INVESTMENT STRATEGIES, SUCH AS HEDGE FUNDS AND PRIVATE EQUITY
FUNDS, MAY ENTAIL SUBSTANTIAL RISK AND MAY NOT BE SUITABLE FOR ALL INVESTORS. MANY
ALTERNATIVE INVESTMENT MANAGERS AND THEIR RELATED PRODUCTS ARE NOT SUBJECT TO THE
SAME REGULATORY REQUIREMENTS AS MORE TRADITIONAL INVESTMENTS, SUCH AS MUTUAL FUNDS.
ALTERNATIVE INVESTMENTS MAY INCLUDE SPECIFIC RISKS ASSOCIATED WITH LIMITED LIQUIDITY THE
USE OF LEVERAGE, ARBITRAGE, SHORT SALES, OPTIONS, FUTURES AND DERIVATIVE INSTRUMENTS.
THERE CAN BE NO ASSURANCES THAT A MANAGER’S STRATEGY (HEDGED OR OTHERWISE) WILL BE
SUCCESSFUL OR THAT A MANAGER WILL EMPLOY SUCH STRATEGIES WITH RESPECT TO ALL OR ANY
PORTION OF A PORTFOLIO.

UNLESS OTHERWISE INDICATED, ANY PERFORMANCE SHOWN IS UNAUDITED, NET OF APPLICABLE
OPERATING, MANAGEMENT, PERFORMANCE AND OTHER FEES AND EXPENSES, PRESUMES
REINVESTMENT OF EARNINGS AND EXCLUDES INVESTOR SPECIFIC SALES AND OTHER CHARGES. PLEASE
REFER TO A FUND’S MEMORANDUM FOR MORE INFORMATION REGARDING THE FUND’S FEES, CHARGES
AND EXPENSES, WHICH WILL REDUCE THE FUND’S GAINS. PERFORMANCE MAY VARY SUBSTANTIALLY
FROM YEAR TO YEAR OR EVEN FROM MONTH TO MONTH. AN INVESTOR’S ACTUAL PERFORMANCE AND
ACTUAL FEES MAY DIFFER FROM THE PERFORMANCE INFORMATION SHOWN DUE TO, AMONG OTHER
FACTORS, CAPITAL CONTRIBUTIONS AND WITHDRAWALS/REDEMPTIONS. INVESTMENT RESULTS MAY
VARY SUBSTANTIALLY OVER ANY GIVEN TIME PERIOD AND THE VALUE OF INVESTMENTS CAN GO
DOWN AS WELL AS UP. PAST PERFORMANCE IS NOT INDICATIVE OF FUTURE RESULTS.
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ANY OPINIONS, ASSUMPTIONS, ASSESSMENTS, STATEMENTS OR THE LIKE (COLLECTIVELY,
“STATEMENTS”) REGARDING FUTURE EVENTS OR WHICH ARE FORWARD-LOOKING, INCLUDING
REGARDING PORTFOLIO CHARACTERISTICS AND LIMITS, CONSTITUTE ONLY SUBJECTIVE VIEWS, BELIEEFS,
OUTLOOKS, ESTIMATIONS OR INTENTIONS OF VIVALDI, SHOULD NOT BE RELIED ON, ARE SUBJECT TO
CHANGE DUE TO A VARIETY OF FACTORS, INCLUDING FLUCTUATING MARKET CONDITIONS AND
ECONOMIC FACTORS, AND INVOLVE INHERENT RISKS AND UNCERTAINTIES, BOTH GENERAL AND
SPECIFIC, MANY OF WHICH CANNOT BE PREDICTED OR QUANTIFIED AND ARE BEYOND VIVALDI'S
CONTROL. VIVALDI UNDERTAKES NO RESPONSIBILITY OR OBLIGATION TO REVISE OR UPDATE SUCH
STATEMENTS.

CERTAIN INFORMATION CONTAINED IN THIS LETTER IS BASED ON INFORMATION OBTAINED FROM
THIRD-PARTY SOURCES THAT VIVALDI CONSIDERS TO BE RELIABLE. HOWEVER, VIVALDI MAKES NO
REPRESENTATION AS TO THE ACCURACY, FAIRNESS OR COMPLETENESS OF SUCH INFORMATION.
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