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STRETCHING THE LATE CYCLE
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In recentyears,at our internal researcimeetings,we have discussed whehe U.S.
economy would experience the later innings of the business cycle, and whether we
would see the classic signposts that denoted the end of prior cy@es.concern was
that the longest running experiment in monetary policy would extend the low growth
economy indefinitely, never getting too hot or too cold, but overshadowed by a
consumer or business cycle that never really got going. These concerns have

dissipated in recent months and we are beginning to believe that the current cycle

may actually follow the classic scenario after all. Increasing inflation expectations, and

escalating consumer and business confidence numbers could suggest that people aref

feeling good (again). These trends typically signal late stdge: even late stage can *
take some time. |

Thefirst quarterwas a classic risk rally, in that markets with highk premiums

delivered high performance, i.e. emerging markets led, followed by international
developed, followed by th&).S Only a modest 2% gainlihS.small caps would

refute the above, but investors did receive a heal#iyoreturn in 2016 There were
catalysts beyond simply risk taking that explain the international outperformance
(weak dollar for example), but there has been a renewed appetite to exploit risk
premiums globally. lis unusual to see all of the major markets rowing in the same
direction at the same time, leading us to believe that there will be greater separation
in the nearterm.

As we get closer to the second half of 2017, there are some divergences that are
worth commenting, specifically, diverging trends in fixed income and equity markets.
While U.S.equity markets hover near diime highs, fixed income yields are headed
lower, signaling, perhapthat expectations for real economic growth or inflation are
going to disappoint in the future. This is at odds to equities, which are expecting
improved growth and inflation going forward. Which side is correct?

We do believe that the deflation trade of recent weeks will be shivad. A cautious

Fed that likely will not hike three times this yeaumerous futurefiscal policy

initiatives (tax reform being the more important), and optimism abroad that the US is
growing againshouldbe enough tadeliver a solid year to equity investors. Policy
remains the key risk, specifically, whether the administration can deliver on the
rhetoric, a tall task given all that has been floated. If successful, the current cycle
could extend further.

Arguably one of the greatest Olympic finishes,
Michael Phelps stretches ahead\iiforad Cavico
win the gold medal by orene hundredth of a
aSO02yR Ay (KS YSyQa
Beijing 2008 Summer Olympics.

Source: httpg/www.olympic.org/beijing2008/swimming
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INVESTMENT GRADE

MORTGAGE
SECURITIES

NON-INVESTMENT
GRADE

FIXED INCOME

NEUTRAL

Credit spreads within the investment grade sector, while tight, are not as rich compared with their non-investment grade brethren.
With the yield curve flattening (there is only a 100 bps difference between 2s and 10s), we find the maost value in the front end of
the Treasury curve. This positioning allows investors to earn a decent yield while maintaining a defensive stance into rising
interest rates with the opportunity to reinvest into higher rates in the future.

NEUTRAL

We continue to advise investors to be cautious on mortgage-backed securities. While not all securities are the same, at the index
level, durations are elevated from increasing front-end Treasury rates. We are also closely watching what the Fed decides to do
with regard to tapering purchases as current mortgages pay down_ Currently the Fed owns roughly 1/3 of all agency mortgages.

NEUTRAL

High vield spreads may have bottomed during the first quarter and continue to remain at tight levels. Low credit spreads combined
with deteriorating credit metrics do not get us excited about broad-based opportunities within the sector. We would advise being
tactical in the leveraged credit space, stay up in quality or capital structure while waiting for spreads to rise before going all in.

EQUITIES

US LARGE CAP

US SMALL CAP

INTERNATIONAL

EMERGING
MARKETS

FAVORABLE

Although US large cap underperformed many foreign markets during the quarter, it was still a strong quarter for investors (S&P
500 +6%) and consistent with our Favorable rating. Policy continues to manipulate equities (markets weakened when Obamacare
repealreplace couldn't get off the blocks) and that will continue throughout 2017. Tax reform looms and will set the stage for the
second half. Earnings growth remains encouraging and above 2016's anemic levels.

NEUTRAL
Small caps lagged their larger peers in Q1 (Russell 2000 +2.5%), and we continue to look for an attractive opportunity to move
our recommendation to Favorable. Valuations and overly optimistic pro-policy sentiment leaves us at Neutral for now.

NEUTRAL

Fundamentals across developed Europe and Japan continue to strengthen, ie earnings trends are improving, manufacturing data
remains robust (see page 8 for a table of global PMI data), and valuations, although less appealing given Q1 performance, remain
attractive. The near-term risks to the continuation of international outperformance hinges on the outcome of French elections. We
forecast a sloppy trading environment until the final round i1s complete in early May. With Le Pen backing off the anti-eurozone
rhetoric, we recommend investars buy the dips should Le Pen pull the upset.

NEUTRAL

A weakening US dollar, the re-emergence of commodity inflation, strengthening China growth, and a widening valuation
differential versus developed markets proved to be exactly the right equation for EM equities in the first quarter. In hindsight, our
Neutral rating was too pessimistic on the region, as we did not envision all of the above factors coming together. With a 12%
return in the quarter, we are maintaining our Neutral rating on the region and encourage investors fo stay the course.
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REAL ASSETS

INFRASTRUCTURE

COMMODITIES

REAL ESTATE

FAVORABLE

While the push for greater domestic infrastructure spending, and eased regulation have garnered numerous headlines, the
potential fulfillment and subsequent timeline for implementation remain an unknown. U.S. midstream, while fundamentally
healthy from a wolume and cash flow perspective, continues to be somewhat restrained in the short run by energy commaodity
prices. On the other hand, global listed infrastructure investments continue to outperform most sectors while maintaining
reasonable valuations, and the category appears poised to continue on its current trajectory.

FAVORABLE

The supply response to rebalancing the broad commodity complex has resulted in a high single-digit total return for the
Bloomberg Commodity Index for the trailing 12 months. The sector was led by metals and most agricultural constituents, but
energy commodities have lagged. While international producing nations appear committed to maintaining their production caps
to support the price of oil, domestic operators continue to take advantage of technology through unconventional drilling and low-
cost basins to increase production, providing a near-term limit to the price recovery.

NEUTRAL

Listed real estate has experienced a rebound with the recent sell-off in domestic interest rates on reduced inflation
expectations and international tensions, pushing valuations toward the higher end of recent average lewels. The potential
resetting of inflation expectations and prospects for higher future economic growth suggests the extended sector up-cycle is
sustainable in the near-term. Select sectors, such as retail, remain weak.

ALTERNATIVES

DIRECTIONAL

NON DIRECTIONAL

NEUTRAL

In the first quarter, long/short hedge funds outperformed the broader hedge fund universe. In March, they outperformed the
S&P 500 by over 70 basis points. Supporting the long/short sector, equity correlations have decreased in recent months.
Extended valuations in several areas provide ample opportunity for investors on the short side, and certain sectors should
benefit on the long side from an increase in interest rates. However, political risk remains difficult to navigate and this risk has
increased. We maintain our Neutral stance.

FAVORABLE

We believe nondirectional alternatives provide a good hedge to duration risk and maintain our Favorable stance on the asset
class. Funds that attempt to capitalize on dislocations in currency, rates, and equity markets can benefit in front of the many
political risks facing investors today. We believe investors should maintain exposure here given the increased opportunity set
and less favorable risk/reward trade-off in more traditional asset classes.



http://edgecappartners.com/
http://edgecappartners.com/
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If the economy is firing on all cylinders, someone forgot to inform the
Treasury market. Treasury yields continue to find a bid and drive lower: as
of April 13, the 10-year Treasury stands at 2.23%, its lowest level of the
year. This all comes in the face of decent unemployment and inflation
readings. The unemployment rate in March was 4.5%, down from its last
reading with an increasing labor force participation rate, and Core PCE
inflation was 1.8% in February, up slightly from its last reading. This data is
giving the Fed the confidence it has been looking for to raise the Fed Funds
rate, but the longer end of the curve does not seem to want to play along.
This can be clearly seen in the steepness of the Treasury curve (above
right) as the difference between yields on the 10-year and 2-year Treasury
continues to decrease. Generally in times of improving economic growth
this measure would be increasing. While there are global dynamics at play,
if the longer end of the Treasury curve continues to be anchored, while the
Fed lifts the short end, the curve could flatten or invert. This is universally a
bad thing and is almost what is being predicted by the Treasury forwards
curve (bottom right) looking out 3 years. One of the main drivers of this has
been the decrease in domestic inflation expectation, with political gridlock
being a concern, especially with regard to corporate and personal tax
policy. The Fed is aware of this, and could use the runoff of its bond
portfolio to alter this dynamic.

On the corporate front, credit spreads continue to be tight and range bound
so far this year. Investment grade option-adjusted credit spreads stand at
1.24% for the BofAML Corporate Index and high yield spreads stand at
4.00% for the BofAML High Yield Index. In floating rate loans, 3 year
discount margins stand at 4.38% for the CS Loan Index, a few basis points
above their all-time low of 4.30% earlier this year.

In municipals, ratios to Treasuries continue to be low. The 5-year
muni/Treasury ratio stands at 82% while the 10-year number is moderately
more attractive at 94%.

Agency mortgages compared to Treasuries, while not exciting, could have
some value if rates continue to be suppressed. But we are cautious that
prepayments could slow down as interest rates fluctuate and durations
increase. Also prices could decrease in anticipation of the Fed running
down their mortgage portfolio.

Spread in Basis Points

Curve Steepness: 10yr minus 2yr
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Through Fed speak and congressional testimony by Janet Yellen in mid-February the market began to discount three Fed hikes for the year:

Mar c h, June, and December. While the market anticipated s priordor al hik
2018 is a surprise. The decision was supported in the minutes of the Federal R e s e r Maech ¥™ meeting, which highlighted internal

concerns regarding risk asset values and mentioned preliminary plans for the unwinding of the balance sheet. With this added wrinkle, the

market has now moved to two rate increases (March and June) and replaced the potential of a September or December rate hike with a

decline in asset purchases. Currently, the Fed is not increasing the size of its balance sheet, but maintaining the same level of assets by

reinvesting principal proceeds from maturities or mortgage refinancings / pay-downs. There are a lot of variables the Fed has to control with

running off its balances heet , such as: what is the terminal Ainatural o value of t
slowed, and what mix of Treasuries versus agency mortgages should be applied? We are also keeping a close eye on the membership of
theFed.JanetYel | endés term as Chai r @8naddingencertaintyeAdso, there afedwn vacantrBpard of Governors

seats and t he Riesidennmsitidn nBedstdbeé filled, which could increase the politicization of the Fed.

Federal Reserve Balance Sheet
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The reflation trade seems to have taken a pause. While recent U.S. As US Refl ati on |l ndi cator Snaj

inflation data has shown marginal increases year-over-y e a r invesi.nrs Qreak—even rates fall to 2017 lows on weakening inflation bets
reduced confidence that future prices will be higher has recently coincided

with a flight-to-safety to government bonds as international tensions have 2.20%
flared.

2.10%
Domestically, the risk asset rally that took off following the presidential J\ 2.03%
election upset on the hopes of economic and corporate growth via fiscal 2.00%
stimulus, infrastructure build-out, and tax-reform reversed course last 190 \ 1.91%
month as chinks in the new administifat ecame evident \ —
Further, concerns over a steep Fed hiking trajectory has eased as 1.80% o
domestic interest rates have compressed and the yield curve has

flattened. 1.70%

Internationally, developed ma r k eoresnfiation has inched up, but at a 1.60%
slowing pace. In emerging markets, recent data from China suggests a
cooling in the past reflation momentum as the potential for slower
economic activity on the back of tighter monetary policy looms in the

1.50%
1-Mov 16-Nov 1-Dec 16-Dec31-Dec 15-Jan 30-lan 14-Feb 1-Mar 16-Mar31-Mar

U.5. 10-Year Break-Even =—U).5. 30-Year Break-Even

—|].5. 5-Year Break-Even

distance.
Source: Bloomberg
In further evidence of a change in sentiment from just six weeks ago, the ¢ Whil e Eurinflation Remains Weak
U.S. equity sectors (energy, materials, etc) deemed to benefit the most in % v iy
thepost-el ecti on ATrump Tradeo have fal 4
highs. This break in the reflation-themed momentum represents a risk to
the market today, but one that we believe will be short-lived for a few 5
reasons.
The fAani mal spiritso rally post el e 2 n
of the strongest in several decades, so a pause or period of market
consolidation should not be a surprise to investors. The same can be said 1
of inflation indicators which accelerated in Q4. Stepping back, global
industrial activity (see following page), renewed focus on corporate tax
reform, ECB quantitative easing, and the upcoming earnings season that o
should see a rebound in earnings growth, are all catalysts that we believe
will buoy the markets in coming months. The setup for a strong second -1 4
half of the year for equity investors remains sound. o5 0& 07 o0& 02 10 11 12 13 14 15 16 17 18
Headling e Core{ex. FATE) ----- ECE target
7

Source: Haver Analytics, Barclays Research
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Global Purchasing Managers’ Index for manufacturing
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Investors are hoping that the inability of Congress to
successfully repeal and replace Obamacare is not a
reflection of upcoming legislative discussions, especially

US Effective Corp Tax Rate & Top Corporate Tax Rate

e tax reform, which is without a doubt the most pressing
52% Top Corporate Tax agenda item for investors. The current GOP plan is
Rate . . .

47% - / proposing a 20% corporate tax rate with several offsetting

) factors (Border Adjustment Tax, changes in capital
% deductions, etc.) to mitigate the federal revenue shortfall
37% - and budget deficit. If successful, a 20% corporate tax rate
2% will be a game-changer for US corporations on many

fronts, including an immediate boost to corporate cash flow,

ffective Rate potentially benefitting share buybacks, dividends, and

capital expenditures.

7% .r":'-:-poi*d Below is a scenario analysis highlighting the benefit to S&P
12% ————————— earnings assuming the 20% corporate rate and offsetting
35 40 45 '50 55 '60 65 70 75 'S80 "85 ‘90 ‘95 ‘o0 ‘o5 10 45 BAT impacts (base case), plus additional scenarios
Source: Strategas assuming bipartisan negotiations result in a less than
Tax Reform Scenarios: Impact on S&P 500 EPS intended corporate tax rate, but with no additional BAT tax.

The base case assumes a 7% increase to S&P 500 EPS,
resulting in a forecasted EPS of $137. Applying an 18x

A% Rate  25% Rake  27.5% Rak 3% RaB  jtiple to the base case could justify a price target of 2470
Wilh BAT NoBAT No BAT No BAT for the S&P 500 in 2017 1 or 5% higher than the 3/31

House Plan Other Potential Tax Scenarios*

A S&P 500 Base Case EPS (no policy reform)  $128.00 $128.00 §128.00 $128.00 closing price. The other potential scenarios result in target

B Benefit from Lower Tax Rate + $15.50 +$10.20 + $7.50 +$3.70 prices near that level with some variance. Investors should

C  Border AdjustmentTax (BAT) _¢7.80 _ a _ take a longer perspecti\{e, however. If a lower cor_po_rate tax

0 T e e T TUUB U ST LSS e S e e et o menie U

+ ' ; )
E S&PS0EPS wm'hwbm_] E‘ D) 1570 1820 #3550 s could be understated. Under that scenario, applying the
F_(+) EPS Beneft fom Repatialion Buybacks __+ §1.30 +§1.30 +$130 *$130 _ same market multiple could result in a two-year forward
S&P 500 EPS (postbuyback) (E + F) $137.00 $139.50 $136.80 $133.00 S&P 500 price target of 2650, or 13% upside to the 3/31

Total Upside fo Base Case EPS +58.00 + 31150 + §5.80 + 5500 level. The offset to the multiple could be an aggressive Fed
EPS Upside (%) +7.0% +9.0% + 6.0% +3.0% that hikes more quickly to offset inflationary concerns,

* azzumes no chanaes to other components of tax reform (temtorial taxation, interest, capex/depreciation) dampenlng market enthusiasm.

Source: JP Morgan


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

A GLIMMER OF HOPE FOR US EQUITY ACTIVE MANAGEMENT
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Over the past decade and a half, 82% of all US funds trailed their
respective benchmarks according to S&P Dow Jones Indices. This
analysis was performed using smoothed return data over a 15-year
period. Headline reports like these citing active management
underperformance over the long run, coupled with a focus on
higher manager fees versus passive ETFs, explains the record
outflows from active domestic equity funds (over $475bn in net
outflows over the last three years) into passive funds. While the
focus on underperformance and fees i which is inherently linked to
performance as managers deduct their expenses from fund returns
i explains much of this trend in fund flows, a significant amount of
active underperformance can be attributed to the recent market
challenges of low interest rates, low volatility, and low dispersion.

Within this long period of analysis, there have been periods when
active management has outpaced passive funds. Presently, the US
equity market backdrop reflects one of these environments
previously observed. While volatility has been low from a historical
perspective, it could be poised to increase, and interest rates and
asset return dispersion appear to be on the rise. When there is
higher dispersion among stock returns, fundamental active
managers stand a greater chance of outperforming their
benchmarks and the broad indices. Lower correlations, in theory,
help reduce market volatility and, thereby, boost the outlook for
risk-adjusted returns. Intra-stock correlations have plummeted to
the lowest level in 16 years i a level that could possibly be
sustained in the short to intermediate term in an environment of
rising domestic interest rates and diverging global monetary and
fiscal policies. Further, the alpha factors such as value, momentum,
and size provided by active manager security selection have
historically provided outperformance in such low-correlation
environments.

S&P 500 Rolling 65-Day Correlations
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Source: MSCI, Ned Davis Research
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Global PMIs Convey Ear ni ngs Recovery Abroad ¢é.
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In our previous Outlook (Q1), we highlighted that developed market earnings revisions (mainly UK, Europe, and Japan)
were improving at a greater pace than within the U.S., and that with some help from the U.S. dollar, there was a case to
be made for allocating capital to international equities. Since our publication in January, the U.S. dollar has traded
sideways, and international equities recorded one of their stronger periods of outperformance versus U.S. equities in

recent years. The MSCIACWIex-US returned +7.9% versus +6. 1% (S&P 500) .

considering how resilient US equity markets have proven to be, BUT, the ingredients are falling in place for continued
outperformance abroad. Industrial activity (as measured by global PMI) suggests that the reins of the global recovery are
no longer being pulled only by the US, but more broadly, with emerging markets and other regions showing increased
activity. Added to the mix, improving inflation, an accommodative ECB, and lower valuations abroad could all be catalysts
for the outperformance trend to continue.
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THE CYCLICALITY OF GLOBAL EQUITY PERFORMANCE

=L
S-280
FL-280
Eb-280
A
LL-2a0]
oL-280
BO-28(0
BO-9=(]
L0798
2098
50-280
o280
E0-280
a9l
ko280
0o-2=(0
BE-28(]
BE-98(
LE-280
8E-0=(0]
56280
FE-280
e8]
CE2E(
kEe(
0E-280
ga-380
BE-28(0
L8980
gg-280
G898
Fe-o8d
eE-98(
£8-280]
LE-2=0]
0g-2ed
G980
gL-080
LL9(]
8.-280]
§L-98(]
FL-280
£L-080

International Outperforms U.S.
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EMERGING MARKETS EQUITY ON TRACK
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After a strong performance in the first quarter (MSCI Emerging
Markets: 11.5%; Russell 3000: 5.7% in USD terms), emerging
market equities appear poised to continue their run given the global
economic backdrop combined with continued attractive relative
valuations to the U.S.

The gap between inflation rates in developed and emerging
markets has fallen to its lowest level in 20 years as rising inflation in
industrialized countries has almost converged with falling rates in
the developing world. The trend might give emerging markets some
breathing room as the US Federal Reserve tightens interest rates,
a policy path that has traditionally forced developing countries to
raise rates themselves or see their currencies weaken.

Emerging market inflation stood at 2.6% for the year through the
first quarter, less than 0.5% above developed countriesd6 r at e
2.1% - the smallest gap since at least 1997. This should ease the
pressure on EM currencies from potential big devaluations, which
they have experienced in past Fed tightening cycles. Since high
inflation differentials erode returns, this much narrower gap
between developed and developing markets makes investing in
emerging markets much more appealing today.

The narrowing of the gap can be attributed to factors such as
improving economic growth in developed countries and the
relatively strong recent performance of emerging market
currencies, as well as more orthodox central bank policies, lower
budgets, and current account deficits. For example, recent
appreciation in the Brazilian real, Russian ruble, and Indian rupee
has reduced imported inflation.

Lower inflation is viewed by most emerging market investors as
crucial for strong equity market performance, as it should support
capital inflows into such economies despite a tighter monetary
policy in the U.S.

International Inflation Gap Falls to Lowest Level in Decades

of

Source: JP Morgan

Source: Bloomberg
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