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CANCELING OUT THE NOISE

In the course of humanity, there have been many 
great inventions.  Considering just the realm of 
communication, the printing press, the radio, and the 
Internet are only three examples spanning centuries 
that have transformed our ability to share information 
faster and more broadly than before.

Along with invention must come adaptation.  As the 
“marginal cost” of reaching another person or sending 
out another message has declined, so has the 
judgment associated with whether the communication 
is useful.  We feel confident that we are not alone with 
email inboxes that clog every day with hundreds of 
messages, most of which seem to have been sent on 
autopilot.  It does not stop there.  It seems we have a 
talking screen everywhere we go, including at gas 
pumps and in our airplane seats.    

“Necessity is the mother of invention” as the old 
saying goes and, so we say, tongue in cheek, that the 
proliferation of communication must have been the 
inspiration for noise-cancelling headphones.  We have 
invented so many ways to receive communication that 
we had to invent a way to cancel out the noise!  This 
is an appropriate metaphor for investing.  We must 
actively work to filter the data we receive so that we 
can concentrate on what matters and not be 
distracted by the talking heads.  

Bose ® QuietComfort ® 15 Acoustic 
Noise Cancelling ® Headphones

Price: $299.00

Source: Amazon
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EXECUTIVE SUMMARY

Our core 
investment 
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DON’T FREEZE UP, LET IT THAW OUT

Blame it on the weather!  Often cited as a culprit to explain expectations 
not being met, this year the blame was well deserved. Few can remember 
a winter that delivered more rain and snowfall than the winter of 2013-
2014. To add context for those living in the Northeast, Newark, New 
Jersey, a major hub for air travel, recorded over 30 inches of snow in 
February resulting in the third snowiest February since records started in 
the 1800s. Overall, there were 74,000 flights cancelled in January and 
February forcing major transportation delays throughout the country. 
Aside from business-to-business impacts, consumers decided to stay 
home and not spend, causing investor concern over the durability of the 
economic recovery. Robust auto sales have been an “engine” for 
economic growth but if your trade-in is buried under a mountain of snow, 
you probably opted to stay home and wait for a sunny day. Not all 
sectors of the economy have been struggling, however. Natural gas 
producers benefited from a surge in prices as cold weather finally ate into 
higher-than-average storage levels. With spring on the horizon, prices 
have settled back to prior levels.  As long-term investors, we must 
look through the noise of near-term disruptions to avoid 
distraction from the long-term earnings power of our investments.

When the global economy froze during the financial crisis, it happened 
around the world almost simultaneously, thus causing a dramatic plunge 
in economic activity.  After a wintry storm, it is typical to have people 
come out at different times and take different approaches to the 
landscape they see.  Often it is the young at heart who are out early, 
bundled up with their sleds to have some fun.  Others trudge out with the 
shovels and ice scrapers seeking to get moving and back to normal life.  
Others peer out of the windows of their homes waiting for the frost to go 
away of its own accord, while using what provisions they kept in the 
pantry.  The economic players after the global winter of 2008 were not 
terribly different.  Some emerging markets, particularly China, were quick 
to ramp up stimulus.  Others, like the US and even Ireland, started 
dealing with their economic challenges the best way they knew. The 
Europeans for the most part have tried to wait out the storm.  The result 
is that our global economy has thawed out in stages, restricting 
the magnitude of the recovery but prolonging the duration. As 
each region eventually works through their challenges, its contribution to 
global trade keeps all economies slowly grinding higher.  Despite our 
expectation several years ago of a shorter economic cycle in this period, it 
appears the current experience is in keeping with the great moderation of 
the 1980s/1990s, though for different reasons.       

Auto sales rebound in 
March as natural gas 
prices decline.

Source: Bloomberg
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CONFIDENCE BUILDING IN FINANCIALS AND GROWTH

The Fed announced results from its most recent stress test of US banks and 
US subsidiaries of foreign banks.  Not surprisingly, the capital ratios of 
these systemically important financial institutions (SIFIs) have improved 
markedly over the past few years and, on the whole, withstood stringent 
adverse-scenario analysis conducted by the central bank.  A simple statistic 
that demonstrates the degree of deleveraging in US banks is the 
loan/deposit ratio, which has reached levels consistent with the early 1990s 
-- another post-stress period in financials.  Encouragingly, the demand for 
loans has been improving while consumers too have deleveraged.  The 
Financial Obligation Ratio, a measure of households debt service as a 
percentage of disposable income, has fallen to near 15% -- a level well 
below the recent peak near 18% and last seen in the early 1990s and 
before that in the early 1980s.

Deleveraging of banks and households along with the improving 
picture in employment and increasing capital expenditures set the 
stage for GDP to continue to expand in the US at this point in the 
cycle.  With top-line growth reasonably stable, margins remain a 
key  threat to continued corporate profitability.

Since the 2008 financial crisis, economic growth has expanded, though at a 
slower pace than the typical recovery period.  There are multiple reasons 
for this slow growth trajectory, but a leading cause has been the reluctance 
of CEOs and corporate managers to invest, hire, and expand.  Instead, 
earnings-per-share (EPS) growth has been achieved due to productivity 
gains, cost cutting, debt refinancing, and share repurchases.

Recent data suggests that this trend could reverse.  CEO confidence and 
small business confidence are both on the rise.  In our last Quarterly 
Outlook, we discussed the role of rising capital expenditures (capex) in the 
US recovery. Ned Davis estimates US capex could grow by more than 5% in 
2014.  Global capex is likely to turn positive after falling 3% in 2013. We 
believe that these trends will be positive for employment (and consumer 
spending) as well as long term earnings growth.  

With confidence improving at both the corporate and consumer 
levels, we believe that the current expansion has room to run, and 
we recommend maintaining exposure to growth asset classes such 
as equities and real assets.   

Source: Strategas
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Market returns and profit growth will not always 
correlate perfectly.  In 2013, the rate of growth 
for the trailing 12-month earnings actually turned 
negative intra-year, but US equities returned over 
30% for the year.  Over longer time periods, 
however, earnings growth will be required to fuel 
market gains in the absence of expansion in 
multiples.

Accelerating GDP, improving consumer/business 
confidence, and improving jobs growth are all 
contributors to the re-acceleration of EPS growth 
that began in Q3 2013 and is continuing into 
2014.  The trailing 12-month EPS growth rate as 
of the end of Q1 2014 is expected to reach 17%.

US equity valuations remain in line with long-term 
historical levels.  At 17.4x trailing EPS, the S&P 
500 is cheaper than the average over the last 20 
years, though more expensive than the 1970s and 
1980s.  

However, both inflation and interest rates are 
exceptionally low relative to the ’70s and ’80s, so 
some valuation premium is warranted.  We 
continue to favor equities over fixed income 
for growth-oriented investors.  Recognizing 
that at the current P/E ratio there is less 
room for error, we emphasize selectivity and 
active management.  A combination of high-
quality and high cash flow companies 
together with firms that are exposed to areas 
of strong secular growth are most attractive. 

EARNINGS GROWTH RE-ACCELERATING AFTER PAUSE

Source: Strategas

Sources: Bloomberg
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DELIVERING GROWING CASH FLOW TO SHAREHOLDERS

John D. Rockefeller once said, “Do you know the only thing that 
gives me pleasure? It’s to see my dividends coming in.” A lot in 
the world has changed since 1908 when Mr. Rockefeller quoted 
the above phrase but what still works is investing in quality 
dividend-paying companies. Dividend-paying companies have 
historically outperformed the broader markets and also give 
investors a way to access a growing income stream. We 
continue to find value in certain companies whose leaders 
run conservative businesses that reward shareholders in 
the form of increasing dividend payments over time. 

There continues to be record amounts of cash that has built up 
on corporate balance sheets since the 2008 financial crisis. 
Currently, 4.8% of total US corporate non-financial assets are 
held in cash, while the trailing 50-year average is only 3.7%1. 
Business leaders can choose to deploy that cash via increased 
dividends, share buybacks or acquisitions. 

During the first quarter, we saw 133 companies increase their 
dividend payments, with the financial sector leading the way. 
Many dividend investors are underweight financials given the 
broad dividend cuts experienced in 2008. The trailing 12-month 
P/E for the S&P 500 financial sector is 14x, which is significantly 
lower than the 17.4x for the broader S&P 500. As balance sheets 
and fundamental stories continue to improve, there may be an 
opportunity for further dividend increases and attractive returns 
for financials in the coming years.

In North America, we continue to see a large number of 
companies that are benefiting from the energy renaissance that 
is proving to be one of the drivers of growth for the economy. 
One example of a company that is not directly in the energy 
space, but which has benefited tremendously from the 
revolution, is Dow Chemical. By accessing low-cost energy 
feedstock, such as ethane and butane, the company has been 
able to align operations to maximize profits. Last year, Dow 
expanded margins, grew earnings by 31%, and increased their 
dividend/share repurchase program by 30%. 
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EUROPE IS SOON TO FOLLOW

The US Government is not the only government thinking about the stability of their 
resident financial institutions.  The European Central Bank (ECB) was recently 
appointed as supervisor of Eurozone banks and has undertaken an Asset Quality 
Review to determine their resilience.  The ECB is clearly looking to improve investor 
confidence after the nascent European Banking Authority’s first attempt in 2011.  It 
may be recalled that in that effort three years ago, the Franco-Belgian bank Dexia
passed the stress test with flying colors only to fail three months later.  European 
banks remain well behind their US cousins in raising capital and shrinking 
balance sheet size.  As discussed in prior Outlooks, this is a critical issue in 
furthering Europe’s economic recovery as this region is one of the most 
dependent on bank lending since debt capital markets are less developed.
While a specific timeline for the results has not been outlined, we expect to see the 
outcome later this year.

The ECB clearly understands the importance of the banking sector to overall 
economic growth and has remarked on this in press conferences.  Another challenge 
is the current low level of inflation in the Eurozone region, 0.5% as of the last 
reading and well below the goal of 2%.  It is not surprising to see reasonably low 
inflation in this region, given the decline in labor pricing seen in countries like Spain 
and Italy which improves relative competitiveness , as well as the original focus on 
austerity as the strategy to delever troubled sovereigns.  In addition, the ECB has 
provided much less monetary support than have the US and Japan.  This strategy 
may be shifting, however.  In the most recent ECB press conference,  ECB President 
Mario Draghi commented on the unanimous commitment of the policymakers to use 
unconventional tools, including quantitative easing, to meet economic goals.  
Perhaps Draghi is hoping that words alone will be sufficient to create the desired 
effect, as it did in 2011 in his “we will defend the euro and it will be enough” remark.  
Following his uttering that phrase, yields on challenged sovereign government bonds 
have steadily fallen to lower and lower levels.  There has also been new issuance by 
Spain, Italy, and Ireland at these new lower levels on deals that are oversubscribed 
by investors.  Even Greece joined the party with a 3bln EUR 5-year bond issuance 
with a 4.75% coupon that was 8x oversubscribed.        

There have been legal challenges as to whether the ECB can do US-style 
quantitative easing, given prohibitions in their charter to financing member 
governments.  The ECB could get clever, however, and seek to buy private 
debt…such as loans from the banks they are currently reviewing.  While risky on 
many levels, this could help solve two issues –- monetary support and bank 
deleveraging to facilitate the needed new lending.  Clearly the strategy if 
anything is an unknown, but if the ECB is to take action, they are likely to 
come with their own brand of unconventional policy.  Taking any action is 
the first hurdle, but it provides upside surprise risk in the near-term since, 
as of now, investors do not yet believe.  

Ireland ‘s 5-year debt 
is at a lower yield than 
that of the US!

Source: Bloomberg

Banks are not able 
to lend without 
deleveraging.
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EXPECT BUMPY BUT SUSTAINED EUROPEAN RECOVERY 

The beginning of 2014 also reminds investors to maintain a long-term 
view on the European recovery and focus on forward-looking economic 
and fundamental data points.  From the Emerging Market growth 
concerns that plagued global market growth prospects in January to 
recent destabilization caused by the uprising in Ukraine, the path to 
recovery will not be easy although we continue to believe these 
potential risks to growth are manageable and will be contained.   

Notable investors are beginning to recognize fundamental value in even 
the most troubled regions of Europe, as performance for headline-rich 
countries such as Portugal, Italy, Spain and Greece significantly 
outperformed broader Europe.   Yields in these countries fell to multi-
year lows underscoring the increased investor confidence in their 
longer-term fiscal stability and the adjustment in focus away from 
sovereign risk.  

On the economic front, data flow remained stable, with the average 
Euro-area composite PMI for the quarter at 53.2 (just short of the 2005 
average of 53.5) indicating expansion.  Business surveys in the area 
continue to point toward improvement in the business climate.  Our 
fundamental case for investing remains targeted on relative and 
absolute valuation of the region.  With the cyclically adjusted P/E for 
Europe at approximately 14X, the region is trading at a 13% discount 
to its 30-year median.  

Our improved outlook for European equities, which originated in August 
2013, continues to be predicated on a continued, bumpy recovery in 
earnings driven by strengthening economic fundamentals. Unlike the 
US, where earnings (S&P 500) are materially above the 2007 peak, the 
earnings recovery cycle in Europe stalled in 2010 and has been largely 
stagnant waiting for local and global economic improvement. As a 
result, earnings remain depressed relative to 2007 levels.  As one 
would expect, margins also remain materially depressed and have 
significant upside potential, which would accompany an improvement in 
revenue. Despite the upside potential, we emphasize the use of 
the word “bumpy” and expect earnings growth to ebb and flow 
over subsequent quarters though the overall trend will continue 
higher. We recommend investors use weakness to increase 
exposure to this improving growth story.

Cyclical Indicators In Euro Area Indicate Growth

YOY Growth of Industrial Production Index (Left)
EU Business Climate Indicator (Right)

Source: Eurostat

Depressed Earnings Highlight Upside Potential in Europe

Source: Credit Suisse
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Through the summer of 2013, investors’ demand for yield pushed 
US interest rates to historically low levels, creating a greater 
willingness to look outside US borders for yield opportunities. 
Emerging-market bonds were a direct beneficiary of this trend as 
investors looked past some of the issues impacting many countries, 
such as slowing growth and widening current account deficits. This 
phenomena felt “comfortable” for investors until May of last year 
when improving US (and European) economic data brought the 
potential of Fed tapering to the foreground instead of the far-away 
event investors had become accustomed to.  

As a result, the downward trend in US rates reversed, and yields 
nearly doubled during the second half of 2013.  The increase in 
rates and subsequent stronger US dollar caused global investors to 
reassess yield and risk opportunities, resulting in outflows from 
emerging-market currencies, bonds, and equities.

Outflows and currency depreciation has highlighted some of the 
underlying problems facing the Fragile 5, including slowing growth, 
widening account deficits, and the increased difficulty of honoring 
obligations on US dollar debt.  To add context to the magnitude 
of depreciation, the Brazil Real, the South African Rand, and 
the Indonesian Rupiah fell to levels last seen during the 
financial crisis in the Fall of 2008, though they have 
stabilized (and slightly rebounded) in recent weeks. 

Not all emerging market currencies are weakening with the Fragile 
5.   Some currencies, such as the Hong Kong dollar, that are 
pegged to the US dollar and others that have sufficient foreign 
currency reserves, have remained relatively stable.  In addition, 
other emerging currencies (Malaysia, South Korea, Mexico, and 
Poland), which are not facing the same economic issues as the 
Fragile 5 have also remained stable or rallied. 

With time comes clarity and we believe the stabilization in 
EM will occur due to several factors including dissipating 
fears of broad contagion throughout the region and 
recognition that, although slowing, EM growth remains 
materially above that of developed markets while EM 
equities continue to hover near multi-year lows.

SIGNS OF STABILIZATION IN EMERGING MARKETS

Source: Bloomberg

Currency Rebound Soothes EM Investors

Source: Lazard Asset Management

Healthy EM Growth Differential



EQUITIES

12

Recognizing that emerging markets encompass 21 countries around 
the globe that have little in common except that their economic 
systems are not deemed to have reached “developed” status, we feel 
that investors must be deliberate in their emerging-market allocation.

We believe that the most attractive sector within emerging markets is 
Asia ex-Japan.  This index has reached historically low levels in terms 
of price/earnings ratios.  As sentiment improves, and asset flows turn 
positive for EM, we think it is likely that there could be an initial rally 
at the index level.  However, for long-term investors, there are three 
significant factors that lead us to avoid broad emerging market index 
investments:

• State-owned Enterprises -- broadly speaking, these are 
bloated, poorly-run, and low-growth companies

• Commodity/materials exposure -- these companies are 
reliant on another commodity super-cycle, which we don’t 
think is on the horizon

• Exposure to countries with significant macroeconomic 
headwinds and/or political instability

The disparity across regions, countries, sectors, and companies 
results in a good environment for active portfolio management as well 
as targeted regional exposure.

Actively-managed portfolios will not trade at as large a valuation 
discount as the broad EM indexes.  However, there are still 
attractive subsets of EM -- particularly Asia ex-Japan (including 
China) -- where valuations are inexpensive relative to their 
historical levels and compared to the US.  We believe that this 
region possesses the best combination of fiscal health, 
valuation, and strong growth (led by consumption, not 
infrastructure).

By investing in actively managed portfolios, our clients are able to 
gain exposure to attractive companies and markets while also 
maintaining a quality bias in their portfolios.  Emerging markets, and 
Asia ex-Japan specifically, have been an area where active portfolio 
management has added value. 

IMPLEMENTING EMERGING MARKETS INVESTMENTS

Source: Bloomberg
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A lot has changed in the fixed-income market since June 2011, when 
the Fed first laid out its initial exit plan for quantitative easing.  The 
man who orchestrated the party has left the cleanup to successor 
Janet Yellen.  Chairwoman Yellen made some of her principles known 
after the latest Federal Open Market Committee (FOMC) meeting in 
March.  She indicated that rate hikes could start six months after the 
end of asset purchases, which, if continued at its current pace 
($10bn/meeting), could happen in October.  This implies that a rate 
hike could start in the spring of 2015. This hawkish fumble caused 
some pain in the belly of the Treasury curve as the 5-year maturity 
increased in yield by 0.25%. Also, the 6.5% unemployment threshold 
went noticeably missing in the Fed statement. It seems that with all 
the gains on the employment front, the FOMC decided that the 
threshold was more of a guideline than a rule. Consensus within the 
Fed’s “Dot-o-gram” (the graphic used to show each individual 
policymaker’s economic forecasts) is that the Fed Funds rate should 
be approximately 1% by the end of 2015 and 2.25% by the end of 
2016, a little steeper yield curve than last meeting. Reinvestment of 
maturities continues to occur, but because of Operation Twist, most 
of the Fed’s portfolio starts to mature in 2016, leaving investors to 
believe that outright sale of securities is unlikely to happen. Instead 
the Fed continues to implement a small-scale reverse repurchase 
facility that could potentially be expanded to drain reserves in the 
future.  Despite the communication challenges, we continue to 
believe that the Fed will likely err on the side of too much 
rather than too little monetary support.  While tapering will 
continue, it is too early to say when a rate hike will be 
warranted by economic conditions.

Any way you look at the picture, it is hard not to see the Fed’s 
continued influence in the fixed income market.  All this leads us to 
recommend that investors keep on the shorter end of duration 
and to be selective within their credit exposures. There will be 
interest rate fluctuations but the natural trend is upward for rates in 
the long term. The credit cycle still has some momentum left in it as 
corporate fundamentals remain robust and there is little catalyst to 
trigger a significant rise in defaults. The chart at bottom right 
illustrates that most bond issuers have pushed out the maturities on 
their debt for the next few years, meaning that the primary concern 
is meeting their scheduled coupon payments – a lower hurdle.  We 
continue to find attractive opportunities in opportunistic fixed income, 
non-agency MBS, foreign currency debt, and long-short credit, but 
emphasize that return expectations should be kept in check.

The Refinancing Wall Starts in 2017

The Fed Has Taken Substantial Fixed 
Income Supply Out of the Market

CONNECTING THE DOTS IN FIXED INCOME
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FALLING CRUDE IMPORTS PROMISE GLOBAL SHIFT
Our recent attendance at the investor day for one of the 
largest master limited partnerships (MLPs) reaffirmed our 
conviction about the long-term opportunity in US energy 
production. According to some of the data shared, over the 
next decade the potential exists to double the production 
volumes of natural gas liquids and crude oil from some of the 
larger US basins. If realized, we believe this increase could 
change the global energy landscape in dramatic fashion and 
would both strengthen some and weaken other existing 
political and investment relationships. 

According to recently released data from the Energy 
Information Administration (EIA), US total net crude imports 
declined 10% in 2013 to 7.6mm barrels, the lowest level since 
1996. Despite the drop, we imported more oil from Canada 
(not surprising) and Saudi Arabia than in 2012, but less from 
others. Mexican imports continue to decline but the loss is 
more attributable to falling local production volumes than lack 
of access to the US. The liberalization of Mexico’s energy 
policy could change this dynamic. Weakening imports in 2013 
were a detriment to Iraq, Nigeria, and Venezuela among 
others.

Shifts in US energy patterns are likely to have a pronounced 
impact on countries, mainly in Latin America and the Middle 
East, that rely extensively on oil exports to fund economic 
activity. The impact is likely moderate given current 
conditions, but could change drastically for some, should the 
US decide to export its high-quality (and stable) crude 
production to other global consumers. We do not expect an 
immediate decision to export unrefined crude but LNG and 
NGL exports are already beginning to shift global energy trade. 

We will let the experts pontificate on the shakeup of winners 
and losers stemming from US energy policy and instead focus 
on the areas in which we believe investors can generate 
attractive returns today. We continue to advocate 
investors focus not only on MLPs but look toward other 
segments of the energy supply chain including refiners, 
chemical manufacturers, transporters, and industrial 
companies. These areas will directly benefit from the 
evolving energy landscape.

Source: EIA

Source: EIA
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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.

www.edgecappartners.com


