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REITs have been quite disappointing with a 2 year return of just 5.65% which represents less than 2 

years of dividends.   

Returns this low are just not enough and we refuse to accept the inevitability of low returns that so 

many pundits are describing.   

Frankly, REIT returns have been low because the index consists primarily of large caps with bloated 

valuations.  Through an active approach, we can own more of the good stuff and avoid the overvalued 

names that are so prevalent in the major REIT indices.    We have done precisely that in the 2nd Market 

Capital Corsaires High Yield Portfolio (2CHYP) and it has so far generated favorable results. 

Since 2CHYP’s inception on 7/1/16, it generated returns of 25.5% compared to the iShares US Real 

Estate ETF (IYR) which came in at 5.8% or the MSCI US REIT Index (RMS) which returned 2.7%.  With full 

acknowledgment of our fallibility, we intend to continue to outperform. 
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Following are the holdings of 2CHYP as of 6/30/18 along with analysis detailing why we believe we are 

well positioned and our investment process. 

Portfolio analytics 

While no metric is a perfect gauge of a stock’s return potential, funds from operation or FFO is one we 

have grown to like quite a bit.  The more FFO a company generates relative to its share price, the more it 

can pay dividends and the more it can reinvest in its business for growth.  2CHYP as a whole has an FFO 

yield of 10.91% with a somewhat conservative average payout ratio of 73.9%.  This means that for every 

$100 invested in these stocks, we get $8.07 in dividends and $2.84 of capital reinvested by the 

companies.   

In contrast, $100 invested in the SNL US REIT index will only result in $3.95 of dividends and $1.28 of 

capital reinvested by the companies as the index trades at a P/FFO of 19.13X and has an FFO payout 

ratio of 75.6%. 

Far too often people compare value Vs growth, and I think it gets overlooked that value as measured by 

some form of cashflow per share/price per share (whether its PE, P/FFO, or P/AFFO) actually represents 
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increased reinvestment growth.  A higher cashflow yield means a company can both pay more dividends 

and reinvest more in the business relative to the investor’s marginal dollar. 

Thus, in pointing out that 2CHYP has a P/FFO of 9.16X compared to 19.13X of the index, I want it to be 

clear that this means substantially bigger dividends and substantially more capital being reinvested in 

growth.  The deep valuation of 2CHYP’s holdings really is the secret sauce that makes it work.   

However, it is probably not wise to just go scooping up whatever deep value stocks make it through a 

screen.  Many stocks are cheap for a reason.  Many are value traps.  The good kind of value cannot be 

reliably found through a screen or algorithm.  It requires rigorous fundamental analysis to determine 

intrinsic value.  It is the intrinsic value that makes the difference between undervalued and cheap for a 

reason.  In the section below, we share 2CHYP’s investment process. 

2CHYP’s Process 

In an investment environment filled with uncertainty, we see 2 constants 

1) Stock prices will be volatile 

2) Stock prices will trend toward fair value in the long run.   

A majority of professional investment institutions see constant number 1 as an enemy.  They go to great 

lengths to minimize the volatility of their portfolios and have adopted many of the following practices: 

• Investing based on pricing correlations 

• Diversification based on historical correlation 

• Using options to hedge against big swings 

• Paying attention to Beta 

• Extreme diversification 

None of these practices are intended to produce alpha and many of them reduce one’s ability to 

produce alpha.  I would argue that none of these “best practices” are in the best interest of the clients.  

These techniques merely serve to reduce the volatility of the managed portfolio so that the investment 

managers can minimize the chance of getting fired.   

Rather than viewing constant number 1 as the enemy we have adapted our trading practices to use it as 

a source of alpha.  It merely requires having a flexible investment time horizon and if that can be 

accomplished the exploitation of stock price volatility is possible. 

We constantly monitor the spread between market price and intrinsic value.  Given that stock prices are 

volatile and the intrinsic value is rather stable, the spread between market price and intrinsic value is 

constantly in flux.  Investing from this framework is remarkably simple:  buy when market price is less 

than intrinsic value and sell when it is greater.   

An important note here is that this strategy requires absolutely no ability to predict future market price 

volatility.  It simply relies on the belief that stock prices will eventually move toward intrinsic value.  

Allow me to clarify the process through the following illustration.  
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At point A where the red line (market price) is above the green line (intrinsic value), we would be sellers.  

If the spread got sufficiently large we would consider going short.  Conversely, we buy when the market 

price is materially below intrinsic value.  This means we would likely be buyers at spread B.  We are not 

market timers and have no ability to “call the bottom”.  Volatility can easily increase an already large 

spread leading to Spread C.   

This is the sort of temporary loss that most institutional money managers work so hard to avoid.  

Instead, we see it as an additional opportunity.  If the stock was a good buy at Spread B it is an even 

better buy at Spread C and we will often buy more when our stocks dip in price if fundamentals have not 

changed.   

The idea is that eventually the magnitude of spread will go to 0 as stock prices track intrinsic value over 

the long run. Thus, as long as we have the patience and a flexible investment horizon, stock price 

volatility is a source of alpha, not the enemy.   

This concept gets more interesting when applied across the investment universe rather than a single 

stock.  Presently, there are about 193 publicly traded US based REITs.  At any given time, many of these 

193 will be trading at market prices that exceed intrinsic value while others will be trading at discounts 

to intrinsic value.  While I cannot illustrate 193 stocks, we will use 6 below to demonstrate the concept. 

2MCAC



    

At any given time we will attempt to own the basket of stocks that are most discounted, so in the graph 

above we would have owned all the stocks except C (blue line) at some point in history, but presently 

we would own B and E (purple and brown) and possibly F (pink) if it was sufficiently beneficial in terms 

of diversification.   

The clear hurdle to the success of this strategy is that intrinsic value is a somewhat subjective concept.  

There is no single number or figure one can look at to ascertain intrinsic value and any attempt to 

calculate it is subject to error.  There are simple ways to estimate intrinsic value such as looking at 

consensus NAV which is easily accessible for most of the 193 REITs.  However, we think a more granular 

approach can generate a more accurate estimation.  As such, we perform rigorous fundamental 

analytics on each REIT to arrive at its intrinsic value. 

I can say with certainty that we will be wrong about the intrinsic value of some of 2CHYP’s holdings.  The 

goal is merely to be right on as many of them as possible such that the portfolio works as a whole.  

Estimation of intrinsic value for each of the REITs is what I spend a majority of my time doing, but for the 

sake of brevity we have condensed each analysis down to a paragraph or two which can be found in the 

company profile sheets uploaded quarterly on our website.   

Thank you for sticking with 2CHYP.  We will do everything in our power to keep 2CHYP well positioned 

for outperformance. 

- Dane Bowler 7/3/18 

Important Notes and Disclaimer 
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The holdings presented were the entire holdings of 2CHYP as of 6/30/18, but may not represent the 
holdings for other time periods. We do not intend presentation of 2CHYP's holdings as a 
recommendation, but rather as a statement of historical fact. 

We cannot determine whether the portfolio holdings presented are suitable for any given reader. 
Readers are encouraged to contact their financial professional to discuss the suitability of any strategies 
or holdings prior to implementation in their portfolio. 

The specific securities identified and described herein do not represent all of the securities purchased or 
sold for advisory clients of 2nd Market Capital Advisory Corporation (2MCAC). It should not be assumed 
that investments in the securities identified and described were or will be profitable. 

Dane Bowler is an investment advisor representative of 2MCAC, a Wisconsin registered investment 
advisor.   A list of all prior purchases and sales made by the investment advisor representative in the 
2CHYP portfolio is available upon request. It should not be assumed that purchases and sales made in 
the future will be profitable or will equal the performance of the securities in this list. 

All content that relates to 2CHYP's future performance are considered forward-looking statements. 
These forward-looking statements involve uncertainties that could cause actual performance or results 
to materially differ, and readers are cautioned not to place undue reliance on them. 

Benchmark Comparison: 2CHYP is compared to the iShares U.S. Real Estate ETF because it is a common 
method for investing in a portfolio of REITs, and we view it as a competitor or alternative to 2CHYP. IYR 
has fees that are factored into performance, while 2CHYP does not have a fee aside from trading 
commissions which are factored into performance. 2CHYP's dividends are reinvested, while IYR's 
dividends are paid but not reinvested. 

Strategy and market conditions: 2CHYP uses a bottom-up stock selection process which may fare better 
in certain market conditions than in others. It may perform better when value is in favor or worse when 
value is out of favor. 

Expenses: Returns reflect the deduction of any transaction expenses. There are no costs or management 
fees charged nor deducted. 

Past performance does not guarantee future results. Investing in publicly held securities is speculative 
and involves risk, including the possible loss of principal. Historical returns should not be used as the 
primary basis for investment decisions. Although the statements of fact and data in this article have 
been obtained from sources believed to be reliable, 2MCAC does not guarantee their accuracy and 
assumes no liability or responsibility for any omissions/errors. 

Calculation Methodology: 8 quarter return for the period 7/1/16 through 6/30/18, unaudited. Dividends 
in 2CHYP are reinvested. 

Conflicts of Interest.  We routinely own and trade the same securities purchased or sold for advisory 

clients of 2MCAC. This circumstance is communicated to clients on an ongoing basis. As fiduciaries, we 

prioritize our clients’ interests above those of our corporate and personal accounts to avoid conflict and 

adverse selection in trading these commonly held interests. 
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