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Q4 2016 REVIEW AND SUMMARY OF VIEWS

The Wall Street expression that “markets climb a wall of worry” was certainly true during the third quarter. Despite Brexit, the opening of a 
contentious U.S. presidential election, a spike in interest rates, scattered police and racial violence, and another quarter of negative earnings 
growth, broad equity markets turned in one of the stronger third quarter performances in recent years. The rally was led by emerging markets 
(+9.2%), followed by Europe (+4.2%) and the US (+3.9%). For reference, the average calendar year third quarter return since 1928 is +1.2%*. 
While risk assets performed well, yield and yield proxies were a source of funds as investors prepare for what is expected to be the sole interest 
rate increase of the year in December. During the quarter, utilities gave back 5.9%, REITs returned -1.5%, and the 10-Year U.S. Treasury yield 
rose to 1.6% (the yield has increased to 1.8% at this time). In recent years, the relationship between higher rates and broad equity performance 
has been inversely correlated – any hint of higher rates has led to negative equity returns. This relationship detached in the third quarter as 
investors exercised more selectivity. As rate-sensitive sectors declined, other “risk-on” categories such as technology, small-caps, and 
emerging markets performed well. Looking ahead to the fourth quarter, the presidential election and the upcoming Fed meeting in December 
loom large. In regard to the latter, the recent equity and fixed income performance should open the door for what we believe is a “predicted” 
interest rate lift in December. 

With the exception of our downgrade of US investment grade fixed income to Unfavorable, heading into 2017 our views are largely unchanged. 
In light of our comments above, we encourage a shift to floating rate debt securities where possible. Within equities, the length of the current 
bull market, combined with current valuations, leaves us at Neutral across all four categories. Upward pressure on energy prices should help 
earnings growth in 2017 (earnings peaked in Q4 2014) but a higher discount rate and starting valuation will demand more of corporate growth 
in the year ahead. We maintain our existing biases in real assets and alternatives.  

Source: Bob Englehart

Polticalcartoons.com

*Strategas
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HIGHER RATES FAVOR FLOATING SECURITIES

This year began with high expectations for the Fed Funds rate, but  

expectations steadily declined from 4 hikes to 3 hikes, and now as the 

year is about to close, we are down to 1 hike. The market’s expectation 

for rate increases has been more correct than the Fed’s  dot plot the 

last few years, and with the probability of a December hike now at 

67%, absent an economic surprise, December 14 is a go for the next 

hike. So with one hike priced in for 2016, what does the outlook for 

2017 and beyond look like? The last Fed prediction for rates, at the 

September meeting, indicated that most members felt 2 hikes for 2017 

and 3 hikes for 2018 was the right pace. Only time will tell if these 

predictions come true, but currently the market thinks that goal might 

be a little too lofty. 

Although the pace and magnitude of interest rate increases is open to 

interpretation, the trend upward is widely acknowledged. As such, we 

would rather be owners of investments in the fixed income sector that 

take advantage of the trend upward or that are at least less exposed to 

the volatility in rates. Such investments would include positioning 

portfolios in shorter durations, buying certain mortgage and structured 

bonds, and lastly floating rate bonds and loans. The thesis behind 

floating rate loans is especially timely as credit spreads for loans are 

now higher than fixed rate high yield, indicating higher yield 

compensation for credit risk in loans, which are also higher up in the 

capital structure as well. Another tailwind for loans over fixed rate high 

yield is the upward pressure Libor has been experiencing from money 

market reform. In the S&P Leveraged Loan index, 23% of loans have a 

Libor floor of 75 basis points. With 3 month Libor currently at 88 bps, 

these bonds are now floating; if the Fed raises rates by 25bps in 

December, Libor will also increase causing a large majority of the 

remaining loans to act as floating. Also, the average loan is priced 

below par adding principal appreciation to the coupon return. While in 

the short term, carry from fixed rate might be greater than in loans, 

longer term we believe the drivers of returns in loans outweigh the 

potential in high yield, especially on a risk adjusted basis.
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INVESTMENT GRADE: VALUE IN THE SILVER LINING

Investment grade corporate bond spreads 

continue to compress tighter, and are now below 

their 3 year average. Spreads could continue 

their path downwards, but on the margin 

corporate credit fundamentals are starting to 

deteriorate. We would advocate that investors 

start to pare back their exposure to the sector 

especially in intermediate and longer term parts 

of the yield curve
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One sliver of hope in the high quality bond market 

comes from the municipal sector. As treasury 

rates have increased across the yield curve the 

past few months in anticipation of a Fed rate hike 

in December, muni yields have started to widen 

and now stand at roughly their 3 year average. 

For higher quality accounts, if this trend continues 

we propose buying into the weakness.

Sources: BofAML Indices 
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THE FORCE IS STRONG WITH THIS ONE

All financial securities are, at their core, a stream of future cash flows that are 

“discounted” back to today’s dollars to account for the risk of the cash flow and 

future inflation. It is this fundamental tenet that creates a link between stocks and 

bonds despite all their other differences. 

When we look back many years from now, the current environment will be defined 

by low (and in some places negative) interest rates. Interest rates create a bedrock 

of valuation (by including the so-called real risk-free rate with an estimate of future 

inflation), which can then be combined with a risk premium to value financial 

securities (credit risk in bonds or equity risk premium in stocks). Historically, the 

interest rate component has been a bigger piece of the “discount rate” equation than 

it is today.  Why does all of this matter? First, the bigger piece of the discount rate 

puzzle is an investor negotiating with themselves over what the right compensation 

is to own a risky asset. This can change frequently based on mood in the short 

term.  Second, rising rates off a low base creates the risk that all financial assets 

reprice lower at the same time.     

Diversification in a portfolio comes about when you combine assets that have a 

less- than-perfect relationship between the movement of their values (the strength 

of the relationship is measured by a statistic called correlation). No relationship at 

all is the best benefit one can hope for, but it is rare in traditional asset classes. 

Stocks and bonds (two of the biggest asset classes) have historically had a 

negative correlation (offsetting one another) but this cycles. Currently, correlations 

between stocks and bonds have shown a recent tendency to rise during stressful 

periods. This matters because the benefits of portfolio level diversification may 

diminish over these short-term bursts.  

It is our view that there are three principles in portfolio construction that should 

guide us. First, maintain fundamental diversification among the assets you own. 

Diversifying the cash flow streams represented in the underlying financial securities 

across geography, sector, and type will protect in the long run. Second, be prepared 

for volatility so as to make good decisions when it occurs (timing unknown, it 

eventually will). Third, have an element of sustainable cash generation in the 

portfolio to meet any near-term expenses and protect against the need to raise 

capital at an inopportune time.

Source: PIMCO

Source: Wall Street Journal

Higher is better 

to diversify

Relationship Between Stocks and Bonds Rises as Rates Do
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PRESIDENTIAL RACE IN HOME STRETCH

The 2016 election cycle has certainly been one that many 

investors would rather forget. Based on current polling, with a 

little less than a month until Election Day, the most likely 

outcome is one in which the president is a Democrat and 

Congress is either split or controlled by Republicans.  

Historically, this outcome has been one in which equity market 

returns are strong (red bars). Split control prevents major shifts in 

policy that would affect firms’ hiring, capex, or profitability.

Also working in favor of market returns is that a Clinton victory 

would be considered a “third term” in terms of policy. Again, for 

an equity market that hates uncertainty, this outcome tends to be 

positive in terms of stock performance.

October normally marks the point at which the market prices in an 

incumbent win or loss. 2016 has been tracking on a similar path as 

previous election years. Markets have correlated highly with the 

probabilities of a Clinton victory, which is viewed as an extension of 

the status quo for policy.  

A potential stumbling block is that 2016 polling in votes/referendums 

has not been as reliable in predicting outcomes. The Brexit vote is a 

perfect example: leading up to the vote, “Stay” held just a 3% lead in 

polls, but the probability of a “Stay” outcome was 76%. The speed and 

depth of selling in global equity markets following the vote shows the 

risk when too many investors (or traders and computers) are on the 

same side of an outcome that ends up being wrong.  

The polling lead and probability of a Clinton victory look very similar to 

the Brexit figures, so investors should be aware of the risk of 

complacency in the market ahead of Election Day.
8
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RUNNING WITH THE BULLS

A lengthy economic recovery and the continuation of “cheap” money have extended the current bull market to be one of the longest in modern 

financial history – only bested by the 1990 to 2000 growth-led rally. US large-cap valuations remain elevated (but not expensive) – the S&P 500 is

valued at 18.5x 2016 earnings and 16.5x 2017 earnings – assuming companies deliver 10% earnings growth in 2017. For reference, earnings are 

expected to be flat in 2016 – largely on account of energy. Our base case is that US companies should be back in the green in 2017, which will 

help rebalance the P/E ratio closer to historical averages. At current levels, markets are not what we would label “expensive,” especially relative to 

valuations near the latter stages of other historical bull market runs, but the balance of risk favors conservatism at these levels. We remain neutral 

on US large-cap equities. 

Source: Strategas
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FUNDAMENTALS OFFSET BY POPULISM IN EUROPE

Despite Brexit headwinds and leadership transition, the UK’s primary index, 
the FTSE 100, has been the best-performing European index this year – as 
measured in local currency the index has returned +15% (unfortunately, due 
to the devaluation of the GBP, unhedged USD investors have only gained 
0.5%). Why does the equity market feel so confident in the UK’s decision to 
go it alone? The index is largely dominated by multinational companies that 
generate revenue abroad – 72% of index revenue is generated outside the 
UK. The market is either taking the short view or believes that the legislative 
process of separation from the EU (Article 50) will not be as damaging to 
trade relations, tariffs, and other matters as some are forecasting. Companies 
that are more domestically focused on the UK consumer have not performed 
as well as their large-cap peers. Offsetting the optimism around exports, this 
month French President Francois Hollande demanded that Britain pay a 
heavy economic price for Brexit. It is a guessing game for political and 
economic pundits to decide how the next two years will unfold. 

Outside the United Kingdom, European equity indexes have been largely 
range-bound this year – hovering around a flat return year-to-date. We 
believe the stock market return, or lack thereof, is more a reflection of the 
ongoing (and increasing) political uncertainty in Europe, and investors’ not 
recognizing that economic and corporate fundamentals continue to suggest 
expansion. As indicated in the top-left chart, loan demand continues to be 
positive and, although not shown, manufacturing activity and broader GDP 
growth continue to suggest economic expansion. Management teams also 
continue to highlight pockets of growth in Europe (auto sales, homebuilding) 
as additional signs that conditions continue to mend. As such, that should be 
enough to send equity markets higher; however, the optimism is offset by 
significant political uncertainty that could (similar to Brexit) threaten to derail 
the Eurozone structure. Upcoming events include:

• December: Italian referendum vote

• 2017: French president election

• 2017: German chancellor election

The upswing of anti-establishment and populist challengers, combined with 
the outcome of the Brexit vote, means there are no guarantees. The 
uncertainty is likely to limit multiple expansion for the foreseeable future, even 
in the face of continued economic expansion in the region. For these 
reasons, we continue to be neutral on the opportunity set. 

Populism gaining ground in Europe
Share of vote (%)

Source: JP Morgan

Source: Strategas
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EMERGING MARKETS LEAD GLOBAL EQUITY RETURNS

Patience is bitter, but its fruit is sweet….

Attractive valuations and extreme pessimism as we exited 2015 
provided the backdrop for our advice to investors earlier this year 
to “stay the course” in emerging markets. Led by Brazil (+63%) 
and Asia (+11%), this year has been rewarding for investors with 
geographically diverse portfolios. Our preference has been and 
continues to be focused on Asia (over Latin America) because we 
believe currencies and other exogenous factors increase the risks 
of LatAm investing at this time.

Within Asia, a rebound in commodity prices, attractive valuations, 
and recognition that the region is fiscally stronger (government 
deficits as a percentage of GDP have improved in recent years) 
are all catalysts that have attracted investor flows over the course 
of the year. China continues to be a polarizing topic, but bulls will 
highlight that the Hang Seng Index (Hong Kong) has returned 
10% year-to-date and signifies stability in the country. Property 
prices are also on the rise again in China. We prefer broader Asia 
exposure and highlight that countries such as Vietnam, 
Indonesia, Thailand, and the Philippines are prime benefactors in 
the region’s wealth creation – China tourism to Thailand has 
increased 30% this year. Fueled by rising wages in China, 
tourism represents a new growth engine for many of the region’s 
smaller countries. While smaller countries are benefiting from 
trade and tourism, larger countries (Russia and Brazil) are 
experiencing commodity-sourced tailwinds. 

As depicted on the left, earnings are being revised higher for most 
EM countries (Taiwan/Indonesia/Turkey are exceptions). Despite 
the performance this year, through September 30, emerging 
markets have underperformed the global developed world by 
60% cumulatively over the prior 5 years. Multiples, although 
higher today, still have room to expand and move closer to those 
of developed market peers.

Positive earnings momentum across EM

Source: Bloomberg, results through 9/30

Source: JP Morgan

http://edgecappartners.com/
http://edgecappartners.com/


STAYING THE COURSE WITH ALTERNATIVES

Most hedge fund indices are finally in positive territory year-to-date, with event 

driven strategies leading the pack. The HFRI Event Driven index is up 6.7% 

YTD; this compares with a +7.8% return for the S&P 500, and a +4.2% return for 

the HFRI Fund Weighted Composite. Investments in distressed credit and 

special situation equities contributed to gains. We had noted back in April in our 

2nd Quarter Outlook that distressed credit spreads had widened out by 1,000 

basis points over treasuries. Yields have since narrowed by over 600bps. 

Long/Short managers are lagging behind the broad market by approximately 300 

bps, primarily due to large decreases in net exposure during the first-quarter 

sell-off and Brexit vote. When the market rallied on both occasions, portfolio 

managers failed to add exposure. Recent data shows an increase in net 

exposure, which helped the long/short index outperform in September. 

Managers have added more cyclical exposure in recent months as leading 

economic indicators have strengthened and chances of a rate hike increase. 

Shifts in expectations on monetary policy have posed a challenge for Macro and 

CTA strategies. These funds rely heavily on fundamental research and statistical 

analysis to determine investment selection. Negative rates and the potential 

unraveling of the European Union are unprecedented events that don’t have a 

good data point for comparison. The threat of further action on the part of central 

banks has led many managers to impose tight stop-loss limits leading to muted 

returns overall. With those concerns being outlined, the opportunity set has 

increased for Macro and CTA investors. Potential crises include renewed 

concerns over the health of the European banking system, political risk in Italy, 

Brexit, unrest in the Middle East, and continued experimentation with negative 

rates on the part of central banks. As investor confidence wanes in the ability of 

authorities to govern, the potential for outsized returns in CTA and Macro funds 

increases. Our expectation is for these strategies to outperform during 

heightened market volatility, which we have not seen for some time but would 

expect in front of further central bank action and the upcoming U.S. election. 

We believe investors should overweight the non-directional allocation within their 

alternatives portfolio.

Source: Knighthead Capital

Source: Morgan Stanley

US & EUROPE DISTRESSED HIGH YIELD MARKET (IN BILLIONS)

HEDGE FUNDS INCREASING CYCLICAL EXPOSURE
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MORE THAN GOLD GLITTERS

Source: NCREIF

Real estate cash flow growth remains robust

ENERGY IN PROCESS OF REBALANCING

Year-over-year NCREIF ODCE Index net operating income growth 

The global outlook for energy has improved

Source: U.S. Energy Information Administration 

Commodities as a whole appear to be in a normalization phase, shifting 

from trough prices towards a longer term supply/demand equilibrium. 

Dispersion and volatility of returns among sub-sectors is expected to 

continue as each group exhibits different sensitivities to various macro-

economic influences. OPEC’s agreement in principle at the end of the 

quarter to cut daily production from the current record level of 33.75 to a 

range of 32.5-33 million barrels, coupled with recent declines in U.S. 

inventory levels, provide the needed groundwork for near-term price support 

and a longer-term gradual increase to more profitable levels of production. 

Natural gas has recently benefited from above-average seasonal demand, 

and looks poised for continued incremental demand from power producers 

converting from coal, as well growth in U.S. exports.

Infrastructure continues to provide resilient cash flows and attractive yields, 

but future growth looks to be restrained. Global listed infrastructure has 

experienced a needed price correction in Utilities, but the broad sector 

appears fully valued. U.S. midstream pipelines have become less sensitive 

to oil and gas prices and continue to offer very attractive yields, but reduced 

expectations for distribution growth constrain the near-term upside potential.

Real estate markets continue to be closely watched by investors looking for 

cracks in the sector entering its’ eighth year of an up-cycle. Performance 

disparity among sub-sectors year-to-date provides some comfort that U.S. 

real estate still has room to run as the two high flying groups of last year, 

Storage and Apartments, have experienced a correction, while previous  

underperformers like Healthcare and Industrials have produced double-digit 

returns this year. 

Fundamentally, an improving economy, increasing property demand, 

disciplined new supply across most sub-sectors, high occupancy, and low 

historic leverage provide tailwinds for continued strong performance of listed 

real estate. Extended valuations (though in-line with broad U.S. equities) 

combined with market sensitivity to potential higher  interest rates, will likely 

taper returns over the next year towards long term averages.

Global liquid fuels
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DISCLOSURES

This material is being provided to demonstrate the general thought process and methodology used by Edge when constructing a portfolio for an individual client. This 

material should not be interpreted as a representative sample of the portfolio performance achieved by all Edge clients and there can be no assurance that any client is 

likely to achieve the results shown. 

Since each portfolio will be tailored to the specific client’s unique investment objectives and tolerance for risk, a client's actual portfolio and investment objective(s) for 

accounts managed by Edge Advisors, LLC may look significantly different from this or other models, as appropriate. Investors are strongly urged to consult with their own 

advisors regarding any potential strategy or investment. 

This material is based upon information which we consider reliable, but we do not represent that such information is accurate or complete, and it should not be relied upon 

as such. Past performance is no guarantee of future results. 

Index information reflects the reinvestment of dividends and is included merely to show the general trend in the equity markets for the periods indicated. You cannot invest 

directly in an index. 

The opinions expressed herein are those of Edge Capital Partners (“Edge”) and the report is not meant as legal, tax or financ ial 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 no t meant as an indication of investment 

performance. Past performance is not necessarily indicative of future results.

Copyright © 2016 Edge Capital.
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