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EYES ON THE HORIZON 

Financial markets are fluid, as are the economic and 
corporate fundamentals that they seek to reflect. As 
the world evolves, so does investors’ assessment of 
the future and thus their perception of value. 
 
However, not every financial market participant is as 
rational as that concept suggests.  Financial media 
and other outlets leave people awash with seemingly 
unending amounts of data and opinions.  Often this 
flood of information causes more confusion, not less.   
 
Compounding the data deluge is human nature.  
Psychology plays a role in how people make 
decisions – regret at missing an opportunity, fatigue 
from the persistence of problems, and anchoring of 
expectations to the most recent experience are all 
examples. 
 
We maintain our discipline of using valuation as our 
guide – looking for where price offered in the market 
disconnects from the value we foresee by taking a 
long-term, forward-looking, fundamental view.  This 
discipline is critical, not only in buy decisions but 
also in the decision to sell. 
 
In this Quarterly Outlook, we place our comments on 
recent events into the context of our forward-return 
frameworks, understanding how each may affect the 
drivers of risk and return within asset classes over 
the next few years.  Setting our valuation sights on 
the horizon while also minding the financial market 
swells will help us navigate the ebbs and flows to 
come. 
 

“Sunset	  at	  Sea”	  –	  painted	  in	  1911	  by	  
American	  impressionist	  Frederick	  Childe	  
Hassam.	  Hassam	  produced	  over	  3,000	  

works	  of	  art,	  his	  most	  famous	  being	  “The	  
Avenue	  in	  the	  Rain,”	  which	  hangs	  in	  the	  

Oval	  Office.	  
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MACRO 
§  Economic optimism in the early months of 2013 was challenged by a weaker than expected March jobs 

report, which financial markets ultimately looked through after a brief one-day dip. We expect 
economic data to ebb and flow in the coming months but do believe the US economy is stable. 
Continued support from the Federal Reserve’s asset purchase program remains a tailwind to growth. 
We expect market turbulence when investors begin to believe the liquidity spigot will be turned off. 

§  The eurozone continues to struggle - economic growth continues to be revised lower while the 
unemployment rate continues to rise. Germany is the exception. The weakening Euro will also be a 
headwind to revenue and earnings growth for US companies and other multinationals. Longer-term, a 
weaker Euro is in the European Central Bank’s (ECB) best interest, however, the relative weakness of 
QE policy has likely limited its depreciation versus trading partners.  

§  Perhaps the most significant macro news thus far in 2013 is the massive money printing policies 
enacted by the Bank of Japan (BoJ). The announced program is expected to double the supply of 
money over a two-year period and will ultimately push the BoJ’s balance sheet to $3 trillion, near the 
ECB. As a result, the Yen has quickly depreciated roughly 30% and promises to impact global trade. 
Long term, we are unsure of the impact of QE to Japan’s highly government-levered economy. 

EQUITIES 
§  Dividend equities continue to provide investors with income and capital appreciation and, despite the 

strong multiyear run, still trade at attractive relative valuations. Strong corporate balance sheets will 
reward investors with higher dividend payouts and share buybacks. We continue to recommend 
investors stick with growing cash flow. Valuation of small capitalization stocks are now supported by 
the improving US economic data and also offer investors some isolation from European economic 
weakness due to the higher concentration in revenue from the local economy.  

§  The main driver of stock price appreciation thus far in 2013 has been through multiple expansion, or 
the price paid for growth, as earnings revisions have generally been flat to down. The recent rally has 
lifted price-to-earnings multiples to 14.3x 2013 estimates (S&P 500) reflecting a fairly valued stock 
market. Ingredients are in place to move multiples higher, although, the ceiling may be near. 

§  European equities are struggling from the burden of a weakening eurozone economy, ill-conceived 
monetary and fiscal policies, and rising unemployment. We continue to monitor earnings and economic 
growth in Germany, where broader valuations are becoming attractive but selectivity will be key. 

§  After a strong Q4, emerging markets have disappointed in 2013 as investors grapple with rising 
inflation, shifting monetary policy, and uncertainties over growth. We believe most of these issues will 
be resolved during the first half of 2013, patient investors will be rewarded. 

FIXED INCOME 
§  Core fixed income investors continue to face diminishing returns and an increasingly unattractive risk 

profile given the long-term direction of interest rates. We recommend investors maintain short 
duration. The absolute low level of yields in treasuries/agencies has forced investors to seek returns 
elsewhere in the risk spectrum. For investors willing to consider private opportunities, we believe the 
illiquidity premium being offered today via private lending and other similar structures is attractive. 
Selectivity remains key again. 

REAL ASSETS  
§  MLP investors who stuck through a near flat return in 2012 were handsomely rewarded in Q1 2013 with 

a 20% return. Valuations are now moving to the upper end of the historical range, which is an 
environment that is well suited for active management. Fundamentals remain strong, however.  

§  Natural gas prices eclipsed $4 for the first time since the fall of 2011 – at that time the trend was 
clearly down while the opposite is true today. Small-and mid-capitalization equities have begun to 
respond to the better pricing environment, and we believe there is additional upside in the sector if 
prices remain between $3.50 and $4.50.  

EXECUTIVE SUMMARY 
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DESPITE RISING EXPECTATIONS, EXPECT PACE TO SLOW 

Source: Strategas 

Confidence is there until it’s not.  That statement rings true 
in the financial markets as the never-ending data stream 
continuously sends signals, many of which conflict on the 
surface.  Investor expectations ebb and flow based on their 
interpretation of the data, but are often fickle about what 
matters and how much. 
 
Market-implied expectations of US economic growth rose at 
the start of the year only to recede in March – right when 
some forecasters ratcheted up their 2013 GDP estimates.  
The shift in sentiment can be seen clearly in the quick decline 
in yield on a 10-year US Treasury.  A weaker than expected 
jobs report in April did not help (slower payroll growth, 
declining labor participation).  Nor did comments by central 
Fed figures contemplating the exit strategy for the ongoing 
monthly purchases of Treasury debt.  Overall, we believe 
the US economy will continue to slowly expand and the 
Fed to remain supportive – good tidings for corporate 
revenue in the US.  Despite that, we will not be 
surprised to hear “soft patch” talk as we approach 
summer.  
 
It is important to remember that approximately 36% of the 
revenue for S&P 500 companies comes from outside the US, 
the bulk of which is from struggling Europe.  Eurozone 
unemployment hit a new high in February 2013 at 12% 
overall (24% for those under 25 years of age). Combined 
with a stronger US Dollar (USD), further deterioration in 
European fundamentals may present headwinds to reported 
US earnings. 
 
Technology as a sector has the largest share of non-US 
revenue at approximately 60%.  The effect of a 
strengthening USD was specifically noted in the most recent 
Oracle earnings release in March, in which its GAAP quarterly 
earnings growth rate was 25% lower because of it (6% 
instead of 8%).  Longer-term, technology’s exposure to 
growing areas of the world outside the US is more 
likely to benefit growth.      
  

Source: Bloomberg as of 4/8/2013 

Quick change 
in expectations 

Offsets? 
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JAPAN ANNOUNCES “QE,” REPERCUSSIONS UNKNOWN 

Source: Bloomberg as of 3/31/2013 

The long-term view still requires consideration of the impact of critical 
monetary and policy decisions.  The challenge is that even the 
government officials making the policy are not sure of what the impact 
will be because the actions over recent years have been experimental.  
Creating liquidity through quantitative easing (QE) seems to have eased 
the banking crisis and maintained inflation expectations at adequate 
levels in the near term, but the pace of global QE is picking up and 
sovereign leverage trends are going in the wrong direction. 
 
Most recently, the BoJ upped the ante by following through on promises 
to end deflation through increased QE. The magnitude of the change 
was surprising – ¥7trln JPY ($1.4trln USD) over two years, which 
doubles the monetary base (cash in the economy plus bank reserves at 
the central bank).  It is an ambitious plan that has now caused the 
value of the yen to fall both significantly and rapidly.  The fall in the 
yen is of concern not only in the context of global trade (and the 
likely response from competing countries) but also in the 
potential response by local savers who have financed the 
government debt that stands at well over 200% of GDP.   
 
We would not be surprised if the ECB follows suit with another 
round of support in some fashion should regional conditions 
return to stress.  A major turning point in ECB policy was the Long 
Term Refinancing Operation (LTRO) which extended loans to banks with 
government collateral – in particular the three-year loans offered in 
December 2011.  In a positive surprise, some of these loans have been 
repaid early causing a contraction in the size of the ECB balance sheet – 
effectively a tightening.  ECB President Mario Draghi was clear in recent 
comments that they remain unhappy with the availability of credit to 
small businesses, though he is unlikely to act without market 
compulsion.  Small businesses represent between a third and a half of 
employment across Eurozone countries.     
 
Cyprus is a recent example that policy makers can still hatch ill-
conceived plans which is cause for concern as global, government 
support is reduced. We maintain the base case that overall 
governments will put together a concoction of higher taxes, 
lower spending, and inflation to work their way through 
overleverage.  The long-term impact is a moderate reduction in 
growth for a period, an increase in volatility, and inflation risk.  
We continue to advocate focusing on growing cash flows as the 
way to navigate the investment landscape and maintain 
portfolio purchasing power. 

Source: Bloomberg as of 3/31/2013 

Value of JPY 
has declined 

27% since Q3 
2012 

15% decline in 
ECB assets 

since year-end 

BoJ’s assets 
trending 

towards $3 
trillion over the 
next two years 
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DIVIDEND EQUITIES STILL OFFER VALUE AND MARGIN OF SAFETY 

Dividend-paying equities underperformed the broad global equity 
markets in 2012 by over 5% for two primary reasons.  First, dividend 
stocks typically do not keep up with the broad market during large 
spikes to the upside over short time periods.  For example, in the first 
quarter of 2012 the S&P 500 outperformed the DJ Select Dividend ETF 
(DVY) by nearly 9%.  Second, dividend stocks also faced headwinds in 
2012 over concerns of the magnitude of the potential increase in 
dividend tax rates.  
 
Dividend-paying stocks responded favorably to the American Taxpayer 
Relief Act, which raised the qualified dividend tax rate to just 20%. 
The response was a strong upward move in Q1. The DVY 
outperformed the S&P 500 and the MSCI ACWI by 1.2% and 4.9%, 
respectively, in the first quarter.  This outperformance is not typical 
during such a strong tape – especially when the historical beta of the 
DVY is just three quarters of the S&P 500. 
 
The good news going forward is valuations are not extended and 
dividend stocks offer a higher margin of safety to the broad US equity 
market.  We compare the 10 largest dividend payers of the S&P 500 
to the index itself and the equal-weighted average of the 500 index 
constituents.  The 10 largest dividend payers offer a lower 
estimated long-term earnings growth rate, but they pay a 
higher dividend and are valued at an earnings multiple 
discount.  Should P/E multiples decline and the estimated 
earnings growth be achieved over the next three years, the 
total return from large, high-quality dividend-paying stocks is 
more attractive than the broad index. 
 
Another attractive feature for large dividend payers, beyond a higher 
margin of safety and growing cash flow, is their growing presence in 
the emerging markets – particularly for consumer and healthcare 
products.  Our Research Team’s visit to China last month confirmed 
the country’s high appreciation for the quality of US and European 
brand names.   
 
For example, during our visit to China 45 people were arrested for 
smuggling infant formula from Hong Kong to mainland China.  Chinese 
consumers do not trust the quality of their own production of infant 
formula, so Chinese travelers are crossing through Hong Kong and 
hoarding US-produced infant formula powder, thereby creating a 
shortage in Hong Kong.  The loss of confidence in infant formula made 
in China has also sparked shortages in countries as far away as 
Australia and New Zealand. 

Dividend stocks 
outperforming 
YTD despite 
lower beta 

profile  

Source:	  Bloomberg	  	  

Dividend Stocks (DVY) Relative Performance to S&P 500 (SPX) 
in “Gap Up” Markets 

US Equity Dividend Payers vs. Broad US Equity Market 
Forward Return Model and Assumptions 

Source:	  Bloomberg	  	  

Multiple 
Unchanged

10x P/E 
Multiple

12x P/E 
Multiple

14x P/E 
Multiple Average

S&P 500 10 Largest Divid.Payers Avg 11.3% 3.3% 9.1% 14.3% 9.5%
S&P 500 Constituent Average 12.8% -6.6% -1.6% 3.0% 1.9%
S&P 500 12.7% 2.1% 7.7% 12.7% 8.8%

3 Year Forecast Annualized Total Return
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INVESTORS ASSIGN A HIGHER VALUE TO EARNINGS 
There are two fundamental reasons why stock prices increase – investors 
are willing to pay a higher multiple for earnings and/or company earnings 
are increasing and investors benefit from the cash flow. The main driver of 
stock price appreciation thus far in 2013 has been accomplished via 
multiple expansion, or the price investors are willing to pay for earnings. 
Entering 2013 the S&P 500 had a forward valuation of 12.6x earnings, a 
level that we stated in our prior outlook was attractive and limited the 
potential for downside risk. At the end of Q1, the S&P 500 had a forward 
valuation of 14.2x earnings, a multiple expansion of approximately 1.6 
points. Given where earnings expectations are, a one-point expansion in 
multiple is worth roughly 100 additional points to the S&P 500, whereas a 
$1 increase in earnings is only worth 14 points to the S&P 500. The most 
novice of mathematicians  will realize that multiple expansion is 
significantly more “valuable” to your portfolio than increases in earnings.  
 
In regard to earnings revisions, the trend has not been supportive. 
Earnings revisions have generally been flat to down for the full year. A case 
can be made that investors are extrapolating the recent economic optimism 
and forecasting that 2013 or even 2014 earnings will be revised higher but 
we believe that has been the lesser cause. The simple answer is that 
investors value earnings more because they believe the economy is 
improving and other alternatives (bonds) are unattractive given where 
yields are. At current levels, valuations are no longer as attractive as 
they were a quarter ago; however, equity markets are not 
expensive either. We would not be surprised to see continued 
multiple expansion given the optimism on economic growth and QE 
policy. CEO commentary with Q1 results will likely dictate direction 
in the short–run. 
 
Last quarter we highlighted the attractive valuation levels of three sectors: 
healthcare, technology, and energy. Specific to healthcare, it was the best 
performing sector within the S&P 500 during the first quarter, returning 
+15.8%. Our optimistic outlook was specific to globally branded 
pharmaceuticals because of their attractive valuations, strong free cash 
flow growth, and high dividend yields. The technology sector lagged during 
the first quarter, returning +4.6% - although looks can be deceiving. 
Weakness in Apple (down 16% in Q1) and its overweight position in the 
index weighed down performance. Equally weighted, the S&P 500 
technology sector returned roughly +8.5%. We recommend that 
investors stick with these sectors, especially the economically 
sensitive technology sector which has lagged the broader equity 
market. Stabilization in European demand will also boost the sector.  

  
 
 
 
 
 
 
 
 
 
 

Source:	  Bloomberg,	  Standard	  &	  Poor’s	  

Source:	  Bloomberg	  

Earnings growth expectations 
have steadily declined but 
appear to be bottoming 

Expensive relative to S&P 

Cheap relative to S&P 

S&P 500 2013 operating earnings per share 

Historically, tech has traded at 
a premium to staples and the 

market. 
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EUROPEAN EQUITIES LAG, CHEAPENING ON A RELATIVE BASIS 

Source:	  UBS	  

For several years we have advised clients to avoid broad exposure to 
European equities in favor of the US. We continue to evaluate the quality of 
that investment decision and whether new information should force us to 
change course. A common error that investors make is to shun or avoid 
opportunities due to dogmas that are never challenged. Over the past two 
and a half years, our decision has been sound. Since Q4 2010, the S&P 500 
has returned +30% while the Bloomberg Europe 500 Index has returned 
+13% (local currency). We challenged our thesis during the summer of 
2011 when eurozone risks resurfaced, increasing the attractiveness of 
German equities. Ultimately we decided that the valuation discount relative 
to the US was not enough to compensate for the economic and structural 
difficulties that Germany and the broader eurozone were experiencing.  In 
hindsight, over that period the US has marginally outperformed the DAX in 
local currency, but the DAX has strongly underperformed when converted 
to USD – as the Euro has weakened over the period. 
 
Germany’s economy has been resilient in the face of continued economic 
weakening in the broader eurozone. In 2012, the Germany economy 
expanded 0.7%, which most wouldn’t characterize as robust, but still 
significantly better than the 0.5% contraction of the eurozone.  Ex-
Germany, eurozone growth would be significantly lower. Germany’s 
economy slowed during the back half of the year and most estimates for 
2013 GDP growth range from +0.5 to +0.8%. Revision trends, however, 
have generally been lower. For reference, the eurozone’s GDP growth is 
expected to be flat in 2013.  
 
More important to our process is strength in earnings growth and the 
valuation or price paid for growth. The broader German DAX Index trades 
at 11.5x 2013 estimates that are based on 14% earnings growth for the 
year. Last year earnings slipped by 5%, but analysts are more upbeat for 
2013 - this is also true for nearly all countries in the eurozone. An 
investment in Germany is an investment in its export markets, which 
account for 40% of GDP. Automobiles and general machinery represent 
18% and 15%, respectively, of exports. Global auto sales are expected to 
increase 2-3% in 2013 – mostly due to strong US replacement demand. 
The eurozone is still the destination for more than half of its exports, but 
the US and China represent 12% of exports and should continue to 
increase this year. Bottom line: if GDP growth stabilizes in the 
eurozone we expect earnings of German manufacturing companies 
to improve due to emerging markets and US demand. We will 
continue to track relative and absolute valuations to determine 
when the risk/reward ratio is back in our favor. 
 
 

  
 
 
 
 
 
 
 
 
 
 

European equities sold off 
during summer of 2011, not 
enough considering the risks 

Europe	  premium	  vs	  discount	  rela2ve	  to	  US	  	  

Germany	  premium	  vs	  discount	  rela2ve	  to	  US	  	  

Trailing 12 month PE – relative valuation. 
Not cheap enough but closing the gap 

Good buying opportunity if 
you hedged the Euro 

Source:	  Bloomberg	  
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In an environment where equity markets are fairly valued by 
most metrics, active management can have the ability to add 
relative value. In 2012, while the Russell 1000 Index returned 
16.4%, more than 60% of the index constituents had returns 
that were either more than 26.4% or less than 6.4% for the 
year.  Skilled managers can take advantage of this price 
dispersion, which is becoming more prevalent in today’s 
market.  
 
As shown in the chart to the right, inflows into equities have 
picked up in recent weeks although a large portion of those 
flows have been into ETFs.  The consistent buying demand 
from ETFs due to inflows can cause relative valuation 
anomalies in securities with large index weightings.  A long/
short credit manager recently noted that bonds of the same 
issuer trade at meaningfully different spreads when included in 
an ETF vs. not being included in an ETF.  These are the types of 
relative values that can be exploited by discerning active 
managers at this point in the cycle. 
 
Index construction is another reason that we continue to 
recommend allocations to active managers.  Due to 
construction methodology, market capitalization weighted 
indices fail to identify the best pockets of value, often 
rewarding the high flyers with increasing position weights. 
Despite the decline in Apple’s stock price this year, the 
technology bellwether still dominates technology indexes. A 
similar problem plagues emerging market indexes that are 
dominated by the two or three largest companies in the region. 
 
As noted on the right, stock correlations continue to 
decline, a phenomenon that started during the latter half 
of 2012. This is a necessary ingredient for both long-
only and long-short active managers. For long-short, 
managers have the ability to go long attractively valued 
companies and short those that are overvalued. For 
these reasons, we believe 2013 will be a much stronger 
year for active managers. 

CONDITIONS SUPPORT ACTIVE MANAGEMENT  

Source:	  Goldman	  Sachs	  

Source:	  Strategas	  
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EMERGING MARKET INVESTORS IN SEARCH OF A CATALYST 

Emerging markets (EM) finished 2012 on a high note but quickly 
stalled in the first quarter – the  MSCI Emerging Market Equity Index 
fell 1.7% in Q1, underperforming the S&P 500 by 12.3%. While some 
of this divergence can be chalked up to a quarter of “catch up” (the 
S&P was down 0.4% in Q4, with EM and BRIC equities up 3.9% and 
3.5%, respectively), the underperformance is striking. Most investors 
would characterize Q1 as a “risk on” rally, however, those watching 
global markets would realize the leadership is narrow.  
 
As is often the case, the devil is in the details when looking at 
emerging markets.  The major indexes are dominated by large-cap 
companies and state-owned enterprises that operate primarily in the  
energy, material, and financial sectors of the economy.  A multiyear 
compression in multiples has created attractive pockets of valuations. 
However, we warn investors to be weary of government intervention in 
these areas and poor investment decisions for minority shareholders.  
 
Small- and mid-cap equities in Asia and Brazil offer a far more 
compelling valuation/growth profile than do their larger peers. Many of 
these names are well insulated from the European economic malaise 
and poised to benefit from growth in domestic consumer spending. 
Investors are currently paying a very modest premium for superior 
growth and earnings prospects.    
 
What are the catalysts for emerging markets? There are several that 
could reward patient investors. The largest headwind is the potential 
for escalating inflation to force local central banks to tighten interest 
rate policy ahead of forecasts. Emerging markets, especially Brazil, 
have responded favorably to recent data that indicated a softening in 
China’s inflation. These two markets have always been correlated so 
we are not surprised at the reaction.  Range-bound inflation (helped 
by falling food prices) and improving economic data, which we hope to 
receive in coming weeks, could be the “shot in the arm” that EM 
investors are waiting for.  
 
Weakness in the first quarter combined with widening relative 
valuations presents an attractive entry point for investors that have 
remained on the sidelines. Over the long term, we continue to 
favor active management with a bias to mid- and small-cap 
exposure in our favored regions of Asia ex-Japan (with 
overweight to China) and Brazil.  

Source:	  Bloomberg	  	  

Despite overall weakness in EM during Q1, investors 
are still willing to pay for growth found in small-cap 
stocks. 

Source:	  Bloomberg	  	  

China inflation softened to 2.1% year 
over year increase in March 
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2013 Q1 Returns 
The current environment in the fixed income markets, generally defined by low 
yields and tight spreads, presents challenges to traditional long-only fixed 
income strategies. Investors need to be mindful that the fixed income markets 
have evolved over the years and extend beyond traditional bonds offered by 
governments and corporations. Be prepared to look towards others areas such 
as opportunistic fixed income.  
  
During the quarter, fixed income returns for traditional benchmarks were 
relatively flat or negative while returns for high yield and structured 
benchmarks were stronger. Longer-maturity US Treasury bonds 
underperformed shorter-maturity bonds.  For example, the 30-year bond 
generated a -3.11% return in the quarter while the 3-year bond generated a 
+0.15% return. In the corporate bond sector, lower-rated bonds outperformed 
higher-rated bonds. BBB bonds generated a +0.34% return while AAA-rated 
bonds earned a -0.70% return.  Bonds issued by insurance companies and 
financials were the best performing corporate sectors for the quarter. 
  

The data on the right spans the 
timeframe from Dec 1996 to Mar 
2013 and indicates that the current 
level of spreads across most fixed 
income is near or at the low end of 
the historical range. The limited 
ability for spread tightening to 
add future performance combined 
with current low yields provides 
investors with an unattractive 
forward return in traditional 
bonds.  Q1 returns are a good 
example. In addition, the potential 
long-term inflation repercussions 
from current Fed policy presents yet 
another headwind to fixed income 
investors. 

Source:	  Bank	  of	  America	  Merrill	  Lynch	  Indices	  
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December 1996 – March 2013 Source:	  Bloomberg	  
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Source:	  	  Bloomberg	  

While the forward yield curves today are signaling that the market 
anticipates a rise in interest rates along the yield curve, especially 
three years into the future the actual drivers of a rise in interest 
rates can vary.  One key influence on interest rate levels is the 
Federal Reserve’s monetary policy. The Fed has signaled that 
unconventional easing will continue until inflation rises above 2.5% 
and/or unemployment drops below 6.5%. Neither unemployment 
nor inflation are close to the Fed’s targets - suggesting that QE 
policy could continue and further increase inflation expectations. 
Economic data, specifically job growth and wage increases, have not 
been enough to drive inflation, however, with an improving housing 
market, its only a matter of time before CPI is impacted.  
 
Investors may inquiry as to the impact from higher rates on bond 
returns. As the table below indicates, it only takes a 1% increase in 
interest rates evenly over one year to produce a negative 8% return 
in the 15+ year bond index. 
 
Despite the risks to performance, we advocate that investors not 
dismiss fixed income entirely and remind them of the role that fixed 
income should play in a portfolio. In the recent past, investors could 
count on bonds delivering a steady return comprised of a decent 
coupon and nearly continued price appreciation as interest rates 
have steadily declined over time. Moving forward, it is important for 
investors to lower future return expectations. Returns will consist of 
a lower coupon (relative to history) offset by the potential for 
principle decline should rates rise. Despite lower returns, we remind 
investors that traditional bonds will continue to preserve capital in 
risk-off environments – an important reason to maintain some 
exposure as a “defensive” anchor for your portfolio.  
 
To avoid or dampen risks in the fixed income component of 
the portfolio we recommend (1) minimizing exposure to US 
Treasury and Agency bonds, (2) shortening portfolio 
duration, (3) increasing allocation to opportunistic fixed 
income sectors such as non-agency mortgages and (4) 
taking advantage of the illiquidity premium in private, fixed 
income opportunities. 

Source: Bank of America Merrill Lynch Indices 

FORWARD RATES SUGGEST FURTHER LOSSES FOR BONDS 
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Source:	  UBS	  

CONSIDER PRIVATE, CURRENT-PAY FIXED INCOME 

Living in a low-rate world has drawn investors to hunt for 
higher returns through the non-investment grade fixed income 
universe.  The appetite for liquid fixed income continues to rise, 
including a recent growing demand for floating rate loan 
(senior bank loans) mutual funds.  This demand has led to 
historically low yields and record issuance in large, liquid 
leveraged loans and high yield corporate bonds.  As higher-risk 
borrowers have gained fresh access to capital, their terms have 
also improved beyond the rate itself – for example, nearly $60 
billion of loans issued in 2012 had “covenant-lite” 
characteristics, a statistic not seen since 2007. 
 
On March 18, 2013, a high yield issuer, Chesapeake 
Energy, issued $500mm of senior notes due 3/15/16 with a 
3.25% coupon that was priced at 100.88.  That same day, 
another high yield issuer, vitamin company NBTY, issued a 
$1.5B leveraged loan with covenant-lite terms at Libor + 250 
and was priced at par, resulting in a 3.5% yield. Specific to 
high yield, fixed rate securities, we don’t believe 
investors appreciate the lopsided risk/reward scenario.  
 
Investors’ preference for liquid securities such as those 
mentioned above has increased the attractiveness of private 
cash flow opportunities.  A considerable valuation edge exists 
today for illiquid, private current-pay strategies as the liquidity 
premium for large on-the-run debt and leveraged loans is 
significant relative to smaller, less liquid debt investments. 
 
Various sources in the private loan industry indicate the pickup 
in spreads for small/private originations over large/liquid 
issuers with similar credit quality is approximately 7-10% 
higher.  This spread differential warrants an allocation to 
private current-pay strategies for those investors who 
can accept the illiquidity. Meanwhile, investors should 
temper return expectations for nearly all liquid, fixed 
rate, debt securities. 

Source:	  Bloomberg	  
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MLPS STRONG IN Q1, NATURAL GAS HITS $4 

MLP investors are likely giddy over first-quarter performance - the 
Alerian Index returned nearly 20% during the period. Entering the 
quarter, we were vocal about the attractiveness of the sector and its 
combination of yield and growth. After the meteoric rise, the yield of 
the Alerian Index has dropped to 5.3%, approximately 3.5% wide of 
the US 10-Year Treasury and 0.5% wide of the ML US High Yield 
Index. At current levels, the sector is obviously richer than before but 
remains below frothy levels. In 2006 MLPs traded 1.7% wide of the 
US 10-Year Treasury – it should be noted that 2006 was a very 
different rate environment (the 10-year averaged 5% that year). 
Over the past 15 years, when the 10-Year Treasury yield has been 
below 4%, the average spread has been 4.4%. Examining 
valuation across different interest rate environments is useful 
and suggests that MLPs, although richer than in recent 
periods, are not excessively overvalued. We recommend new 
investors be very selective and engage active management. 
 
Supporting valuations, fundamentals remain strong for the MLP 
universe. Data from Q1 indicates that MLP CEOs took advantage of 
strong prices to issue a record amount of equity, further 
strengthening balance sheets. From a capital investment perspective, 
the outlook for spending remains strong, and Barclays expects nearly 
$53bn in spending in 2013, slightly below the record spent in 2012 
($67bn), although we wouldn’t be surprised if the final tally is close 
to 2012 levels. Spurring the investments has been the rapid 
development of both shale oil and gas, and the need to develop the 
infrastructure required to transport volume. The spending boom will 
have ancillary benefits to several related areas of the economy 
including services and construction, among others. 
 
After hitting $2/mcf in 2012, natural gas prices doubled and touched 
$4 during the first quarter. Last quarter we expressed our optimism 
for natural gas because we thought the supply was declining and 
demand was improving. Assuming economic trends continue, we 
expect  demand strength to put a floor into natural gas prices, likely 
around $3.50, and believe that prices will spend the majority of the 
year between $3.50 and $4.50. We still believe there is strong 
upside within small and medium capitalization, exploration 
and production equities. The combination of production 
growth, easy year –over-year price comparisons (ex-
hedging), and declining drilling costs presents a very 
compelling cycle for cash flow and earnings growth.   
 
 
  
 
 
 
 
 
 
 

Source:	  EIA	  

Source:	  Barclays	  

Supply growth has 
flattened while demand 

appears to be accelerating 

Source:	  Barclays	  
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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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