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A DIFFICULT YEAR FOR ASSET ALLOCATION

Source: Bloomberg, Morningstar

If we had to summarize 2015 in a word, “challenging” would 
be our choice. As popular media has highlighted, 2015 was 
one of the toughest years on record for asset allocation as 
returns were low-to-negative across asset classes and 
geographies. As indicated on the right, most major indices 
and asset classes generated negative returns for the year, 
and only a few major equity indices returned more than 
+2%. It was also only the second time in 20 years during 
which one of the four major asset classes (stocks, bonds, 
cash, and commodities) did not return at least +10%. 

So why was 2015 so challenging? Much of that answer 
requires a look at where we are in the economic cycle. 2015 
marked an inflection point in Fed policy – an intentional 
transition to slow economic growth and ease inflation 
pressure. Historically, these moments in prior cycles have 
been characterized by increased volatility and challenging 
financial markets. 2015 was no exception and nervous 
conditions have spilled into the new year. This is not meant 
to discourage investors but to raise awareness that markets 
cycle and heightened volatility is common at this stage. 
Investors who stuck through the prior two interest rate 
liftoffs (1994 and 2004) saw equity markets generate 
attractive gains in subsequent years. 

Led by a 15% decline in crude prices, the first two weeks of 
the new year have been disappointing to say the least. All 
risk assets are trading down with oil as investors question 
whether the supply/demand imbalance is indicative of 
weakening demand instead of excess supply. Despite the 
weak start to the year, we remind investors that sentiment 
can dictate short-term performance, but fundamentals are 
ultimately responsible for long-term returns. In the 
accompanying slides, we highlight opportunities for 2016.

The Year Nothing Worked: Stocks, Bonds, Cash Go Nowhere

December 27, 2015

Review
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Increasingly, successful investing requires more than just assessing 
valuations and growth rates; more time is now spent on understanding 
macroeconomic influences such as currency, trade imbalances, and debt 
levels. The following factors eroded investor confidence in 2015 and are 
likely to remain in the headlines in 2016. 

Lower oil prices should benefit U.S. consumers; however, the financial 
strain presented to shale producers is material in terms of jobs, 
confidence, and pressure on energy equities and fixed income. Lower oil 
prices also create geopolitical instability as many government budgets 
become unsustainable.  Saudi Arabia has led the assault on price, which, 
after the escalation of issues with Iran, still raises the question of whose 
market share they are really after. 

Part of the story on oil, however, is the strong U.S. Dollar (USD) that has 
resulted from the change in stance by the Federal Reserve. After much 
confusion in communication, the Fed decided to raise the Fed Funds rate in 
December 2015 for the first time in nearly ten years. As the U.S. separates 
itself from monetary easing in the rest of the world, a flattening yield curve 
since mid-2015 suggests that the market may think businesses will not be 
able to withstand even the modest tightening. Fed communications 
suggest additional rate increases in 2016, a decision that if executed will 
continue to pressure domestic markets. 

The swift strengthening of the USD has done more than just create a drag 
on earnings for U.S. multinational companies. The world’s second largest 
economy, China, is now shifting its exchange rate management away from 
USD in favor of a broader (and weaker) basket of currencies.  In the short 
term, this creates question about China’s economic growth.  In the long 
term, it begs the question of how much demand China will have for USD-
denominated assets in its currency reserves.

We expect these issues will impact financial performance and volatility 
through at least the first half of 2016.

Source: Bloomberg

Economics

It is a race to 
the bottom for 
energy profit 
margins, and 
unfortunately 
US producers 
are fighting a 
losing battle 
against state-
subsidized 
foreign 
competitors. 

MACRO RISKS DEFLATE INVESTOR CONFIDENCE
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WILL ONE BAD APPLE SPOIL THE BUNCH?

Most investors came into 2015 expecting the Fed to raise the 
target rate early, but it was not until December when 
expectations were met and the Fed lifted by a quarter-point. 
The 10-Year Treasury began the year yielding 2.2% and ended 
at 2.3%! The variance is muted but the ride to get there was 
bumpy. Performance varied by index as the chart on the top 
right shows. Broadly, Municipals and Mortgage securities held 
up the best while bonds focusing on the more levered 
companies struggled, as we discuss below. 

Excessive volatility to start the year has pressured the 10-Year 
U.S. Treasury yield down to 2.08% as of January 14. While the 
Fed is expected to continue raising the rate in 2016 in the face 
of persistently low inflation, it is hard to imagine Treasury 
yields skyrocketing to extreme highs. The larger unknown is 
what impact higher rates will have on non-investment grade 
credit. 

Looking at the graph at the bottom right, it is clear to see high 
yield (HY) credit spreads are sending a sign that there are 
concerns within the commodity-sensitive credit sectors of 
energy, metals and mining. While these three sectors 
accounted for 19% of the aggregate Barclays High Yield Index 
to start 2015 (16% now), their outsized negative performances 
significantly detracted from returns. HY energy spreads 
widened to 1390 bps by year-end for a 2015 return of -23.5%, 
while metals & mining widened to 1380 bps for a return of        
-23.7%. Defaults are very likely to pick up in these sectors in 
2016; some of that is priced into the market already. The big 
question on investors’ minds is will the bad apples of these 
distressed sectors spoil the rest of the high yield index? Only 
time will tell, but it could not have come at a worse time, as 
broker liquidity is already weak in the HY market and one 
distressed HY mutual fund has already closed. We 
recommend investors exercise caution in high yield 
investments. Floating rate, with less direct commodity 
exposure, may be preferable.

Source: Bloomberg, & Barclays indices except for Leveraged Loan (CS Leverage Lon) and Emerging Market Bonds (JPM EMBI)
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PERSISTENT HEADWINDS FOR EQUITIES

U.S. investors traveled a lot of ground in 2015 but 
ultimately ended where they started, exemplified by a near 
0% return for the S&P 500 on a price basis. Investors 
grappled with softening margins, difficult FX comparisons, 
rising labor costs, and multiples that have limited upside. 
All of these issues have weighed on equity returns through 
early January, and will likely continue to pressure stocks 
through the first half of the year. For these reasons, we 
believe US large-cap equity returns will be lower than 
the long-term, historical average of 7%. This is not to 
say that investors should abandon equities, especially at 
this juncture. Current pessimism is extreme, but our view 
is that the U.S. economy will avoid contraction this year 
and the benefits of a healthy consumer and lower energy 
prices will support moderate-to-low growth. This doesn’t 
preclude market and earnings volatility through the year 
but should limit the downside. The path traveled between 
now and then will be volatile, and investors will not enjoy 
the ride. Unless economic conditions worsen (not our base 
case), we recommend investors remain with U.S. large cap 
equities but adjust risk accordingly. Looking outside the 
U.S., we believe international developed equities have 
fewer headwinds albeit with higher volatility.  

U.S. large-cap growth was a singular standout for investors 
in 2015. The media coined the catchphrase “FANG stocks” 
to refer to 2015 investor darlings Facebook, Amazon, 
Netflix, and Google. It is difficult to predict whether high-
growth, high-momentum stocks will have a repeat 
performance this year. Value investors underperformed 
growth by 10% last year, a drubbing that has persisted for 
several years in a row. Value and growth often alternate in 
the catbird seat, and it might be about time to rotate.

Source: Strategas

The current multiple of 
17.9x is too close to 
historical market peaks, 
suggesting limited upside to 
valuations from current 
levels.

US Large 
Equity 

Underperform

Annualized Trailing 10 year Relative Total Return

Source: Bloomberg
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INTERNATIONAL EQUITIES WARM UP
International 

Equity 

Outperform

As we have highlighted, most asset classes and regions did not 
perform in 2015, but two areas of the world that did were 
Japanese and European equities. When measured in local 
currency, the two major indexes returned +11% and +9%, 
respectively. When converted to U.S. dollars, returns were lower 
but still positive for many active strategies. Currency hedged 
strategies also performed well but fell short of delivering identical 
returns due to currency hedging costs – some of the headwinds of 
being a U.S. based investor. 

Since 2008, Europe’s economy has been slow to turn the corner, 
but 2015 was a step in the right direction for economic expansion. 
Back-to-back recessions in 2008 and 2011 stunted growth and 
were painful for consumers. After significant European Central 
Bank (ECB) intervention spurred Euro devaluation, spending and 
investment habits are rebounding. In 2015, European 
consumption grew at an average of just over 1.5%, the strongest 
pace we have seen since 2008. European consumers are 
benefiting from declining unemployment, lower energy costs, and 
improving industrial manufacturing.  

From the mid-1990s until 2008, the MSCI Eurozone Index 
performed in line with its U.S. peer, the S&P 500. However, after 
2010, the return discrepancy between the two has been 
substantial to say the least. As the graph at the lower right 
indicates, the MSCI Eurozone Index has lagged U.S. markets since 
the second recession of 2011 and still remains well below 2007 
levels – the U.S. is significantly above that critical threshold.

In addition to our reversion-to-the-mean perspective, there is also 
a compelling valuation story. On a forward 12-month basis, the 
S&P 500 is trading at 15.5x, while the Bloomberg European 500 
Index is trading at 14.3x, a notable 8.4% discount. We also 
believe that with an accommodative central bank, margins 
have the opportunity to expand toward their historic levels, 
serving as another catalyst to our outperform rating for 
international equities.

MSCI Eurozone and S&P 500 in a Historical Context

Eurozone Consumer Confidence & Household Spending

Source: Capital Economics

Source: JP Morgan
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DIVIDE BETWEEN THE WINNERS AND THE LOSERS
Non-Directional 

Alts
Outperform

According to Hedge Fund Research, 2015 proved to be another 
difficult year for hedge funds, with the average hedge fund down 
more than 3%.  The HFRI Fund Weighted Composite, a broad index 
tracking hedge fund performance, was down an estimated 0.9% in 
2015. 

There has been an acceleration in hedge fund closings from the prior 
year, with several high profile funds liquidating as a result of mediocre 
performance.  Fortress Investment Group said in October that it would 
close its macro fund, and Tiger Veda Management said in November 
that it was shutting down after 11 years in business. There was a 
fairly large gap in the best and worst performers, punctuated by the 
increase in volatility in the third quarter.  Uncertainty surrounding 
China’s growth slowdown caught many investors off guard, pressuring 
commodities and currencies. 

In terms of specific drivers of performance, momentum and relative 
value strategies delivered positive performance, the value premium 
struggled, and smaller stock positions proved to be a detractor for 
long/short strategies.  It can be argued that the value style factor is 
now attractive, but investors must be careful not to be too exposed to 
distressed value trades related to commodities or a further economic 
slowdown in China. 

We still believe investors should consider exposure to long/short 
equity strategies that are aligned with investor liquidity preferences. 
Because market directionality may be fleeting this year, we 
recommend non-directional strategies for investors that have appetite 
for less liquid investments. We are becoming more constructive on 
relative value strategies and macro strategies that can take 
advantage of increased economic uncertainty and interest rate 
volatility.  Pending decisions from major central banks are 
potential catalysts for volatility.  Currency will continue to be a 
driver of performance, yet we believe interest rates will play a 
larger role.  An increase in rate volatility should provide more 
opportunities on the short side and lead to better relative 
performance for non-directional hedge funds.  

Hedge Fund Trail Stock and Bond Indices

Returns by Factor

Source: Albourne, http://mba.tuck.Dartmouth.edu/pages/faculty/ken.French/data_library.html)

Source: Wall Street Journal

http://mba.tuck.dartmouth.edu/pages/faculty/ken.French/data_library.html
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Prior to 2015, Master Limited Partnership (MLPs) investors benefited 
from an insatiable appetite for new pipeline growth, attractive 
financing, and investor thirst for yield investments. Adding to the 
catalysts, historically MLPs have weathered commodity price volatility 
well, even in 2014 when crude prices dropped 46%. In that 
environment, the Alerian Index returned nearly +5%. Prices 
weakened during the year but investors felt comfortable that within a 
range of commodity prices, pipelines would remain insulated as long 
as financially viable producers continued to drill and the U.S. economy 
continued to grow. The former made sense even when crude prices 
exited 2014 in the $50 range. At the time of this publication, oil is 
near $31, a level at which return on capital metrics turn upside down 
for nearly all producers. As a result, driller counterparty risk to long-
term volume commitments now poses a significant risk to many 
pipeline business models. The risk is greatest for pipelines that are 
exposed to high cost basins through over-levered producers.

As a result of these headwinds, the Alerian Index declined 32% in 
2015, lifting the current yield to 9.5% and reducing the valuation to 
10x EV/EBITDA. Valuations are only slightly above tax-paying utilities, 
while yields are 730 bps higher than the 10-Year U.S. Treasury and 
550 bps higher than the S&P 500 Utility Index yield. In other words, 
investors can earn tax-advantaged income with a significant yield 
benefit over virtually any comparable liquid security. We concede that 
as long as energy prices remain challenged, so will MLPs, and we 
expect weaker MLPs that are over-committed to the distribution will 
be forced to rethink their cash allocation strategy. These decisions will 
pressure yields in the short run, but large-cap MLPs with access to 
capital markets and modest leverage are positioned to win the test 
against time – which is ultimately a test against lower oil prices. With 
an extraordinary level of volatility, we expect future returns to 
be above the 10-year average return of 7%.

REVERSION BELOW THE MEAN FOR MLPS
Infrastructure
Outperform

High-Quality Midstream will Survive the Storm

Source: Tudor Pickering Holt

Source: Bloomberg
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Within real assets, REITs could see renewed fund flows as a 
result of FIRPTA reform that Congress approved within the 
Protecting Americans from Tax Hikes (PATH) Act at the end 
of 2015.  Under the act, non-U.S. investors would be able 
to hold up to 10% (up from 5%) of a publicly traded U.S. 
REIT without triggering FIRPTA withholding tax upon the 
sale of the stock.  The act also allows foreign pension and 
retirement fund investments in REITS or real estate to 
receive equivalent tax treatment as U.S. pension funds.  As 
the middle class experiences modest wage growth (which 
has not been seen in nearly a decade) combined with lower 
energy prices, years of pent-up demand in the housing 
market could also translate into a positive growth catalyst 
during 2016.

As an offset to potential flows, REITs face some headwinds 
going into the new year. While publicaly traded U.S. REITs 
outperformed most major indices last year, capitalization 
rates appear to have bottomed out as real estate is in a 
late cycle for most property types and fewer buyers are 
bidding for properties. Additionally, private real estate 
investors have a cost of capital advantage over public 
REITs (by approximately 50 bps) at this stage in the cycle, 
given the different debt financing mixes and as evidenced 
by recently announced public-to-private M&A transaction 
activity. Lastly, while the pace of Fed hikes and rising rates 
is expected to be tame and gradual, the sector has 
historically had an inverse relationship with rising interest 
rates over long periods of time. Given this mixed 
outlook, we remain neutral and expect future returns 
to be in line with the 10-year average return of 6%.

Source: Lazard, Census Bureau, Haver Analytics, Real Capital Analytics

Pent-Up Demand: Real Estate a Growth Catalyst in 2016?

Real Estate
Neutral

CONGRESS INCENTIVIZES REIT INVESTMENT
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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


