
Edge Capital Research 

Q2 2015 Outlook

Confidential

Apr 2015

Copyright © 2014-2015 Edge Capital Partners, LLC. All rights reserved. Confidential.

QUARTERLY OUTLOOK – Q2 2015



RealizeMORE™

2

Hold the Line Through the Turns
Some of our colleagues at Edge are driving enthusiasts; thus, as a follow-on to our first quarter 
outlook theme "Engine is Still Running Under the Hood," we find it only appropriate to follow it 
this quarter with the remark "Hold the Line Through the Turns." In our investment philosophy, 
we believe that risk is not defined as any one thing. In some cases, risk can be defined by the 
traditional statistic of standard deviation (or volatility). For others, it may be a shortfall of 
income or the inability to meet a charitable giving rate. In short, risk is really defined by each 
investor as the probability the assets they own do not serve the purpose for which they hold 
them. As said last quarter, literally an investment portfolio is the "vehicle" that is intended to 
get you from here (wanting to achieve a goal) to there (accomplishing that goal). 

Naturally on the course from "here to there" twists and turns will be encountered. From a 
financial market perspective, looking into the near future there is no shortage of turns in 
sight. The US Federal Reserve is going to raise interest rates, US economic growth in Q1 is 
slower than expected, the US dollar is rising, commodity prices remain volatile, Chinese 
economic growth is slowing while equity markets are rocketing, European quantitative easing 
is working resulting in euro weakening, Greece is running low on funds, and the list goes on
and on.

This is where a driving lesson may benefit our investment decision making process. Road 
courses are designed to have hair-pin turns that are dramatic reversals of direction or series of 
turns intended to slow the driver down. Strategy is important to maintaining speed 
efficiency. It is said that the fastest line through a corner is the one that allows the greatest 
radius, or the straightest path. Said differently, chart your course through the turn by 
anticipating the big shifts in direction and then hold the line making as few adjustments as 
possible along the way.

Years into the bull market following the financial crisis, it is natural for investors to look to every 
twist and turn of fate in the market as the sign of the end - this remains an unloved 
market. From our perspective, the big picture remains clear. The global economy remains on 
the uptick. The relative maturity of the US economy is where Europe and Asia aim to 
follow. Sure the trajectory through the turn requires the wheel to push a different direction, 
such as the shift from higher valuation assets in the US to lower valued international assets, 
but we must remain invested. On the whole, risk assets like equities remain attractive relative 
to traditional fixed income on a valuation basis coming out of the turn. While the near-term 
scares will test the grip of our tires on the road, our hands remain steady on the wheel. 

The iconic carousel at Nurburgring  race 
track - located near Cologne, Germany.  
The track opened in 1927 and has been 
home to many Grand Prix and  Formula 
One championship events. 

To navigate the hair-pin turn and not lose 
speed, drivers must find the proper line 
and hold through the radius. 

Source: Wikipedia
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US Consumers Long for the Course
Economic déjà vu is the best way to describe the first quarter of 2015 as once again weather 
and other temporary factors conspired to lower the US economic growth trajectory.  While 
not as dramatic as Q1 2014, where real GDP contracted at a 2.1% annualized rate, 
economists are ratcheting down forecasts to 1% to 1.5% for Q1 2015 with the expectation 
that the activity pushes up Q2 and Q3.  From our perspective, the economists are late in the 
game for their revisions and might still overshoot what actual growth in Q1 will measure out 
to when all is said and done.  For example, the Atlanta Federal Reserve has a purely 
quantitative model using real-time releases of economic data to estimate activity, and it is 
suggesting closer to flat.  It is our opinion that the depressed data point would be noise in 
what is an otherwise stable US economy.  With government expenditures no longer a 
detractor from growth, attention once again moves toward personal consumption as it 
amounts to 68% of GDP.  To that end, there are two big boosts helping the consumer: rising 
employment/wages and falling oil prices. 

On the surface, the US level of unemployment at 5.5% harkens back to more normal periods 
where concerns about overheating would be raised.  The broader level of unemployment 
including disenfranchised workers has also been coming down.  That said,  job openings 
continue to increase as companies have reached the limit of “productivity gains” in the near 
term and need the bodies to support future growth.  That is one of the reasons why wage 
growth has leveled off (having fallen from around 4% pre-crisis to around 2% today)  and is 
starting its increase.  More workers at higher wages translates to more consumption.

Meanwhile, there is a little less competition for those spending dollars as energy prices have 
fallen.  Energy comprises 8% of the US consumption basket, and prices have fallen almost 
19% in the 12 months ending February 2015.  Much of that is due to gasoline prices. It is 
estimated that one year of gasoline at $2.60 per gallon equates to $125 billion of stimulus –
an amount greater than the direct consumer benefit of each of the past four major tax cuts.   
Some recent surveys indicate consumers are saving or paying down debt with much of this 
windfall at the moment (likely because they view it as temporary), but the increase in savings 
might change as the year progresses and people feel more comfortable about their recently 
restored net worth.   

In our view, the support offered the US consumer will go far to maintain the pace of 
economic growth in the near term.  We are watchful for the potential impact on corporate 
profit margins (and thus earnings growth) due to the increasing share to labor (as well as 
other factors such as the strengthening US dollar).  

Source: Strategas

Consumer Savings Rate and Net Worth
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Housing More Important Than Energy
As the net worth of US households has rallied back near the pinnacle last seen in 2006-
2007, the residential real estate market also continues to improve for apartment and home 
owners.  Apartment owners have benefitted the most.  As measured by the NAREIT 
Residential REIT Index, the average annual return for apartment REITs since 2009 is 23%.   
The national occupancy rate has exceeded 94% for 34 consecutive months.  In Atlanta, the 
global headquarters of Edge, the effective rent growth rate reached 8% in January, marking 
the highest annual rent increase since the city hosted the Olympics in 1996.  The national 
annual effective rent growth rate is 5%, its highest level since 2011.

The result of near-historical high occupancy rates and rental growth rates for residential 
apartments is a major positive catalyst for the US housing market.  Millennials and other 
generations (who were burned by the housing bubble) are at an inflection point where 
rising rents make housing more economical.  Millennials, who are now paying $1,500 to rent 
a one-bedroom apartment in Denver and Atlanta, are exploring the benefits of owning 
equity in a home along with the potential for lower monthly mortgage payments that are 
fixed (relative to rising apartment rents).  According to the Zillow Housing Confidence Index, 
the number of renters who expect to purchase a house in 2015 increased 22% since last 
year.

Putting this trend at risk are tight credit qualifications, burdensome down-payment 
requirements, and the likelihood that the Federal Reserve will increase interest rates later 
this year, which could make home ownership less affordable.  We argue that the 
demographics and the current rent-versus-own inflection point should overcome these 
obstacles.  Here are some facts: The Millennials now exceed the baby boom generation 
with 75 million people in the US.  The average cost to own as a percent of income is 21.4% 
versus 30.1% to rent.  As we discussed on the prior page, the US consumer is very healthy in 
terms of net worth, savings, and employment.  While home ownership is not as affordable 
as it was in 2011, housing affordability is still substantially better now than the 34-year 
average of the Housing Affordability Index.

The US housing market is incredibly important to the overall US economy.  Two million 
housing jobs were lost from peak to trough after 2006, and we are still 1.4 million housing-
related jobs below 2006 peak levels.  To put things into perspective, housing employs seven 
times more jobs than the energy industry.  Yet energy seems to be capturing all the negative 
headlines for employment.  Meanwhile, an improving housing market can stimulate the 
economy through its many tentacles, which include construction, materials, mortgages, real 
estate agents, and insurance.

0.0

50.0

100.0

150.0

200.0

250.0

Ja
n‐
81

Fe
b‐
83

M
ar
‐8
5

Ap
r‐
87

M
ay
‐8
9

Ju
n‐
91

Ju
l‐9

3

Au
g‐
95

Se
p‐
97

O
ct
‐9
9

N
ov
‐0
1

De
c‐
03

Ja
n‐
06

Fe
b‐
08

M
ar
‐1
0

Ap
r‐
12

M
ay
‐1
4

MORE AFFORDABLE

LESS AFFORDABLE

Apartment National Occupancy Rate

Source: Axiometrics Inc.

Housing Affordability Index

Source: Federal Reserve Bank of St. Louis



RealizeMORE™

While history seldom repeats, it can be a good compass to help align future 
expectations. Looking through recent history, 2004 stands out as one of those 
times that might help guide future expectations in the fixed income markets. 
It is hard to believe, but 11 years ago Alan Greenspan was still calling the shots 
in the Eccles Building. Also coming into 2004, the FOMC was about to embark 
on raising interest rates from what were then all-time historic lows (1.00%) for 
the first time.  The FOMC increased the Fed Funds Target rate from 1.00% in 
June 2004 and continually raised rates in a stair-step, 25-basis-point fashion 
until June 2006 when they topped out at 5.25%. 

Putting aside the argument that the “Maestro” was too slow at raising rates, 
one can look at how fixed income instruments performed during the initial 
rate rises in 2004.  As one would expect, Floating Rate produced a steady 
stream of positive returns throughout 2004, ending the year up 4.36%. The 
most interesting observation from 2004 was the relationship between Short 
Duration (1-3 yr Gov’t/Credit) and High Yield. It is surprising that both indices 
captured similar downside returns in May 2004, but High Yield recovered 
remarkably fast and posted a 10.87% return for the year. Another interesting 
observation is how the fixed rate indices sold off on the rumor of interest rate 
rises in the April-May time frame but produced positive returns once the 
actual rise occurred in June 2004. So the natural question is, what drove High 
Yield returns so high in the face of rising interest rates? The answer: spreads.  
High Yield spreads stood at 418 basis points to start 2004 and ended the year 
at 310 basis points. Currently, High Yield spreads stand at 482 basis points and 
credit fundamentals are very similar to, if not better than, 2004. The current 
High Yield leverage ratio (3.9x) and interest coverage ratio (4.5x) are stronger 
when compared to the 2004 ratios of 3.8x and 2.7x, respectively.  Interestingly, 
unemployment and inflation rates are also very similar: 5.5% and 1.4% today 
versus 5.7% and 1.4% in 2004. 

At the end of the day, everything comes down to corporate fundamentals. 
Generally a strong US economy is supportive of corporate America and profits, 
suggesting there is attractive upside in risk assets including High Yield and 
Floating Rate.

Fixed Income Returns in 2004

Using History to Predict the Future

Source: Bloomberg, BofAML Indices & FFRHX 5

Source: Bloomberg

Treasury Curve Change in 2004
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During the first quarter, actual and perceived shifts in global monetary policy have 
resulted in the US Dollar strengthening 22% against a trade-weighted currency 
basket.  Investors have been quick to adjust - stocks with a high proportion of their 
sales overseas have declined relative to an equal weighted basket of S&P 500 
holdings (in the top figure).  Q1 EPS estimates for stocks with foreign sales have 
already been cut by double digits. Looking at more recent data, Q1 estimate cuts have 
slowed since mid-March, and companies that have reported early thus far have 
generally met or beat guidance - nearly 70% of companies have beaten Q1 EPS 
estimates. 

We believe that the market has overcompensated for the impact of dollar strength on 
earnings.  While companies with overseas exposure may be hurt by a rising dollar, 
they are also benefitting from economic tailwinds in foreign markets.  As economic 
momentum picks up in Europe and Emerging Asia, companies with exposure to these 
markets should benefit.  Earnings expectations are low and being revised upward in 
these markets.

Dollar strength can certainly be a challenge for near-term earnings growth. For every 
10% rise in the dollar, Bank of America Merrill Lynch estimates that S&P earnings per 
share decline by three to four dollars.  But dollar strength can be a boon for multiple 
expansion (in the bottom figure).  In the past two periods of dollar strength (1978-
1985, 1995-2002), which each included at least one recession, PE multiples have 
expanded by 39% and 52%, respectively.

Recent downward earnings revision trends may cloud the near-term returns for 
stocks, but looking at non-recessionary quarters in which EPS growth was negative 
(occurred 31 times since 1960), the S&P was up 60% of the time during earnings 
season, with an average return of 2%. Historically, markets have a tendency to look 
through these transitory earnings declines, resulting in multiple expansion.  

We believe that investors will eventually redirect their attention to the positive factors 
behind dollar appreciation.  The prospect of a shrinking money supply in the US 
relative to the rest of the world is certainly a big driver, but so is an economy with 
improving fundamentals relative to other countries.  The US economy is relatively 
closed.  Exports account for only 13% of GDP, with imports at 16%.  A strengthening 
dollar will be a slight headwind to GDP growth, but this will not be enough to derail 
the positive trends in the underlying economy.

Valuations Tend to Expand as the Dollar Rises

Source:  Bank of America Merrill Lynch

Monetary Policy Creates US Headwinds

Source:  Strategas

S&P 500 Top Decile by Foreign Sales:  Relative 
Performance vs. Equal Weight S&P 500
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High Dispersion in Earnings and Valuation

S&P 500 Sectors Q1 '14 vs. Q1 '15 
S&P 500 Health Care 22.5%
S&P 500 Information Technology 17.9%
S&P 500 Utilities 6.9%
S&P 500 Industrials 6.1%
S&P 500 Consumer Discretionary 1.5%
S&P 500 Telecommunication Services -0.7%
S&P 500 Consumer Staples -1.1%
S&P 500 -2.0%
S&P 500 Financials -2.9%
S&P 500 Materials -4.7%
S&P 500 Energy -63.4%

Y/Y EPS ChangeBased on current S&P estimates, it is likely that  Q1 earnings for the S&P 
500 will be flat to slightly down on a year-over-year basis.  The two most-
challenged parts of the market are energy/materials (due to sharply lower 
oil/commodity prices) and large-cap multinationals (due to the stronger 
US Dollar).

The news is not all negative, however.  Health Care, Info Tech, Utilities, and 
Industrials (nearly half of the index) are all forecast to grow earnings more 
than 6%.  In addition, there are positive catalysts that are likely not yet 
included in analysts’ estimates. 

As noted previously, the impact of lower gasoline is greater than any 
stimulus program or tax cut since 2001, freeing up consumers’ income 
and improving the prospects for upside surprise in consumer 
discretionary names.  Many industrial companies such as transportation 
specialty chemicals and manufacturers will also enjoy higher margins (and 
profits) due to declines in the cost of their raw materials.  

Tying earnings growth back to valuation also paints a more positive 
picture.  Many of the same sectors that have the best growth outlook 
(Tech, Industrials, Discretionary, Health Care) are also the most reasonably 
valued on a historical basis.  Price/Earnings multiples in these sectors are 
below their 15-year average relative to the broad market.

The upcoming Q1 earnings season is likely to provide both clarity on the 
2015 outlook and volatility in the near term.  Maintain quality equity 
exposure with a bias to growth (revenue, cash flow, dividends).

Sector Relative P/E 15-Year Avg Ratio (Sorted)
Energy 1.57 0.86 1.82
Staples 1.66 1.09 1.07
Utilities 0.98 0.92 1.06
S&P 500 1.00 1.00 1.00
Financials 0.82 0.83 1.00
Health Care 1.05 1.06 0.99
Materials 1.00 1.01 0.99
Discretionary 1.13 1.17 0.97
Industrials 0.95 1.04 0.92
Telecom 0.81 1.06 0.77
Technology 0.91 1.27 0.71

S&P 500 Current vs. Historical Valuations

Source: Strategas, Standard & Poor’s
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At last! In January, the European Central Bank (ECB) minded the famous Mark Twain 
quote “Actions speak louder than words” and initiated its long-overdue quantitative 
easing program, dubbed PSPP or Public Sector Purchase Programme. The program 
formally began in March and is scheduled to run through “at least” September 2016. 
Markets loved the inclusion of “at least” in the formal statement inferring that the 
program could be open-ended if need be. US equity investors can appreciate an 
open-ended quantitative easing program. The goal of buying €60 billion of bonds 
each month is to spur inflation closer to the ECB’s stated target of 2%. Recently 
released core inflation data of 0.7% (ex volatile food and energy) indicates that the 
program has a long way to go to satisfy its mandate. 

While we appreciate the ECB bond-buying program, we contend that a lower euro will 
do more to stimulate growth. Since the announcement, the euro-dollar exchange rate 
has declined from $1.13 to $1.08 (last click) – recall that the rate was nearly $1.40 a 
year ago. As we addressed last quarter, nearly 40% of overall eurozone GDP is derived 
from exports, with Germany leading the way. Eurozone export data suggests that the 
weaker euro is starting to benefit the region. Broader Purchasing Managers Index 
(PMI), a barometer of business activity, recently reached its highest level since May 
2011. European bears have been quick to criticize the data, suggesting it should be 
stronger given the 23% decline in the currency. We counter them with a message to 
be patient - currency declines take time to ripple through the global economy.

While we wait for stronger GDP growth (and inflation), it is encouraging to see the 
European consumer shopping again. Eurozone car registrations appear to be on the 
rise again, and retail sales growth, which picked up in Q4, looks to be accelerating 
again through the first quarter. Germany, Spain, and Portugal are seeing stronger 
retail growth, while France continues to be a laggard. We suspect the growth is less 
due to the weakening euro (for now) and more attributable to lower gasoline prices, 
an improvement in unemployment, and a mild winter season (unlike in the US).

Early results are encouraging, but we recognize that Europe continues to face 
several challenges that are both cyclical and secular. For 2015, we believe it is 
imperative for the euro to remain at or below current levels, because we view FX 
as the core growth driver in the near term. Other structural reforms need to 
follow.

Export Orders and Values Picking Up

Eurozone Retail Sales Growth Picking Up

Source: Capital Economics

As US Considers Tightening, Draghi Eases

Source: Capital Economics
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Last quarter we discussed the potential for a European equity response from 
what we dubbed the trifecta of lower oil, a weakening Euro, and ECB policy 
action – the latter providing the much-needed spark on January 22. Markets 
responded favorably : from the date of the announcement to quarter-end, the 
Bloomberg European 500 Index (the largest 500 market capitalization companies 
in the UK and the Eurozone) appreciated 11.2% in local currency. Unfortunately 
for many USD investors, Euro weakness reduced their gains to a +3.1% return. 
Smaller return but you still outperformed the S&P 500 return of +2.2% over the 
comparable time period. While we are not surprised by the reaction, we are 
increasingly cautious. This is not the first time European equities have rallied 
only to be disappointed by lackluster or deteriorating earnings trends. Markets 
are up and economic conditions are improving, but investors will need to see 
strengthening earnings trends to support the recent advancement. 

The good news is that for part of the Eurozone market, EPS growth consensus is 
improving and turned outright positive last month. According to the institutional 
brokers’ estimate system (IBES), the current 2015 estimated EPS growth for the 
Eurozone ex energy region is 20.4% versus the US  ex energy market, which is 
currently at 9.0%. As a comparison, six months ago the Eurozone ex energy 
regions’ EPS growth estimate for 2015 was 17.8% and the US ex energy estimate 
was 12.6%. Since 2009, the US has led the globe as the growth engine, but the 
question remains whether it is now time that we see Europe and potentially 
some other regions take the reins and continue the growth trajectory. The 2015 
estimated P/E for the Bloomberg 500 Index is currently 17.3x versus the S&P 500 
that is trading at 17.8x. While the overall P/E multiple at the index level is not at a 
meaningful discount in Europe, there remain pockets of value. As an example, 
when looking at the data in local currency, the consumer cyclical index in Europe 
is trading at a discount to its US comparable index with a greater expected 
earnings growth rate.

We are optimistic  that there is more performance for investors in Europe. 
Broadly we have steadily increased our allocation to Europe (although it remains 
materially below the US) and have implemented exposure using a combination 
of passive and active equity managers that are either fully or partially hedged. 
We would not be surprised if the Euro strengthened in coming months, but we 
continue to believe the longer-term trend is toward parity (versus USD) and 
lower.

Source:  Bloomberg

Earnings Trends Improve in Europe

Source:  Bloomberg

Next 12 Months’ EPS Estimates for US & Eurozone

9

Trend line for US EPS is flattish, 
while Europe is expected to 
grow – recent upwards 
revisions are encouraging in 
Europe.

Consumer Sector: U.S. versus Europe
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On March 3, 2014, we published a market update 
that addressed concerns over weakness in 
emerging markets and the potential for a replay of 
the 1997 Asian Crisis.  At that time, we highlighted 
Asia ex-Japan, including China, as the most 
attractive region within emerging markets.

Emerging market weakness was driven by concerns 
over government budget deficits, a lack of 
investment, high debt levels, and shaky currencies.  
Our positive contrarian view on Asia ex-Japan was 
based on the relative macro strength within the 
region (following reforms in the wake of the 1997 
crisis), combined with attractive valuation and 
corporate profit outlook.

Asia ex-Japan delivered strong absolute and relative results in the ensuing 12-plus 
months.  The gain of 13% outpaced not only broad emerging markets (up 5.6%) but 
also global (MSCI ACWI up 7.9%) and international equities (MSWCI ACWI ex-US down 
1.9%).  

Looking forward, there is still value to be found in Asia.  The Asia ex-Japan P/E ratio is 
just 12.5x versus an average of 14x over the past 10 years, and the region is generally 
benefitting from low and/or falling inflation.  Earnings growth is projected at 9% and 
10% this year and next.  Most Asian countries are oil importers, and lower oil prices 
should boost GDP by 0.3% to 0.5% this year.  Given attractive valuations and a 
reasonable growth outlook supported by central banks, which are neutral to 
accommodative, we believe there is additional upside in Asian equities this year.

Country

Current 
Central Bank 
Lending Rate

Central 
Bank Rate 

Change

Inflation 
Rate 

(sorted)

Taiwan 1.5% 0.00% -0.6%
Thailand 2.7% -0.25% -0.6%
Malaysia 3.9% 0.00% 0.1%
Sri Lanka 7.7% -0.50% 0.1%
South Korea 2.1% -0.25% 0.4%
Vietnam 7.1% 0.00% 0.9%
China 3.7% -0.25% 1.4%
Japan 0.3% 0.00% 2.2%
Philippines 4.2% 0.00% 2.4%
India 7.8% -0.50% 5.2%
Indonesia 7.2% -0.25% 6.4%

Asia Ex-Japan Still Leads EM
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In our April 2013 white paper titled “Assessing China: Highlights from Our Recent Visit,” we 
highlighted many of the economic challenges that then-incoming President Xi Jinping would 
have to grapple with. We felt then and continue to believe that the challenges, some cyclical 
but many secular, were manageable especially if incoming leadership (including newly 
appointed cabinet members) were up to the challenge – publicly and privately.  Since that 
time (only two years ago), much has happened in China. Some policy decisions have 
inflicted short-term pain (corruption crackdown)  for the longer-term benefit. Other 
decisions (Shanghai-Hong Kong Connect) aimed at opening China’s opaque financial system 
have resulted in an immediate short-term gain, possibly at the expense of longer-term 
stability – more on the Connect below.  Reviewing the evidence from two years of decision 
making, we continue to believe that China is taking the correct steps to liberate and 
rebalance a legacy growth model built around commodities and cheap exports in favor of a 
broader model supported by consumer growth. 

Economic transitions come at a cost: slowing GDP, weakening exports, labor shifts - but 
unlike popular media we continue to see the silver lining. Media and some investors miss 
the point, which is that if China wanted 10% GDP growth, they would manufacturer it -
literally. Policy makers are intentionally slowing the engine down while simultaneously 
opening financial markets,  relaxing interest rates, creating functioning debt markets, and 
overall balancing the composition of economic growth. These decisions are long-term 
positive but will create volatility in the process.

In November, China debuted the Shanghai-Hong Kong  Connect , aimed at opening China’s 
equity markets to foreign investors (broadly defined as the A-shares market) while 
simultaneously allowing local investors to invest in Hong Kong ( the H-shares market). 
Though it initially received a tepid market response, foreign investors have since piled in. As 
a result, China’s Shanghai Index has returned +16% in Q1 and +59% over the prior two 
quarters. The more developed Hang Seng Index (Hong Kong) has returned a more 
mundane +6% and +10% over the comparable period. The surge in local Chinese stocks has 
attracted media comparisons to prior equity bubbles (Nasdaq 2000). We concede the 
returns are quick and excessive but remind investors that over the past five years, the 
Shanghai and Hang Seng markets have significantly lagged the US and Europe. Also, 
valuations, at least last year, were at multiyear lows entering the upswing, a stark difference 
from the US and even other emerging markets. In summary, China is catching up to the rest 
of the world. We are optimistic on China equity markets in 2015 but recommend that 
investors maintain focus on the H-shares and more developed markets (Taiwan) for China 
exposure. At some point, policy makers will take action to quell local A-share market 
speculation; however, we think they will use a scalpel and not a hammer to slow things 
down. 

Source: Matthews Funds

Reconstitution Continues in China

Source: Bloomberg

Real Growth Rate of Per Capita Disposable Income

Valuations Stretched in Shanghai, Favorable in HK
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One cannot open a financial publication of late without seeing a headline calling for the death of 
active management.  Only19.9% of US equity fund managers beat their benchmarks in 2014, 
according to Morningstar.  Sector and alternative funds also struggled - only 33% of sector funds 
and 25% of alternative funds bested their benchmarks.1 Why bother paying extra fees to 
portfolio managers when one can index at a lower cost and beat most active funds?  When all 
investors are saying the same thing, we begin to look the other way.  We certainly believe that 
passive investments have a place in portfolios, specifically where our objective is to capture 
specific fundamental factors in select markets.  The Vanguard High Dividend ETF and the 
WisdomTree Europe Hedged Equity ETF are two recommended passive investments that we 
believe complement active managers well.  With the Vanguard High Dividend ETF investment, 
we are specifically capturing high-quality dividend yield at a time when bond yields around the 
globe have entered negative territory.  With the WisdomTree Europe Hedged Equity ETF, we are 
capturing exposure to the economic recovery story in Europe and hedging our currency risk.  
We believe investors will be rewarded for owning passive exposure to this theme as the ECB 
continues to print money and the economy picks up momentum in Europe.

In the US, equity valuations are a bit more stretched, and the Fed is close to the end of its easing 
cycle.  We believe that combining select passive investments with active management is an 
optimal approach in this environment.  The reason for this partly has to do with interest rates;  
as the Fed has kept interest rates low for a considerable period, investors have bid up the stock 
prices of low-quality companies with high debt-to-capital ratios.  Active managers have not been 
rewarded for shunning these stocks; in other words, the rising tide of easy money has lifted all 
boats.  As the market begins to price in a turning point in interest rates, active managers are 
likely to play a key role in preserving capital and increasing overall returns by avoiding firms with 
poor balance sheets and deteriorating cash flow.

We reviewed past periods where interest rates rose in the US.  When rates go up, lower 
correlations and higher dispersions between stock prices tend to occur; both of these factors 
are key for active management to be successful.  On an annual basis, active managers beat the 
index by 1.5 percentage points in the years in which rates moved higher, and trailed it by 2 
percentage points in years in which rates fell.1 From 1962 to 1981, when the 10-Year Treasury 
yield more than tripled, from 3.85% to 15.8%, the median cumulative return for large-company 
mutual funds was more than 62 percentage points better than for the S&P 500, or an average of 
3.2 percentage points per year.1 An increase in equity volatility in Q1 of 2015 has served active 
investors well thus far this year.  The 8,212 equity funds tracked by Lipper returned 2.48% for 
the 1st quarter of 2015, compared with just 0.8% for S&P 500 index funds.1 We believe that 
active management has a place in investor portfolios.  We think that well-vetted portfolio 
managers will eventually be rewarded for their disciplined approach to selecting high-quality 
companies at discounted prices.  As Warren Buffett has been known to say, “Only when the tide 
goes out do you discover who’s been swimming naked.” 

Source:  Strategas

Combine Active and Passive in 2015

Source:  (1) Barron’s, Nomura Securities
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Within the Real Asset allocation, Edge continues to favor exposure through 
midstream Master Limited Partnerships (MLPs) as well as selective, 
opportunistic equity and credit opportunities within the energy sector rather 
than direct commodity exposure.  Since the summer of 2014, the fall in oil 
prices certainly struck fear in the minds of MLP investors and a general re-
pricing of future distribution growth in the face of reduction in oil rig count has 
caused a sizable pullback in the space.   Institutional investor interest in the 
space dropped dramatically in the first quarter of 2015 to $2B, a level not seen 
since Q2 2012, from a high of $6B last year. Today MLP’s, particularly those 
who focus on infrastructure (transportation/storage/logistics), appear 
attractive especially when compared to other yield oriented investments as 
indicated in the top chart.  The current yield spread to the 10 Year Treasury is 
historically high (over 100 BPS above the 10 Year Median spread) and has 
notably increased nearly 180 BPS in only six months. In the past, the MLP to 10 
Year yield spread has been a decent indicator of future expected return in the 
MLP sector.

Selectivity in MLP’s through active management should continue to provide a 
margin of safety compared to the broad index whose exposure to non-
infrastructure MLPs should continue to exhibit higher volatility and 
deteriorating debt to EBITDA ratios as long as the recent fluctuations in oil 
prices persist.  Geographic positioning within the high growth basins is more 
important than ever in the face of drilling cuts and a new commodity price 
environment.  Our implementation strategies continue to focus on MLP’s
whose distribution growth is estimated to be in the low to mid-teen range for 
2015 thus providing a margin of safety against higher interest rates.  As a 
comparison, Goldman estimates that the current broad market MLP valuation 
is pricing in a 6.5% 3 year distribution growth rate which is down considerably 
from the 11% projected growth rate expected in the summer of 2014.  The 
bottom chart clearly depicts negative sentiment in the market as oil focused 
rig counts have been cut in half over six months.  MLP’s have traded negatively 
as the reductions were announced; however, we have yet to see a meaningful 
reduction in production.  Volume driven assets, like midstream MLP’s, are 
clearly cheaper after the dramatic fall in oil prices but may not be justified 
considering the significant absolute and relative yield component to total 
return combined with favorable projected distribution growth rates.

Strong Operating Fundamentals in MLPs

Rigs drop 48%, production up 5% since 10/14/14

MLP Valuations are Relatively Attractive
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Lower oil prices have not only created investment opportunities (such as MLPs), 
but also economic opportunities for both individuals and governments. If you 
made it this far (last page) then you are already familiar with the benefits of 
lower oil to consumer wallets - $125bn estimated if gasoline stay at $2.60. 
Looking at oil import regions, like the US, Europe, and Asia; Bloomberg 
estimates that current oil prices amount to a $900bn economic stimulus for the 
globe. The ancillary benefits are beyond calculation as lower oil and lower 
inflation have enabled inflation-prone countries such as India to lower interest 
rates. Lower rates will hopefully ease credit costs and spur additional economic 
growth – the ripple effect. Our base case is lower for longer which should 
provide enough time for the transmission mechanism to work. We concede that 
oil prices have crept higher, however, we remind investors that Brent prices 
averaged $108 in 2013 and $99 in 2014. Brent today (last click) is $63, still 36% 
below last year.

Aside from MLPs and consumers’ wallets, lower crude has created other 
opportunities for investors. In prior years, strength in crude has resulted in 
higher cash flow and tighter credit spreads for energy high-yield investors.  
Valuations were not enticing until late last year when the selloff created a well 
known investor response - sell first and ask questions later. As a result, high 
yield managers familiar with the sector have a real opportunity to push sector 
returns into the double-digit range. Based on our conversations,  active 
managers are able to invest in the debt of high yield energy companies that they 
believe are “money-good” for $0.75-$0.85 with a current pay coupon. Because of 
the extensive experience required to analyze these opportunities, we 
recommend sector expertise, preferably in an LP wrapper.

For investors further out on the risk spectrum, buying the equity of E&P
companies offers an attractive return with a commensurate amount of 
heartburn. Although still early, we believe a supply/demand correction is 
beginning to occur but recognize there continues to be extreme volatility in the 
sector. For those with the ability to look through, there is a long-term 
opportunity in E&P equity but expect meaningful heartburn along the way. In 
the current market, 2-4% daily moves are the norm. We recommend investors 
dollar cost average into a position.

Finding Opportunities in Energy
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Source:  Strategas

HY Energy Spreads Remain Extended 

Historically (over10 years) high 
yield energy spreads have 
been tighter than broader  
high yield (red below) – but 
not today (green)
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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


