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BACK TO THE FUTURE 

The second quarter of 2013 saw an important dynamic 
shift – the market’s perception of the US Federal 
Reserve’s posture.  A primary factor in the financial 
markets for the past few years has been the persistent 
support of global central banks by measures both 
ordinary and extraordinary.  A trend of more, not less.  
Whether intended or not, the message sent by 
Chairman Bernanke reminded investors that this 
recent period of escalating support will eventually 
recede and the future of monetary policy may look 
more like the past. 
 
The change in the narrative of the market led to 
disruption.  Capital flows swiftly reversed from prior 
trends.  Liquidity within the market dried up.  Interest 
rates jumped.  Prices for many growth-oriented assets 
fell.  
 
As forward-looking investors, we have discussed our 
view of the long-term trend for interest rates in prior 
outlooks.  Over the next decade or more, rising rates 
will have a significant impact on global economic 
growth and asset valuations.  At the same time, it is 
important to distinguish between anticipated 
fundamental impacts and the near-term effect asset 
flows have on prices (and the ability of prices to 
overreact). 
 
In this Quarterly Outlook, we evaluate the investment 
landscape in the context of shifting interest rates.  
Maintaining our long-term, value-oriented investment 
philosophy, we assess the reaction of asset classes to 
look for opportunities where price has disconnected 
from value.  These opportunities will drive returns as 
we keep our focus “back to the future.” 
 

“Back	  to	  the	  Future	  is	  a	  1985	  American	  science	  fic0on	  film.	  It	  was	  
directed	  by	  Robert	  Zemeckis,	  wri=en	  by	  Zemeckis	  and	  Bob	  Gale,	  
produced	  by	  Steven	  Spielberg,	  and	  starred	  Michael	  J.	  Fox,	  
Christopher	  Lloyd,	  Lea	  Thompson,	  Crispin	  Glover	  and	  Thomas	  F.	  
Wilson.	  The	  film	  tells	  the	  story	  of	  Marty	  McFly,	  a	  teenager	  who	  is	  
accidentally	  sent	  back	  in	  0me	  from	  1985	  to	  1955.	  He	  meets	  his	  
future	  parents	  in	  high	  school	  and	  accidentally	  a=racts	  his	  future	  
mother's	  roman0c	  interest.	  Marty	  must	  repair	  the	  damage	  to	  
history	  by	  causing	  his	  parents-‐to-‐be	  to	  fall	  in	  love,	  and	  with	  the	  
help	  of	  scien0st	  Dr.	  Emme=	  "Doc"	  Brown,	  he	  must	  find	  a	  way	  to	  
return	  to	  1985.	  “	  
	  
Source:	  Wikipedia	  	  
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MACRO 
§  The bond markets switched gears as interpretation of the Federal Reserve commentary led many to a “hawkish” 

conclusion.  The Treasury Inflation Protected securities (TIPs) market was ground zero as investors anticipated 
positive real rates in the US’s long-term future for the first time since 2011.  Fund flows significantly reversed 
trends and liquidity dried up as confusion reigned for a few weeks.  We anticipate that real rates are likely to 
stay low for longer than the market’s knee-jerk reaction priced in. 

§  While the US economy has had a reasonable and consistent recovery, the rest of the world has not been as 
fortunate.  The disparate economic outcomes have clearly been reflected in equity prices both recently (year-to-
date) and longer term (trailing three years).  The US has been a leader in the large-scale use of extraordinary 
monetary policy and others have taken notice.  Most recently, European central banks have started to use tools 
such as “forward guidance” in reaction to rising rates creeping from the US abroad.  It remains to be seen how 
the economic experiment to drive global economic recovery after the financial crisis will progress, but it seems 
likely that currently struggling economies will look more to the US model.      

 
FIXED INCOME 
§  Bonds traditionally play a “defense” role within a balanced portfolio but did not act like it in the second quarter.  

Mark-to-market losses for the three months ending June 30 exceeded global equities.  The pace and magnitude 
of the yield increase affected all fixed income sectors as liquidity dried up.  Despite the increase in value relative 
to three months before, we continue to advise maintaining a shorter duration and seeking selective 
higher-yielding forms of credit risk outside traditional investment grade bonds.   

§  We are finding substantially more value in private forms of credit relative to the public markets.  The 
increase in both cash flow and total return may be worth considering for an allocation where illiquidity can be 
accepted in a portfolio. 

EQUITIES 
§  Much of the US equity market return over the past 18 months has been expansion of the price/earnings multiple.  

Some of this expansion is catching up from 2011, when earnings growth was solid but the price level did not 
adjust much.  We must not forget that the equity market is forward-looking when assessing whether there is 
value.  Looking to 2014, valuation on the S&P 500 is around 13x – a fair value with some room for 
expansion.  Relative to other asset classes, a 7.7% earnings yield (the inverse of the P/E multiple) is still one of 
the better long-term return opportunities. 

§  We maintain our focus on dividend equities as the core of the portfolio, but remind investors that selectivity is 
key.  The highest-yielding sectors (utilities, telecom, and REITs) are also the most overpriced and interest rate 
sensitive.  Emphasis should be on dividend growers, such as the technology sector, which is at a discount to 
the broader market and its own history. 

§  Despite the underperformance of the emerging markets relative to the US both recently and over the past three 
years, we maintain our global approach to investing.  The fundamentals behind the emerging market consumer, 
particularly in Asia ex-Japan, remain in place, driving a niche of growth.  Poor investment performance has been 
caused by headwinds such as falling broad economic growth expectations, compounded by instability concerns 
and massive fund outflows to raise local rates and devalue currencies relative to the US dollar.  Valuations in 
our targeted emerging market opportunities are reaching levels from several years ago, though we 
remember that valuation is a poor timing tool.  Ongoing patience is required.  

REAL ASSETS  
§  Master Limited Partnerships (MLPs) have been standout performers so far this year after tax reform concerns 

weighed on the investments last year.  The brief weakness in response to rising rates quickly reversed.  As the 
industry continues to evolve, we advise active management to avoid business models that are overly 
rate sensitive and can identify companies capable of growing cash flow in this new rate dynamic. 

EXECUTIVE SUMMARY 

Changes

 
INVESTMENT GRADE

Municipals NEUTRAL
Treasuries/Gov't Agencies UNDERWEIGHT
Corporates NEUTRAL

HIGH YIELD (CORPORATE) UNDERWEIGHT

OPPORTUNISTIC NEUTRAL decrease

PRIVATE OVERWEIGHT

US EQUITY
Large Cap Equity OVERWEIGHT
Small Cap Equity NEUTRAL

INTERNATIONAL EQUITY
Developed Markets Equity UNDERWEIGHT
Emerging Markets Equity OVERWEIGHT

LONG/SHORT EQUITY NEUTRAL

PRIVATE NEUTRAL

REAL ESTATE (REITS) UNDERWEIGHT

MLP'S/INFRASTRUCTURE NEUTRAL

COMMODITIES NEUTRAL

FIXED INCOME

EQUITIES

REAL ASSETS
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LOOKING FOR “REAL” LONG-TERM VALUE 

Source: Bloomberg as of 5/31/2013 

Remember a time when central bank policies were not as expansive as they 
are today?  The US Federal Reserve does, and it reminded investors of it in 
June.  It has long been thought that the first step in reversing some of the 
extraordinary policies used in the recent crisis is to slow the pace of bond 
purchases currently under way.  What was said in the comments by Chairman 
Bernanke was expected as there have been many earlier allusions to it by 
officials. In its basic form, the message is: the Fed will not always buy bonds 
and will consider slowing the pace later this year, it is confident in future 
economic growth, there is a clear distinction between decisions related to bond 
purchases versus interest rate changes, decisions will depend on the strength 
of the economy, and rate increases are still not expected until 2015 or so.  
What was heard is a different matter – rising rates are on the way!  It is 
important to note that it is a rise in “real rates” (i.e. after inflation) that 
occurred.  After being pushed negative for some time, rates moved 
substantially positive in a quick and dramatic shift (albeit still at low levels 
relative to history).   
 
If the Fed is credible in its messages (as it has been in the past), this return to 
a positive real rate would be accompanied by sustainable economic growth and 
targeted levels of employment since those are the indicators for what policy 
action will be over the next several quarters.  While growth-sensitive assets 
such as equities and emerging market investments should react favorably to 
the anticipation of rising economic activity, investors have chosen to focus on 
higher “discount rates” applied to future streams of cash flows.  A result has 
been massive reversal of fund flows, both across asset classes (out of fixed 
income, for example) and regions (out of emerging markets).  During swift, 
strong directional fund flows, liquidity (i.e. the ability to facilitate an 
orderly market) is never sufficient and can cause broad gap-
movements in price.  As value investors, we look to evaluate these 
opportunities while being mindful of potentially changing 
fundamentals (as we do on the following pages).     
 
It should not be a shocking revelation that central bank buying in the bond 
markets would end at some point.  For long-term market stability, this support 
must be unwound while the overall size of the balance sheet remains 
manageable relative to the size of the US economy.  We have been, and 
remain, in the camp that the central banks will err on the side of too much 
rather than too little in administering monetary medicine.  Inflation (both 
actual trailing and market-implied future) remains low.  It is critical that GDP 
growth rates remain above interest rates to continue facilitating the 
government deleveraging trend.  Real interest rates are likely to remain 
low for a while longer despite the need for further normalization in the 
future – longer than what the market is currently discounting.   

Source: Bloomberg as of 7/4/2013 
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FOLLOW THE LEADER (OR DIVERGENT FORTUNES) 

The context for the US Federal Reserve’s recent communication is 
confidence in the stability of growth.  While some may describe US 
economic conditions as “Goldilocks” (not too hot, not too cold, 
usually associated with ideal conditions), we characterize it as 
“Good Enough.”  Real economic growth appears stable, though it 
remains below historical recovery trends and below its potential.  
Unemployment lingers, though it is improving at a slow pace (US 
payroll data has been consistently positive, averaging 183K jobs/
month since 2011).  Realized inflation has remained low. 
 
Most of the world’s economies have had divergent fortunes from the 
relatively positive outcome in the US.  The eurozone remains mired 
in recession, the UK sits on the brink, and Japan only recently 
emerged after an unprecedented amount of monetary stimulus is 
expected to increase its central bank balance sheet to half of 
Japan’s annual GDP.  The disparate economic outcomes are 
also apparent in equity returns. While the S&P 500 is up 
about 14% in the first half of 2013, the global equity index 
excluding the US (MSCI ACWI ex-US) is up less than 1%.  
The same is true over the trailing 3 year period in which the S&P 
500 outperformed by almost 10% per year.  As you can see in the 
chart, there are cycles to this relative performance.    
 
In prior outlooks, we discussed the need for Europe to moderate 
austerity and ease monetary policy in order to strengthen economic 
activity from the low but seemingly stable level today.  The past few 
months demonstrate that fatigue with austerity has clearly set in.   
Another incremental step was taken in the first week of July.  As 
globally rising rates threaten to choke what recovery they have, the 
Bank of England (BoE) and the European Central Bank both 
provided “forward guidance,” essentially trying to talk rates back 
down.  At the margin, talk from the policy makers creates 
expectations of looser European policy thus having an effect on 
their currency relative to the US dollar (downward).  In order to 
create the stimulative effect seen in Japan, further 
demonstration of a commitment from European central 
banks to easing is likely required – either in explicit guidance 
such as the Fed has used, or the use of asset purchases (or 
expanded use in the case of the BoE).        
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The jump in real yields had a direct impact on fixed income 
performance during the second quarter and dragged many 
sectors into negative returns for the year.  As you can see in the 
chart on the top right, the “defense” portion of a balanced 
portfolio certainly did not act like it over this three-month period 
as the global equity benchmark was down less than 1% (again, a 
large discrepancy in regions, as the US was up almost 3% and 
ex-US down almost 3%).    
 
Fund flows again played a key role in the asset class’s return.  As 
you can see, investors reversed recent trends and pulled large 
amounts of capital out of bonds in a short period of time.  As the 
narrative of the US central bank changed, investors feared how 
far rates would rise.  Contributing to the magnitude of the move 
was relative illiquidity.  As we have discussed in prior outlooks, 
regulatory changes have caused dealer inventories to be 
significantly reduced (the last reading before the Fed changed 
methods in March 2013 was $68bln in corporate securities, down 
from a high of $285bln in 2007 and back to early-2002 levels) as 
regulatory capital charges increased and proprietary trading 
desks have closed. Coincident with the quarter-end financial 
reporting period, many trading desks were willing to trade 
securities on an agent-basis only, needing to find a ready buyer 
for each seller at the time of sale.  As a result, yields likely 
backed up more quickly than was warranted.  
 
While higher rates offer an increase in value relative to 
earlier this year, we continue to recommend that fixed 
income investors maintain a shorter duration and seek 
exposure through types of credit risk to enhance return 
potential and moderately reduce the interest rate 
sensitivity over time.  We recognize that the long-term trend 
for interest rates is higher, but the path and timing is unknown.  
Our view is that the multiyear process is likely to occur in stair-
step fashion as each increase is digested.  Active management in 
the fixed income sector is going to be important. Investors will 
reap the most reward in a yield-starved environment by using 
volatility as an opportunity when sellers are mispricing value and 
by actively targeting points on the yield curve. 

Investors Pull Capital Out of Bonds 
Fund Flows for June 

TICK UP IN RATES LEAVES BONDS HIGH AND DRY 
Fixed Income Returns in 2013 

Source: Goldman Sachs 

Source: Bloomberg, BoAML Indices 

Q2 YTD 
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WITHIN BONDS, FAVOR SELECT CREDIT RISK 

Opportunistic fixed income sectors experienced a drawdown during the 
quarter, though they are still generally outperforming year to date.  
Historically, these sectors of fixed income react relatively more favorably 
during rising interest rate periods as they tend to accompany stronger 
economic performance, warranting lower credit spreads.  In the current 
cycle, the relatively low level of total yield offered by these types of 
credit risk moderated the degree of insulation available when “technicals” 
and rate speculation took hold. 
 
The lack of liquidity across fixed income also impacted opportunistic 
strategies, allowing prices to move more quickly on low trading volume.  
To illustrate, we look at the non-agency residential mortgage-backed 
securities (RMBS) market.  The market value of the non-agency (RMBS) 
market has shrunk to approximately $900bln outstanding as there has 
been limited new issuance and a steady rate of prepayments.  In May, 
the market absorbed a sale from Lloyd’s totaling $8.6bln, which left 
dealers less able to facilitate trade.  Thus, in early June as selling 
occurred, trading  volume fell as sellers and buyers disagreed on value 
leaving the share of unsold bonds at auction at 44%.    
 
While the space experienced price weakness in Q2, we have confidence 
in non-agency RMBS.  The creditworthiness of borrowers represented in 
seasoned securities continues to improve.  For now, we are watching the 
effects of the recent increase in mortgage rates to see  how well the US 
housing market absorbs them.  The improvement in housing prices and 
housing starts has a multiplier effect on the economy, given its impact on 
confidence and the allocation a home has in the average family’s 
personal balance sheet.  However, the rise in US Treasury yields had an 
immediate impact on mortgage rates, increasing them to mid-2011 
levels.  Inventories are low and affordability remains favorable, which 
may mitigate a significant impact, but higher mortgage rates could cool 
the housing market’s pace at some point – and the broader economy.   
 
We continue to find value in select opportunistic fixed income 
strategies over the medium term relative to traditional fixed 
income.  As highlighted in the Outlook at the outset of 2013, return 
expectations must be kept in line with what is offered – mid-single digits 
at best in our view. Long-term, equities still represent higher return 
potential than most sectors of public fixed income, including 
opportunistic, though there will inevitably be the heartburn of 
volatility over the years.  We are finding substantially more value 
in private forms of cash flow investments than in public.  

Source: Bloomberg, Bankrate.com 
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DIVIDEND EQUITIES STILL HAVE A LONG WAY TO GO 

Certain dividend-paying equities that have benefited from the Fed’s 
bond-buying program and low interest rates got a taste of what 
could be in store with a sustained rise in bond yields in the second 
quarter.  Hardest hit were the sectors known as “Equity Bonds,” 
namely utilities, telecom, and REITs with dividend yields north of 
3%. 
 
We argue these particular “Equity Bond” sectors that offer high 
dividend yields have been priced for perfection on an absolute and 
relative basis; hence, another reason for their recent 
underperformance.  Meanwhile, other sectors that offer attractive 
dividends that have room to grow are inexpensive on an absolute 
and relative basis, offering a higher margin of safety.   
 
One such sector is technology, which now represents the largest 
dividend contributor to the S&P 500 (15%), more than utilities, 
telecom, and REITs combined.  Technology’s dividend payout ratio 
is just 24%, while the “Equity Bond” sectors have an average 
payout north of 100%.  The technology sector has 27% of its assets 
in cash, while the “Equity Bond” sectors average just 2.7%.  The 
room for dividend growth is clearly sustainable for technology 
dividend-payers, which currently yield 2.4%. 
 
Valuation is also enticing for lower-yielding sectors.  We are 
reminded regularly that the price paid and income received for any 
investment is critically important for long-term results.  The higher-
yielding sectors like utilities and telecom are valued at a substantial 
premium to their 15 year average earnings multiple.  Meanwhile, 
the lower-yielding sectors with higher dividend and earnings 
growth prospects, such as technology, are trading at a 
discount.  It is also worth noting that since 1993 technology 
has been the best-performing sector, on average, during 
periods of rising interest rates. 
 
Looking forward, there are ample opportunities in dividend-paying 
equities that offer attractive income and long-term growth 
prospects.  Despite the backup in bond yields, over 35% of the S&P 
500’s dividend-payers still offer dividend yields greater than the 10-
year Treasury.  The dividend payout ratio is just 32.7%, offering a 
substantial cushion to increase dividend payments, given the S&P’s 
historical average payout ratio of 49.3%.  Cash as a percentage of 
total assets is still near historic highs, currently at 13%. For those 
dividend-payers that have increased their dividend this year, the 
median increase is 11.1%. 
 

Lower P/E 
sectors like 
Technology 

held up relative 
well 

Source: Bloomberg  

Expensive “Equity Bonds” Fall Victim To Higher Bond Yields In 
May and June 

S&P 500 Sector Analysis: Valuation & Dividend Yield 

Source: Standard & Poor’s and Strategas  

 15 Year 15 Year Dividend
Current Avg Premium/ "PEG" Payers

P/E P/E Discount RATIO Yield

Utilities 16.1 13.7 17% 3.9 4.0%
Telecom 19.4 17.5 11% 2.5 4.9%
Staples 17.1 17.1 0% 1.8 2.8%
Healthcare 15.8 17.8 -11% 1.6 2.6%
Materials 15.0 15.7 -4% 1.5 2.5%
Financials 13.2 12.7 4% 1.4 2.1%
S&P 500 14.8 16.2 -9% 1.3 2.5%
Industrials 15.2 16.4 -7% 1.3 2.3%
Discretionary 18.1 18.5 -2% 1.1 1.9%
Technology 13.5 22.6 -40% 1.1 2.4%
Energy 12.3 14.4 -14% 1.1 2.4%
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VALUATION IS STILL THE MOST IMPORTANT 

While the divergent fortunes of the world have left US equity investors 
with better returns so far this year, the question remains as to whether 
there is more upside from here. Valuation is the most important factor in 
future, long-term return expectations and thus will lead us to an answer. 
 
Looking at the return of the S&P 500 over the past 18 months, we can 
see that the change in the index level has been based primarily on an 
increase in the P/E multiple (our valuation metric here).  Some of the 
expansion is catch-up from 2011 when earnings growth was solid, but 
concerns in the world left the price of the S&P unchanged (and the equity 
markets outside the US down 16%).  Granted, trailing earnings for the 
S&P 500 at this point do not reflect the estimated 9% earnings growth 
expected for calendar year 2013 (therefore the contribution to return 
from earnings year to date is likely understated).  Earnings estimates for 
2013 seem to have stabilized around $110 after declining 7.5% since the 
end of the first quarter.   
 
Whether 2013’s earnings are a dollar or so higher or lower than the 
estimate has much less of an impact than the P/E multiple (or price for 
each dollar of earnings) investors are willing to pay.  For every one-point 
change in the multiple, the index level will change by more than 100 
points of earnings, or over 6% of market value.  At 14.8x 2013 earnings 
and 16x trailing 12 months of earnings, the S&P 500 is trading near the 
midpoint of historical ranges and where we see some resistance based on 
current conditions (slower growth, rising interest rates, etc). 
 
It is important to remember that the equity markets are forward-looking.  
As we move through the remainder of the year, the markets will turn their 
attention to 2014, where earnings estimates have been rising at the 
margin.  A calculation shows the S&P 500 is at 13.0x 2014 earnings – a 
fair value with some room for expansion.  Relative to other asset 
classes, a 7.7% earnings yield (the inverse of the P/E multiple) 
looks inexpensive and is still one of the better return 
opportunities long term. 
 
Earnings, like most aspects of the financial world, have cycles.  Margins 
have escaped significant mean reversion for some time and may still for a 
while longer.  While cycles create inevitable volatility, especially in an 
asset class such as equities, they also create opportunity.  As we have 
discussed elsewhere in this Outlook, not all sectors and geographies 
have been treated equally.  As such, we continue to favor active 
management over passive.       

Source:	  Standard	  &	  Poor’s	  

Source:	  Edge	  Capital	  
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EMERGING MARKETS REMAIN IN A STATE OF FLUX 

After another poor start to the year, investors are questioning the merits of investing 
in emerging markets (EM). After all, EM equities have exhibited higher volatility and 
lower returns relative to the S&P 500. Over the trailing three-year period, the MSCI 
Emerging Markets Index has returned +3.7% versus an +18.5% return for the S&P 
500 (annualized).  The second quarter was exceptionally volatile across EM equities, 
debt, and currencies – about one-third of the second quarter’s 8% decline (MSCI EM 
Index) was due to  currency depreciation versus the US dollar. While there is no 
single factor that led to the sell-off, there are a number of potential causes. 
 
Broadly speaking, emerging markets have experienced downward revisions to 
growth estimates in recent quarters, albeit from high initial expectation levels.  The 
gradual slowdown in China as the economy transitions away from its reliance on 
fixed-asset investments has continued to have ripple effects throughout the 
emerging world as investors grapple with the changing growth dynamics.   
 

A discussion on China would not be complete without addressing the latest liquidity 
concerns that have resurfaced with the escalation of short-term borrowing rates in 
Q2. By allowing short-term rates to spike, Beijing  has signaled that it is willing to 
accept the short-term pain from flushing out some of the credit excesses that have 
been created over the past several years.  The current trend of credit  growth 
(including shadow banking) forced this action at a time when economic growth is 
challenged – not ideal but excesses have the tendency to surface at the wrong time.  
 

In addition to slowing growth, emerging markets have been very susceptible to 
moves in US interest rates for a few reasons.  Rising interest rates have caused 
investors to view other asset classes as more attractive on a relative basis.  This has 
led to significant capital flight out of both EM stocks and bonds since the beginning 
of May.  US investors have also been hit as rising real yields in the US have led to 
appreciation of the US dollar against most EM currencies.  While important, we feel 
that these flow-driven factors do not change the long-term case for targeted EM 
investing.    
 
The good news for EM investors is that valuations are attractive and 
approaching levels not seen since  earlier in the prior decade – just before  
EM went on a strong five-year run of outperformance. The factors that 
spurred that run are not relevant today, but there are another set of 
circumstances that could be. EM countries remain in good fiscal shape 
(broadly speaking), growth will continue to exceed that of developed 
markets and is becoming more balanced; valuations are attractive and we 
believe our core thesis in EM, mainly the consumer, remains strong and 
poised to drive economic growth over the long run. Our base for China to have 
slowing but more balanced economic growth remains unchanged, but we expect 
additional volatility as the world’s second-largest economy continues to transition 
and leaders grapple with its well-known problems.       

Source:	  BAML	  

Source:	  Goldman	  Sachs	  

BRIC growth expectations revised lower 
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LONG TAILWINDS FOR THE EMERGING CONSUMER 
We continually remind investors that the future opportunity across emerging 
markets (EM) will not be driven by another super-commodity cycle of 
infrastructure investment but instead lies with its emerging consumer and 
rising middle-class. This last group is not well represented in the broader 
indices, unfortunately. EM indices (those that are widely reported) tend to be 
heavily skewed toward financials, energy, and telecom – areas that we 
recommend investors generally avoid – which are largely focused on the 
prior EM investment cycle. 
 
We have been advocates of the EM consumer for several years and believe 
that despite the economic slowdown facing several regions, including China, 
the consumer thesis will continue to reward investors over the long run. As 
indicated, growth in consumer expenditures within emerging markets 
continues to outpace that of the developed market equivalent. The direction 
of GDP per capita, wage growth, and education attainment across emerging 
markets should enable that trend to persist. At the same time, capital 
markets are expanding across EM, providing the ability for local companies 
to access growth capital and thereby providing opportunities for investment 
managers.  

•  According to Ernst & Young, from 2009 to 2011, China (including 
Hong Kong) led the world in public capital raises (the combination 
of Hong Kong and Shanghai raised more than 2x the capital raised 
on Wall Street).  

•  Industrials, technology, consumer were the top sectors.  
 
Data provided by McKinsey & Company suggest that the wealth effect in 
China is only beginning. By 2020, they expect 187mm households will have 
household income greater than $16K, an increase of 10x from 2010 (18mm 
households met this criteria then). Despite the improvement, the absolute 
level of wealth is relatively low compared with the developed market. 
Although the above statistics focus on China, the rising middle class 
phenomenon is occurring throughout broader Asia in places such as India, 
Indonesia, and Vietnam. KPMG estimates that by 2020, China’s middle class 
will be the world’s top consumer, followed by India at #3 and Indonesia at 
#8.  
 
Globally branded companies such as Wal-Mart, Unilever, and Procter 
& Gamble are poised to benefit from this growth; however, it is the 
locally owned and publicly listed companies that are best positioned, 
many of which are small and medium capitalization stocks that are 
not well represented in the broader EM indices. For this reason, we 
believe it is critical to select active managers capable of exploiting 
the emerging consumer and this long-term investment potential.   

Growth of China Middle Class Consumer 
Number of Urban Households by Annual Income 

Source:	  McKinsey	  Global	  
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MLPS REACT TO HIGHER RATE EXPECTATIONS 

Master Limited Partnerships (MLPs) have been a standout performer this 
year, appreciating 22% year to date through Q2. Investors have 
experienced some heartburn, however, as MLPs corrected nearly 8% 
from May’s high to the trough in June. Similar to other yield-based 
securities, MLP valuations and spreads were tight heading into Q2 and 
the sudden increase in rates was enough to send some investors to the 
exit. MLPs have snapped back, along with most risk assets; however, we 
do expect continued volatility as rates continue to find stabilization. We 
remind investors that the entire MLP universe remains small with an 
estimated $420bln market capitalization (slightly larger than the market 
capitalization of Exxon). Sentiment will continue to have  a strong impact 
on the small sector. 
 
The performance of MLPs during prior rising interest rate environments 
was mixed and in our opinion, generally not relevant to the current 
environment for a few reasons. Rates in general have been on a 
downward trend since the early 1990s, and 2013 appears be an inflection 
point in this very long trend. In addition, MLPs have emerged as a viable 
yield investment in recent years with broader ownership, increased 
liquidity, and the availability of multiple new access vehicles (mutual 
funds/ETFs), all with differing tax implications and investor bases. 
 
Over the long run, higher rates are likely to be an impediment to some 
but not all MLPs - another reason why we believe in active management 
across the sector. Higher rates will increase borrowing costs (MLPs 
continually access capital markets to fuel growth) and over a longer time 
period could squeeze Returns on invested capital  (ROIC) for business 
models that are not able to reinvest in higher return opportunities. The 
net effect is less cash available for distributions and more importantly, 
increases in distributions – a nice aspect that MLP investors have become 
accustomed to. We still believe current interest rates offer ample 
opportunity for cash flow and growth in cash flow, but a 
significantly higher rate environment would change the dynamics 
for some MLPs.  Investors need to emphasize the higher-growth 
segments of MLPs. 
 
After topping $4 last quarter, natural gas prices have remained volatile 
and spot prices are currently at levels similar to a year ago. As we head 
into the seasonally weak summer, prices are likely to be tested, but there 
are reasons to be optimistic. Storage levels are below last year’s levels, 
the domestic rig count continues to decline, and coal and natural gas will 
also continue to battle for utility market share. Stable oil (WTI has 
stubbornly remained above $95) and natural gas prices remain 
supportive of equities close to the wellhead. 

Source:	  Barclays	  

MLP volume surges – increasing volatility 

Source:	  EIA,	  Baker	  Hughes	  
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 The opinions expressed herein are those of Edge Capital Partners (“Edge”) and the report is not meant as legal, tax or financial advice. You should 
consult your own professional advisors as to the legal, tax, or other matters relevant to the suitability of potential investments. The external data 
presented in this report have been obtained from independent sources (as noted) and are believed to be accurate, but no independent verification has 
been made and accuracy is not guaranteed. The information contained in this report is not intended to address the needs of any particular investor. 
This presentation is solely for the recipient. By accepting this report, the recipient acknowledges that distribution to any other person is unauthorized, 
and any reproduction of this report, in whole or in part, without the prior consent of Edge Capital Partners is strictly prohibited. This communication is 
not to be construed as an offer to sell or the solicitation of an offer to buy any security such as an offer can only be made through receipt of an 
offering memorandum which will explain all risks.  All figures are estimated and unaudited. The case studies shown are meant to demonstrate Edge’s 
investment process and are not meant as an indication of investment performance. Past performance is not necessarily indicative of future results. 
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