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Q2 2016 REVIEW AND SUMMARY OF VIEWS 

It seems like the investor thirst for yield is unending. The magnitude 

and persistence of this preference over the past several years has 

been remarkable. It also pervades asset classes globally, affecting 

fund flows, currency, valuation, and total return. As we see on the 

following pages, falling interest rates in the past few months have 

had significant impact.   

Despite the variety of events marking the second quarter, it was the 

results of the UK referendum (“Brexit”) indicating the British voter 

preference to secede from the European Union that will impact 

investor mindset for some time. Shocking financial markets despite 

the relatively even split of pre-voting polls, the reaction in the 

marketplace was pronounced. Equity markets local to the vote and 

abroad suffered significant drawdown only to bounce higher a few 

days later going into the final week of the quarter. Currencies on 

the other hand felt the brunt as the British pound (GBP) fell over 

15% from the pre-Brexit high and has settled in at one of the lowest 

levels in decades. The expectation for central banks to be “lower 

for longer” has now extended to where it may be described that 

investors expect “lower forever.” In the end, the result of the vote 

has created more questions than it has answers – especially as we 

approach further elections in the U.S. and abroad throughout the 

rest of the year. Markets do not like uncertainty, and while the 

decisions of an individual politician fade in the long-term context of 

investment horizons, they can cause risk and opportunity in the 

near term.  

The work of developing a long-term investment plan accounts for 

the uncertainty that can occur in shorter time frames. Until there is 

better information to assess what is an opportunity versus a risk, it 

is best to stick to the plan. 

Review

Source: This picture was taken by our colleague Whit Davis while traveling with his 

family in his hometown of Savannah, Georgia.  We thought it captured in an 

interesting way the question many Americans ask about what political damage may 

be happening “across the pond.”  Interestingly, talking to our European clients and 

investment managers, they have the same question looking back in this direction.
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WATCHING WHERE LOW YIELDS TAKE US

Source: Bloomberg as of 7/6/16

The global economic engine is often perceived as such a complex machine that to think it can be 

evaluated with a simple metric seems naïve.  Over time that might be true, but today a lot can be 

seen by looking at yield.  Here are the four “C’s” of what we see comparing yields across the 

globe and where they were only one year ago to help us focus on the big picture of what is 

happening. 

Contagion: As Brexit unfolds, one of the key risks is contagion.  Falling major government bond 

interest rates clearly reflect overall risk aversion.  We are watching peripheral European 

sovereign bond yields and bank credit spreads to determine whether there may be a reigniting 

European debt or a bank-led financial crisis.  At this point, they indicate the situation is 

manageable.  

Currency: Low (and negative) yields globally are likely to boost the U.S. dollar (USD) in the short 

term as capital seeks return and uncertainty takes time to settle.  The dramatic drop in the British 

pound (GBP) is acting as the countercyclical force it is intended to be.  Conversely, the swift 

appreciation of the Japanese yen (JPY) as a “safe haven” just unwound almost two years of 

central bank action to lift exports and inflation.  Dramatic shifts in major currencies may spark 

further currency intervention for those who see their competitive position changing.  This is a 

particular risk in China where policy makers just acted last year to devalue the yuan (which is 

banded to USD) and now face renewed strength in their currency.     

Capital Flows: The same capital flows supporting USD are also pushing down U.S. yields.  

Duration (or interest rate sensitivity) has been more effective in creating capital appreciation than 

most forecasters have predicted for some time.  Capital flows are pushing up valuation (and 

returns) of equities that have perceived stable yields (”equities that look like bonds”) as well.  

This is a trend that is likely to feed on itself until yields reverse direction.   

Central Banks: Falling yields and flattening yield curves are a clear reflection of falling economic 

growth sentiment and an anticipated lack of inflation.  Expectations for central banks to further 

support economic growth through extraordinary policies are growing, rightfully so in many places 

but perhaps too much so in others.  Central bank policy makers may be willing to help, but they 

also have limitations on their effectiveness.  The market’s reaction to recent policy experiments 

such as negative interest rates suggests the need for fiscal policy to step in at a time when 

global politics is in upheaval. 

Macro
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INTEREST RATES RACE LOWER

It has been a race to zero (and in some cases negative) for global interest 

rates over the past several years – a trend that shows little sign of 

abating. On the surface, the economic data in the U.S. seem to be fine. 

Inflation measures have been stable with core PCE averaging 1.6% year-

to-date and, while a little volatile, the employment picture is clearly in a 

much better place than it was five years ago. So why are yields on the 

U.S. 10-year Treasury lower now than they were in the depths of the 

financial crisis? 

The answer lies in how the rest of the world is doing and how investors 

abroad are reacting. Stepping back and looking at the global picture, the 

U.S. is on better footing than many of our developed market peers, many 

of whom are more focused on easing financially. Japan continues to be 

stuck in a low growth environment and yields on its 10 year debt are         

-0.27%. Across the pond, concerns of the United Kingdom leaving the 

European Union (EU) are increasing recessionary probabilities. These 

risks to the EU have caused interest rates to plummet into the negative 

range, with 10-year debt yielding -0.18% in Germany and -0.70% in 

Switzerland. As the graph at the bottom right shows, foreign investors 

remain interested in U.S. debt and now own over 40% of issuance. In fact, 

it is estimated that close to $16Tn of debt globally now carries a negative 

yield. In this framework it is easier to understand why there continues to 

be a downward pressure on interest rates back in the United States, 

especially on longer maturity bonds. Complicating the message sent by 

yields even further, the front end of the interest rate curve is reacting to 

U.S. economic data and Fed-speak while the back end is more prone to 

movements based on global macro issues. This dynamic has caused the 

slope (difference between long and short rates) to decrease, flattening the 

yield curve to its lowest point since 2007. 

Recognizing that in the long term, yield at purchase drives return 

expectations while in the intermediate term uncertainty will drive 

volatility in riskier asset classes, we maintain our Neutral allocation 

view.

Source: Bloomberg, US Treasury & SIFMA 07/07/2016
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HOUSING STILL A BRIGHT SPOT IN FIXED INCOME

6

Against the backdrop of low global interest rates, one sector that can potentially benefit 

is the housing market. Housing prices, as measured by the S&P/Case-Shiller Index, are 

nearing their pre-crisis highs. Increasing home prices have a positive wealth effect, 

allowing owners to gain confidence in the economy and increase discretionary 

spending. Also, positive home equity coupled with historic lows in interest and financing 

rates better allows home owners to refinance or swap into a new home. 

Absent refinancing or purchasing a home, how can investors take advantage of the 

trends in the housing market? Credit spreads on mortgage securities are near their 

average in comparison to benchmark reference rates. So while the bonds are not 

cheap, there is some room to earn appropriate excess return over Treasuries with 

favorable fundamentals and technical support from the Fed’s ongoing reinvestment 

from their $.17trln MBS portfolio. The mortgage market is complex, and we advise 

clients to use specialized active management in this space. Managers need to 

analyze each pool or tranche to balance generating a higher yield and not being 

susceptible to increased prepayments as mortgages are refinanced. We also still like 

the non-agency mortgage market because of the same trends and have less concern 

about prepayments as bond prices in this market are still below par.

Source: Bloomberg, Bank of America Indices (MOAO), and Bankrate.com 07/07/2016

S&P/Case-Shiller Home Price Index

30yr Mortgage National Average

100

110

120

130

140

150

160

170

180

190

3

4

5

6

7

8

9

Y
ie

ld
 (

%
)

Mortgage Spreads

-60

-40

-20

0

20

40

60

80

100

120

140

M
o

rt
g

a
g

e
 O

A
S

 -
S

w
a
p

s
 S

p
re

a
d

 (
B

p
s

)
Mortgage

Backed FI

Favorable



RealizeMORE™

7

LOW YIELDS FAVOR SUSTAINABLE DIVIDEND STOCKS

Growing cash flow is always an important component for 

investors trying to overcome the headwinds of spending needs 

and inflation.  Yet in today’s environment with increasingly low 

to negative interest rates and slow growth, dividends are an 

even more critical component of total return.  

With 10- and 30-year bonds at record lows in the U.S. and with 

25% of the global bond index having a negative yield, dividend 

stocks continue to lead the market.  Meanwhile, some well-

known global companies with negative bond yields also offer 

dividends that yield ~3% more than their bonds do (and these 

are dividends that grow).  

Low bond yields make dividend income all the more appealing, 

but they also have produced rich valuations in certain sectors 

that have become bond substitutes.  Our message remains 

clear: don’t confuse dividend yield and income growth…favor 

sustainable and growing dividend stocks rather than 

chasing the highest yield.

The example we use is the S&P 500 Utility sector vs. the 

Consumer Staples sector.  Both sectors have been 

outstanding performers year-to-date – up 23% and 10%, 

respectively.  While Utilities currently yield just north of 3%, 

their dividend payout ratio is 100%, their P/E is 5 points higher 

than its 25-year average, and they have grown their dividend 

by less than 2% annualized since 1990.  Needless to say, that 

is a rich premium compared with the overall market.  

Consumer Staples, on the other hand, trade at a slight 

premium to Utilities and yield just under 3%.  But they offer a 

much more sustainable dividend that can grow.  Ultimately, 

investors may recognize a greater relative premium is 

warranted in companies that can sustain and grow their 

dividends than in those with more limitations. 
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Investors are willing to pay to lend to some companies vs. dividend yield and growth

Credit Bond Dividend 5 Yr

Company Rating Yield Yield Div Growth

Johnson & Johnson AAA -0.09% 2.7% 6.9%

Sanofi AA- -0.08% 4.0% 3.2%

Nestle AA -0.06% 3.0% 4.0%

Siemens A+ -0.08% 4.0% 5.3%

Unilever A+ -0.06% 2.8% 4.7%

LVMH Moet Hennessey A+ -0.04% 2.7% 11.1%

Source: Economist and Bloomberg as of 6/22/16

Dividend Payout Ratio Dividend Yield

P/E RatioDividend Growth Rate

Source: Bloomberg as of 7/6/16

US
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It is rare that we see the financial markets misprice an event like the Brexit 

vote to the extent we witnessed in late June. The long-term outcome of the 

vote is and will likely remain a guessing game until we see concrete 

progress on negotiations that will happen over years. While the political 

overhang remains, we know that the GBP is weaker versus trading partners 

and, as economic history suggests, a weaker currency can be stimulative 

for exports and economic growth. There are fair arguments on both sides as 

to whether the Brexit vote will solidify or break apart the Eurozone – we 

expect Angela Merkel to place significant pressure on future Brussels 

negotiations between the UK and its trading partners in the EU to ease the 

transition. In any event, political uncertainty is on the rise for both regions 

and could likely overshadow economic and corporate data.

While the validity of recent data will be questioned, we should still note that 

macroeconomic conditions have been improving. Consumers in the 

Eurozone area are faring much better than they were three years ago. The 

unemployment rate has fallen from 12.1% during July 2013 to 10.1% in May 

2016. We are also seeing credit demand strengthen in the area, which is 

imperative to boost the consumer and investment portion of the economy.  

We conducted an analysis of the top 100 companies listed in both the S&P 

500 index and the MSCI Europe index. In order to smooth out any noise, 

we looked at the median data for dividend yield and also forward P/E 

multiples (based on expectations for the next 12 months). On the dividend 

data, we found that the median European company yields 3.6% versus only 

2.5% in the U.S. Also notable is the valuation where the median forward 

P/E multiple in the U.S. stands at 17.5x versus 14.5x in Europe (a more 

than 17% discount). While Europe’s valuation is average compared with 

itself historically, the difference in valuation between the two geographies 

currently remains above average.  

Combining the impact of currency on a U.S. dollar-denominated 

investor with the political uncertainty of the region makes it 

challenging to say whether there will be capital appreciation in the 

short term. We continue to believe European equities have a role in a 

long-term strategic allocation in light of the relative valuation and 

higher dividend yield in the current environment.

Source: Bloomberg, JP Morgan, and Edge

POLITICAL UNCERTAINTY ON THE RISE IN EUROPE
International

Equity

Neutral

Eurozone Credit Demand
Net % of banks reporting positive loan demand

Developed International Equity Valuation
Forward P/E over time
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INVESTORS RECOGNIZE VALUATION IN EM
Emerging 

Markets

Neutral

Source: MSCI, I/B/E/S, Credit Suisse

Emerging Market Equities continue to look cheap on a historical basis…. 

Largely spurred by a meteoric rise in the Bovespa (Brazil), the MSCI 

Emerging Markets Index returned nearly 6.5% through the first half of the 

year. Unfortunately, in the case of Brazil, hope and not fundamentals is 

largely responsible for the shift in sentiment – the Brazilian real (BRL) has 

also appreciated significantly after a long and painful process of 

devaluation. We continue to monitor the events in Brazil but we would 

focus investors toward Asia, where we believe the opportunity set is 

both attractive from a valuation perspective and supported by what we 

believe are improving fundamentals. Emerging market stocks continue to 

look cheap from a historical perspective across most valuation metrics, 

which has been exacerbated by local currency depreciation over the past 

year. 

Recent positive revisions to economic growth and earnings forecasts, 

helped by a margin-led cyclical recovery in profitability and return on equity, 

provide support for the asset class. A modest reacceleration in industrial 

production growth and a continued decline in local currency unit labor costs 

should provide catalysts for economic growth. Lower oil prices are also an 

unappreciated tailwind for the region as most countries in emerging Asia 

remain importers of energy.

Uncertainty in China continues to act as an overhang for the region; 

however, a recent shift toward enabling yuan devaluation (versus the U.S.) 

and sustained reserves has created optimism for the first time in a long time 

in China. We continue to recommend investors avoid dedicated China 

exposure, recognizing that most indices and active managers maintain 

meaningful allocations.  An improving sentiment toward Chinese growth and 

stability should future data support it is likely to benefit the region as a 

whole. Although it is early, investor flows appear to be moving into the 

region – which is largely under-owned due to multiyear underperformance 

relative to the U.S. equity market.

…And profit margins have recently overtaken Developed Markets   

Source: Thomson Reuters, Credit Suisse

MSCI Index non-financial net profit margins
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Broadly speaking, hedge funds performance continued their trend of 

underperformance.  Sector positioning was important between those who 

fared well and those who did not as healthcare, technology, and 

financials underperformed substantially, while energy, materials, and 

industrials outperformed.  Those funds caught in popular names within 

these sectors substantially underperformed their peers.  Momentum as a 

factor is down approximately 6% and has underperformed value by 

approximately 680 basis points through the first half of the year.  The 

correlation of the momentum factor to other factors such as size and 

quality has increased, making it much more difficult for stock-selection 

driven hedge funds to outperform.  

Positioning going into the Brexit vote for Global Macro managers was 

minimal, and many managers took the “do nothing” approach.  Most 

managers believed the derivatives market offered a poor risk-reward 

trade-off.  The vote was too binary, and therefore volatility trades were 

too expensive.  Those that reduced net exposure were caught off guard 

when the market rebounded in the weeks after Brexit.  Investors can see 

this in the poor relative performance of European long/short managers 

versus the broader long/short universe.

We believe that non-directional hedge fund exposure will continue 

to offer a buffer against interest rate volatility and macroeconomic 

uncertainty.  The UK’s pending exit from the EU has created a number 

of trends that have worked well for macro strategies across a range of 

asset classes.  Being long fixed income as well as precious metals has 

created the biggest winners.  Relative value strategies should also 

benefit from increased market dispersion across asset classes and 

heightened interest rate volatility as a result of central bank actions.

Non-Directional

FavorableFAVORABLE ON NON-DIRECTIONAL

Sector Positioning Critical to Hedge Fund Performance

Source: Bloomberg

Charts above show cumulative performance indexed to the start of 2016 

Macro Strategies Outperforming Broad Hedge Fund Indices

90

95

100

105

110

115

120

Dec-15 Jan-16 Feb-16 Mar-16 Apr-16 May-16 Jun-16

Healthcare Index Energy Index

96

97

98

99

100

101

102

103

104

Dec-15 Jan-16 Feb-16 Mar-16 Apr-16 May-16 Jun-16

HFRI Macro HFRX Global



RealizeMORE™

11

Commodities were the top performing asset class in the second quarter and 

are leading all asset classes so far this year. The turnaround for the broad 

complex, as measured by the Bloomberg Commodity Index, began in the 

middle of last quarter and continued through the end of June. The sector 

appears to be on the upswing from a trough in the commodity cycle where 

the majority of spot prices had fallen below production cost, triggering 

supply rationalization. Continued contraction/moderation on the supply side 

could return the market to a state of balance as demand will likely remain 

sluggish against the backdrop of slow global economic growth.      

Much of the group’s 13% leap for the quarter can be attributed to energy 

(crude oil price +26%, natural gas price +49%), reflecting a combination of 

global supply declines and higher than expected increases in demand. In 

addition, with continued concerns about global economic growth and the 

Brexit vote coming at the end of the period, precious metals once again 

provided a safe haven for investors (gold +7%, silver +21%). Lastly, select 

grains and other soft commodities had large price increases.

Commodity strength has diverged with declining bond yields, which have 

likely resulted from a combination of geopolitical anxieties and potentially 

greater disinflationary risks. Should central bank stimulus and Europe’s 

uncertain outcome continue to drive global fixed income yields lower (or 

further into negative territory), a potential roadblock could emerge in the 

path back to equilibrium; the trend of increasing commodity prices and 

declining bond yields has rarely been sustainable over time.

Additional support for commodities, which are U.S. dollar-denominated, has 

come from a recent retracement in the two-year USD rally as a result of 

reduced Fed tightening expectations this year. Taken altogether, the 

combination of U.S. equity markets reaching historic highs, 

international equity market volatility, global sovereign bond yields 

extending historic low yields on the back of unprecedented central 

bank stimulus, and commodities prices potentially having bottomed 

from multiyear lows appears to provide favorable tailwinds for the 

asset class.

MORE THAN GOLD GLITTERS
Commodities

Favorable

Source: FactSet, J.P. Morgan Asset Management

Source: Bloomberg, J.P. Morgan Asset Management

… With recovery from trough prices led by precious metals and energy

Commodities outperformed all asset classes last quarter… 
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U.S. real estate had another impressive quarter, returning 7% following a 

6% total return in the first quarter. The blend of income and growth offered 

by the asset class continues to appeal to investors starved for yield across 

the globe. Lower expectations for near-term Fed tightening, elevated 

domestic equity market valuations, a flight to safety from Brexit implications, 

and institutional asset managers positioning portfolios ahead of the creation 

of the separate sector classification have combined to drive the market 

higher despite some sectors signaling a deceleration. 

From a valuation perspective, listed U.S. real estate is currently 

trading at around 19x forward funds from operations estimates 

compared with an average of about 17x since the financial crisis. This 

premium to recent historical average is in line with the S&P 500 Index 

forward earnings multiple premium to its historical average for the last 

several years. Estimates of aggregate market net asset values vary widely, 

but generally the broad market appears to be priced close to its long-term 

average of approximately a 1-2% premium.

European real estate has been quite volatile of late with the listed market 

appreciating 18% from the mid-February global equity market lows up to the 

EU referendum vote, only to sell off 10% in the last week of the quarter 

following the UK vote to leave, in USD terms. The British real estate market, 

which appeared to be somewhat overvalued to start the year, felt a much 

more pronounced impact. Following the vote, the listed UK real estate 

market lost 20% the next trading day and has declined another 7% since. 

This dramatic sell-off has coincided with seven large open-ended UK 

property funds, comprised primarily of illiquid direct real estate holdings in 

Britain, suspending investor redemptions on a combined total of roughly $20 

billion in fund assets. 

Whether this concurrent correction is only the beginning of further carnage 

or provides a good entry point for an attractive long-term investment 

opportunity for patient investors remains to be seen. Separating near-term 

liquidity issues and medium-term financial market effects from longer-term 

fundamentals will be the key.

Real Estate

NeutralU.S. REAL ESTATE RALLIES ON YIELD

Commercial real estate occupancies remain high… 

Source: Axiometrics 

Source: NCREIF, J.P. Morgan Asset Management

… But select sectors show signs of cooling in the face of new supply

Vacancy Rates

Apartment
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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 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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