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Q1 2016 REVIEW AND SUMMARY OF VIEWS

If you closed your eyes during the quarter, you missed one 

heck of a ride.  The culmination of fears surrounding a Fed 

policy mistake, a crash landing in China, financial industry 

destruction by negative interest rates, and energy prices 

without a floor led to one of the worst starts to a calendar year 

in equity markets, only to bounce back off no real news at all.  

Such is the way of the equity markets these past few years, 

and such is a reminder of how emotions can overwhelm 

reason, which, if acted upon, can put an otherwise disciplined 

investor off the path to reaching his or her long-term goal.  

Sometimes the noise of watching the tick-by-tick action of the 

market can start to make you believe that maybe each tick has 

meaning.  Most times, it is just noise.  Instead, it is our job to 

cut through the noise and find what is meaningful.  

On the following pages, we lay out our views in the context of 

market-moving information where we recommend taking 

action.  While the details will follow, in summary, we are:

 Upgrading our view of Investment Grade Fixed Income to 

Neutral

 Upgrading our view of Non-Investment Grade to Neutral

 Downgrading our view of International Equity to Neutral

 Upgrading our view of Emerging Market Equity to Neutral

 Downgrading our view of publicly traded Infrastructure to 

Neutral

Review

Source: Bloomberg
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MADNESS OF CROWDS

Source: Pew Research Center

You can feel it around the world – people are mad.  You hear it in the rhetoric of 

politics.  You see it in the news headlines.  They call it populism, but it is a deep-

seated dissatisfaction with the way things are and the lack of control that is felt over 

fate.  It is the feeling that “insiders” are controlling the economic and political game.  

Populism is not a new concept, and the current bout has been a long time coming, 

but it has the potential for very real consequences both today and for years to come.  

While there are any number of examples to observe, the clearest upcoming cases in 

the Western world are the rise of “antiestablishment” candidates in the U.S. 

Presidential election and the June referendum in the United Kingdom to potentially 

separate from the European Union (“Brexit”).  Several causes contribute to the 

strengthening sentiment, but they boil down to changing social values and rising 

economic inequality.  Even before the financial crisis, the developed world suffered 

from stagnant to declining real wages for workers as the distribution of those 

earnings went to the educated in service-based sectors.  Most of these “knowledge 

workers” still face economic challenge because the student debt used to finance 

education is burdensome.  Finding employment in the developed world is challenging 

as nominal economic activity stays near lows.  Those with financial capital feel 

repressed as central bank policies including quantitative easing and negative interest 

rates appear to “steal” from their savings.  The impact of immigration and the lack of 

social integration create fear and terrorism fosters security concerns.  

Generally, a populist reaction is either separatist (“close the doors”) or accusatory 

(“point a finger”) both of which are divisive.  In the short term, uncertainty in the face 

of populism often manifests in the form of currency changes and general financial 

market volatility.  Longer term, the repercussions of policy choices flow through 

trade, cost of capital, immigration, capital investment, and all other forms of 

economic activity affecting global growth.  It is important to remember that populism 

is the momentary will.  While often the feelings are grounded in real concerns, a 

course of action is not right just because a lot of people want it.  Economic and 

political policy must be made as part of reasoned discourse in the context of long-

term goals.     

In investing too, we must be conscious of our passions in the moment.  We must 

integrate the facts of today into our framework, but we cannot let emotion overwhelm 

the discipline of a long-term plan.  

Economics

U.S. Middle Class Is Shrinking in Influence

Source: MKP Capital
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BOND MARKET CALLS THE FED’S BLUFF

5

It is amazing how quickly things can change in the markets. Case in point 

is the bond market in the first quarter. Coming off the heels of a December 

rate hike, the FOMC was poised to raise rates four times in 2016. Only a 

quarter later, the Fed Funds Futures market is now pricing in a 52% 

chance of the next hike being in December. As the chart at top right shows, 

the market continues to suggest a lower future interest rate path than 

predicted by the FOMC’s brightest minds. So what is the market seeing 

that the Fed is not? Inflation has been slowly ticking up with Core PCE 

reading 1.7% for February, and while the unemployment rate did go up one 

notch to 5.0% in March, it was due to more people coming back into the 

workforce. Oil prices declined to start the year, stoking recession concerns, 

and sentiment followed suit as investors de-risked their portfolios. This 

caused risk assets to reprice lower, causing Treasury yields to fall, 

especially farther out the curve. The Fed capitulated to the deterioration 

and removed the likelihood of an early 2016 rate increase, matching 

market expectations. Risk assets caught a reprieve off the Fed’s actions, 

and coupled with stability in oil prices were catalysts for higher prices. All 

this begs the question: absent Fed support, are the markets on steady-

enough footing to support themselves or is the tail wagging the dog? Either 

way, expect spurts of volatility in bonds as the Fed and the market react to 

new information going forward.

In a reversal of course, high yield energy went from pricing in significant 

stress to being one of the better-performing sectors in the bond market. 

While energy bonds are not out of the woods yet, their significant 

correlation with oil prices recently allowed them to catch a bid as market 

sentiment improved in mid-February. Because of this finicky relationship 

with oil and sentiment it is still hard to get excited about opportunities in 

fixed-rate high yield credit for growth portfolios. Based on their lower 

energy exposure and lower duration we continue to like leveraged loans. 

On the investment grade front, spreads had been following the same 

upward trajectory as their high yield brethren. But with over $65bn in 

downgrades last quarter (mainly in the Energy, Metals and Mining sectors), 

the overhanging concern of high yield downgrades is behind the 

investment grade bond market and opportunities are not wrought with 

concern about the downside risk of fallen angels. Because downgrade 

risk has subsided we are upgrading our outlook on investment grade 

credit to neutral. 

Source: Bloomberg, Bank of America Indices, & CS Leverage Loans

Leveraged Credit Spreads & Oil

Year-end Median FOMC Rate Estimate vs Market

Oil (right-hand side)

High Yield (left-hand side)

Leveraged Loans 

(left-hand side)

Investment 

Grade

Neutral
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MARGIN CHALLENGES CONTINUE IN THE U.S.

Source: Strategas

2015 was challenging for both S&P 500 earnings per share and operating 

margins. Two of the largest headwinds that faced the year were: 1) the seismic 

dislocation that we saw in commodities and 2) the impact of foreign currency on  

large multi-national conglomerates.  Historically speaking, when we have 

witnessed margins turning negative on a year-over-year basis, a recession in the 

U.S. has typically been on the horizon. While we remain concerned with this data 

point and the fact that economic growth is slow, there remain a few catalysts that 

could improve market sentiment in 2016. 

Over the past two months, commodity prices have recovered.  While the volatility 

in crude oil has subsided to some extent, there is no doubt that distressed energy 

companies will still face issues throughout this year, and we are likely to see more 

headline risk. That being said, year-over-year comps for many of these energy 

companies will be much more favorable than we saw in 2015, removing some of 

the pressure on margins.

Another positive catalyst is the euro-dollar exchange rate. The euro has been 

much more stable vs. the U.S. Dollar over the past six months.  This relative 

stability should help margins for multinationals.  As we head into first-quarter 

earnings releases, our attention will be focused on international sales and FX 

impacts.

Finally, the U.S. has seen solid job growth accompanied more recently by 

improving wages.  While this is a welcome macroeconomic development, it is 

important to see productivity growth improve to maintain current margin levels in 

the face of higher labor costs.  Unfortunately, productivity growth has been lacking 

in recent quarters. The current level is projected to be in the 0.5% range, which is 

well below historic levels. For reference, in the late 1990s, productivity growth was 

greater than 3%, and even in the 1970s productivity was estimated to be in the 

1.5% range. 

With the S&P 500 trading at 17.5x 2016 earnings estimates, there is limited upside 

to current levels unless we see a reversal in one or more of the trends cited 

above. Until that time, our view is that broad U.S. equities are likely to 

generate returns below historical averages, and we maintain our 

Underperform rating. 

US Equity

Underperform

S&P 500 Operating Margin (TTM)
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FUNDAMENTALS TAKING OVER IN 2016?

Source: Strategas

With equity valuations at or above long-term multiples across indices, we continue to 

focus on positioning portfolios toward pockets of the U.S. market that are discounted to 

the broader indexes yet still offer upside should our catalyst(s) unfold.  

Whether you look at returns of large cap or small cap U.S. equities, value names have 

underperformed their growth counterparts for some time.  Specifically, the degree of 

underperformance reached levels not seen since the technology boom over 15 years ago.  

The FANG group alone (Facebook, Amazon, Netflix, Google) accounted for over 80% of 

the positive S&P 500 performance in 2015.  Many momentum names that drove the 

market were crowded trades with stretched valuations.  We continue to favor value and 

quality names within both large cap and small cap allocations as their free cash flow 

growth should provide a buffer to those who must borrow to maintain growth during a 

contracting credit cycle.  

Year to date in 2016, we have seen positive contribution from the value sector while 

growth struggled significantly during the first quarter.  Bank of America released data 

noting that active management provided the lowest relative level of quarterly returns since 

1998.  Goldman notes that only 1% of actively managed funds are positive on the year.  

When reviewed on a strategy basis, a shockingly low 6% of actively managed growth

funds were able to outperform their index.  Underperformance can be blamed in part due 

to the eighth-largest performance reversal in history during a time that many managers 

were concentrating positions in crowded momentum trades.  According to the CBOE, 

momentum historically has outperformed value when volatility remains below 25 (as 

measured by the VIX).  In Q1 2016, the VIX topped 28.

Is it time to give up on active management?  We argue not yet.  While areas of the market 

make sense to index, we specifically believe stock pickers focused on quality, 

fundamentally strong balance sheets will continue to outperform through 2016.  Technical 

factors including decreasing stock correlation and market volatility should provide further 

tailwinds to these strategies.  

Perhaps the most important tailwind to active management would be a significant trend 

that seems to be increasing at a parabolic rate: investors are rapidly rotating into passive 

strategies at a seemingly unsustainable rate.  Over the past five years, flows consistently 

have favored passive over active strategies.  There is an increasing amount of capital 

chasing the same index-heavy companies.  As you have already seen in Q1 2016, value 

and fundamentals are leading broader indices, a trend that could continue through year-

end and surprise investors to the upside.  

US Equity

Underperform

U.S. Value Indices Near Peak Underperformance 

vs. Growth

Source: SimFund, BAML

Active vs. Passive US Fund Flows: Why Active 

Management  Avoiding Crowded Trades May Outperform

Q1 2016: Showing a 

Reversal of Trend
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A BIG STEP BACK FOR JAPAN
International 

Equity
Neutral

Currency volatility and the associated impact on economic growth and corporate 

earnings is a theme that permeates this latest version of our quarterly outlook. 

Look no further than Japan as an extreme example of how years of economic 

benefits born from Central Bank policies can be quickly undermined. Over the 

trailing one-year period, the Japanese Yen has strengthened versus two of the 

island’s largest trading partners, China and the U.S., by 12% and 10%, 

respectively. Spurred by one of the more aggressive quantitative easing 

programs, Prime Minister Shinzo Abe, hoped that his policies would create a 

weaker Yen capable of leveraging one of Japan’s greatest strengths, 

manufacturing and technology, to drive export growth. In turn, stronger export 

growth could be expected to boost corporate profits, leading to higher wages and 

improved purchasing power. Of course, the ultimate goal is to put an end to the 

damaging consequences of deflation, a trend that Japanese policy makers have 

been wrestling with for decades. 

The Yen began its strengthening trend during the fourth quarter of 2015 (versus 

the U.S. Dollar) and one year ago (versus the Chinese Yuan), creating export 

weakness that materialized last summer. As a result, GDP growth has stalled and 

now Japan faces the real risk of recession in 2016. Slowing economic growth has 

also resulted in negative earnings revisions – only last year Japanese companies 

had the strongest positive earnings trends in the world. 

Moving away from the economic backdrop, recent allegations of bribery and 

corruption within the Japanese cabinet is pressuring Abe’s approval ratings and 

forcing party turnover. Uncertainly over the timing and magnitude of a future 

consumer tax hike will also be a point of contention in 2016. 

Japan’s economic recovery has arguably been one of the most delicate and 

fragile – due to high government debt and prior boom and bust economic cycles. 

The latest movement in the Yen and economic weakness, brings us to revise our 

international equity outlook to Neutral. We remain optimistic in our outlook for 

European equities, although recognize that the upcoming Brexit vote will add 

uncertainty to both the FTSE and Stoxx equity markets. A vote against Brexit will 

bode well for equity investors during the second half of 2016 – but expect volatility 

to increase between now and then.

Strengthening Yen vs. Chinese Yuan

Source: JP Morgan

Source: Bloomberg

Japanese GDP In Negative Spiral



RealizeMORE™

9

DON’T DISMISS EMERGING MARKET EQUITIES
Emerging 

Markets

Neutral

Over the trailing six-year period through the first quarter of 2016, the MSCI

Emerging Markets Index has generated a cumulative return of -2.2%! Seems 

impossible, especially given that the MSCI World Index (developed markets 

only) has returned 40% and the S&P 500 nearly 100% over the same period. 

Emerging Markets fund managers have fared better than the index, but still 

underperformed most developed markets. Why have Emerging Markets 

performed so poorly in recent years? The simple answer is that short-term 

factors have trumped the long-term investment opportunity. High GDP growth, 

favorable demographics, and increasing purchasing power for billions of 

consumers are all positive long-term trends that are difficult to exploit above 

short-term headwinds. These headwinds include slowing China growth, 

unfavorable currency volatility, and declining energy/commodity prices. The net 

impact of these short-term factors has created a valuation opportunity in search 

of a catalyst. 

When viewed through a relative framework, the discrepancy in valuation 

between developed markets and broader Asian markets is abnormally wide. 

Using Europe as a reference, the MSCI Asia ex-Japan Index is about as 

inexpensive as investors have seen. Compared with the S&P 500, the 

valuation discrepancy mirrors 2004 levels. Investors who noticed and acted on 

the information performed well in subsequent years. Even on absolute levels, 

and according to PIMCO, exiting January, Emerging Markets were priced at a 

Shiller PE ratio of 10x – a zone they label as “dirt cheap.” Also according to 

PIMCO, when Emerging Market stocks reached that level in prior episodes, 

forward five-year returns were impressive for those who held their course.

Why could history repeat? For a few reasons: dollar strength vs. our trading 

partners may be coming to an end. Historically, dollar strength tends to fade 

after the first rate hike, even in the face of additional hikes. Our new dovish Fed 

is driving dollar weakness, a historical catalyst for emerging markets. 

Commodity prices strengthen when the U.S. dollar weakens, and historically 

this is also a catalyst for emerging market flows. For these reasons, we are 

moving our forward return expectations upward and upgrading Emerging 

Markets equities to Neutral.

Dollar Strength a Thing of the Past?

EM Equities Depressed Using Shiller PE

Source: Credit Suisse

Source: Credit Suisse
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RISING VOLATILITY CREATES OPPORTUNITY

Source: Knighthead Capital

The first quarter of 2016 proved to be tough sledding for hedge funds, as the HFRX 

Global Hedge Fund Index, a broad measure of fund performance, was down 1.9%.  

A poor showing in overseas markets drove part of this result; the MSCI EAFE Index 

was down 2.7% during the quarter.  We would encourage hedge fund investors to 

stay diversified outside the U.S. as valuations at home don’t provide as much 

potential on the long side.  We have recently increased our conviction in Emerging 

Markets long/short strategies, specifically Asia.  Recent signs that commodities may 

be bottoming and lower stock correlations amidst the equity market selloff in China 

and Japan bode well for the strategy.  We’re also seeing proactive policy responses 

from governments in Asia, which should be a tailwind for the strategy.  Outside the 

long/short strategies, macro funds are expected to provide some defense to 

investors, especially given the increased set of geopolitical risks we see today 

(European migrant crisis, Brexit, and the Brazil election, to name a few).  Equity 

market neutral strategies had a challenging first quarter as crowded trades led to 

forced liquidations, but we believe that as rates creep higher, a renewed focus on 

fundamentals will create opportunities for these managers.  Finally, distressed credit 

is becoming increasingly attractive. Eighteen percent of the performing high yield 

universe was trading at distressed levels in March (i.e. 1,000 basis points over 

Treasuries), vs. just 2.5% of the universe as of June 2014.  Many of these bonds are 

down 25-40% over the past 19 months, and 57% of them are outside of energy.  We 

are cautiously optimistic on distressed and restructuring securities after the severe 

correction over the past few months.  We would caution investors to keep an eye on 

liquidity; we see the best opportunities in the more illiquid fund structures.  Across 

the hedge fund universe, we are more constructive on non-directional 

strategies that can provide a hedge against fairly valued equity markets and 

record low interest rates.

Over the past five years, high and rising public markets, accommodative debt 

markets, and a strong appetite for private markets exposure have led to a robust 

fundraising market for private equity investors.  Toward the end of 2015, volatility 

unfortunately made itself known again.  Debt investors have become cautious, and 

IPO investors have turned bearish.  The increase in market volatility in public 

markets has caused private equity investors to be a bit more selective, at a time 

when the level of dry powder is at record levels.  Recent vintages for many 

strategies are unlikely to provide returns above our forecasts, as investment was 

completed at historically high prices. The recent market correction should lead to 

better vintages and a wider dispersion of returns.  We would need to see signs of 

material weakness in the U.S. economy to become more bearish on private assets.

Non-Directional

Outperform

U.S. and Europe Distressed High Yield Credit

Source: Albourne, Preqin

Global Private Markets Dry Powder
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U.S. real estate continues to benefit from healthy fundamentals, strong 

private real estate capital flows, and high levels of acquisition activity in 

public markets. REITs are generating growing cash flows and dividends, 

driven by increased occupancy levels and pricing power/higher rents, 

particularly in high-quality markets. Much of this is driven by below-average 

levels of new supply across most property sectors and geographies. From a 

net asset value perspective, listed U.S. real estate is trading at a 2-4% 

discount, which is at the lower end of the median long-term range

Tailwinds in the sector include inflows from investors rotating from bonds to 

high income equities, FIRPTA modification to allow tax relief for up to 10% 

foreign ownership in listed U.S. real estate, and the GICS adoption of real 

estate as its own sector (effective August 31), where estimates range from 

$100 to $150 billion in potential new buying from fund managers to reach a 

benchmark weight.  

Potential risks are that cap rate compression has driven the spread in 

financing (as measured by corporate BBB yields) to very tight levels, and 

that the U.S. real estate market has entered its eighth year in the current 

cycle, which historically has averaged seven consecutive years of positive 

total returns.

International real estate has lagged the U.S. in terms of the pace of the 

current up-cycle, improved fundamentals, and headwinds from an 

appreciating U.S. dollar. However, valuations, high payout ratios, and 

dividend yields in select markets in Europe and Asia-Pacific are attractive 

vs. the U.S. on a relative basis. Risks include a rapid acceleration in the 

pace of new commercial real estate supply, a reverse in the directional trend 

of cap rates, and slower than expected economic growth across both 

developed and emerging markets.  

We remain Neutral and expect future returns to be in line with the 10-

year average return of 6%.

Source: FTSE EPRA NAREIT, Bloomberg, SNL Financial

U.S. real estate remains strong, but likely in late innings of cycle

Real Estate

NeutralREGULATORS ENCOURAGE REIT EXPOSURE

Source: Green Street Advisors

Outlook for international cash flow is healthy with attractive yields 
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In global listed infrastructure, investor returns have been strong over the 

past few years in currency-hedged strategies as portfolios have 

experienced price appreciation and consistent dividends from companies 

owning scarce assets such as airports, railroads, toll roads, regulated 

utilities, and communication towers. Consequently, parts of the sector have 

become fully valued, and in many cases, expensive on a historical basis. 

However, fundamentals remain strong, cash flows are expected to be 

steady, and the defensive characteristics of the space can provide benefits 

in times of broad equity market volatility to the total portfolio.

In U.S. energy infrastructure, midstream pipeline operators continue to be 

weighed down by high inventory levels, which weighs down commodity 

prices, which in turn can depress volumes and thus cash flows. Companies 

that are unable to maintain distributions above mid-single-digit growth rates 

will likely be forced to retain excess cash to internally fund projects because 

capital market access is highly restricted, though the current market gives 

little credit to low-single-digit distribution growth MLPs. Given this 

challenging environment, market valuation metrics have shifted from a 

multiple of distributable cash flow/distribution discount model to an 

enterprise value to EBITDA multiple. 

We continue to believe large cap MLPs with better access to capital 

markets, modest leverage, and healthy distribution coverage are positioned 

to weather the storm. However, we expect it will take some time for the 

broader group to recover given the headwinds of low commodity prices, 

producer counterparty risk and contract renegotiation risks to long-term 

volume commitments, weak sentiment, and general headline risk. Despite 

attractive valuations on a relative historical basis, strong demand for the 

underlying assets, and a 9% yield, we think the next twelve months will 

continue to be challenging and volatile for the group as the timing of the 

energy supply-demand rebalance remains uncertain and the recent rally 

offers an opportunity to right-size allocations.

Given stretched valuations in global listed infrastructure and 

continued near-term headwinds in U.S. midstream energy, we shift to 

Neutral and expect returns over the next year to be inline with our 

strategic 10-year forward average annual return of 6.5%.

VALUATIONS OFFER LIMITED UPSIDE
Infrastructure

Neutral

Source RAVE, Bloomberg

Source: Bloomberg

…. While U.S. Energy Infrastructure has Re-priced to ‘Lower for Longer’

Global Infrastructure has Experienced Significant Multiple Expansion…. 
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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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