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Summary of views 

INVESTMENT GRADE

MORTGAGE

SECURITIES

NON-INVESTMENT

GRADE

US LARGE CAP
FAVORABLE

The 10% correction experienced during the first quarter improves our view on US large-cap equities for the balance of 2018. 

The resulting decline in valuation multiple (PE) removes a future headwind should the market sustained its January advance. 

With the pullback, US large caps are trading at 17x 2018 and 15x 2019 earnings. We warn investors that geopolitical risks will 

make for an uncomfortable ride.

NEUTRAL

The benefits of tax reform combined with tariff and global trade war rhetoric seemingly favor domestic small cap stocks over 

their large-cap peers, but we recommend investors temper expectations. Rising wage pressure, tightening financial conditions, 

and a US cycle that is long in the tooth are obstacles to outperformance versus large caps. We also find it hard to believe that

against an extraordinarily accommodative backdrop, one-third of all the companies in the Russell 2000 Index can’t earn a buck 

of profit! It may be an opportune time for Russell to re-evaluate its index criteria. 

FAVORABLE

We continue to recommend international equity exposure to Europe and Japan. For starters, both regions have largely avoided 

the political tit for tat that has engulfed Trump, Putin, and Xi Jinping; central banks continue to stimulate for growth; valuations 

are at historical averages with above-average earnings growth; and technology (the source of recent US volatility) as a sector 

is under-represented versus the US benchmarks.

US SMALL CAP

INTERNATIONAL

FAVORABLE 

Don’t look now, but with front-end interest rates on the rise, cash has become a decent yielding asset class again. As of 

publication, both 3-month LIBOR and 1 year T-Bills now yield solidly above 2% - making cash much more palatable. With 

current expectation of 2 more hikes in 2018 and 3 in 2019 this opportunity will continue to grow. With higher rates and a 

flattening yield curve, we recommend investors keep duration short and maintain higher quality credits.

NEUTRAL

While an over-levered consumer played their part in the prior recession, household debt to disposable income suggests the 

consumer is on much firmer footing today. In addition, home prices have reached new highs in most markets enhancing 

consumer confidence. While these traits are tailwinds for mortgage credit, headwinds including rising mortgage rates (extending 

durations on certain mortgage structures) and fed balance sheet draining.  

NEUTRAL

With credit spreads in non-investment grade assets well below historical averages, it is difficult to get excited about valuations in 

this asset-class broadly. But as long as risk assets continue to be well bid, leveraged credit could continue to perform. Rising 

rates will limit access to cheap funding, something many companies have grown accustomed to – either to grow or enhance 

liquidity. We do not expect companies to voluntarily de-lever, leading to a bumpy ride should the economy slow.
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Summary of views (continued)

NEUTRAL

Global listed infrastructure experienced a significant correction last quarter after an impressive run over the past two years. 

While the asset class provides a favorable growth profile, inflation protection, and now a more attractive valuation, we do not 

see any near-term catalyst to drive performance in excess of our long-term return forecast, and thus remain neutral on the 

space.

NEUTRAL

Commodities can provide a useful hedge against inflation and meaningful portfolio diversification, but continue to experience

oscillation in performance among the various complexes. Industrial metals have pulled back from their recent run, seemingly in 

the face of global trade policy uncertainty, while various agriculture grains have performed well. Strong oil demand and 

weakening OPEC exports will boost oil. The confluence of factors leads us to a neutral view on the overall asset class.

NEUTRAL

International listed real estate remains attractive in terms of cash flow growth and favorable regional economic trends, leading

us to continue to recommend a global allocation. US listed real estate, while cheap to US equities on a forward valuation basis, 

may have crossed an inflection point into the start of a down cycle. As such, we remain neutral on the asset class as a whole.

FAVORABLE

We expect greater equity return dispersion in the near term as volatility has increased and geopolitical uncertainty remains 

high, boding well for the opportunity set in directional strategies. High industry exposure and concentration in growth sectors 

such as healthcare and technology produce a manageable risk in equity long/short. Event driven could remain challenged in 

the near term as distressed/restructuring continues to face high valuation levels. We continue to like select opportunities such

as insurance-linked funds in the property catastrophe space.

FAVORABLE

Expectations for non-directional strategies such as relative value and global macro have improved as volatility appears to have 

re-entered the markets. Recently elevated inflationary pressures, an expected gradual rising interest rate environment in the 

US, and global monetary and fiscal policy changes in the months ahead should provide a rich opportunity set as well as a 

backdrop that has historically produced strong risk-adjusted returns for these strategies.

EMERGING MARKETS

INFRASTRUCTURE

COMMODITIES

REAL ESTATE

DIRECTIONAL

NON-DIRECTIONAL

NEUTRAL

Regrettably, we missed the upgrade call on this asset class 18 months ago and are reluctant to move after the significant run-up

last year. Valuations are higher today, but the growth outlook, for both GDP and corporate earnings, is strong for the next two 

years. As we highlight, we do not believe China or the US have intentions of a full-blown trade war, however; the rhetoric (and 

the notion that Russian relations are approaching Cold War status) is enough to keep a lid on investor optimism. We 

recommend diversifying away from the heavy tech sectors in Asia.



BRACING FOR UPSIDE
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Rising interest rates and concerns over an overheating US economy were enough to finally reverse one of the longest unabated market 
streaks in recent history, resulting in the first market correction (10% pullback) in roughly two years. Sidelined investors who have been 
hoping for a pullback to add exposure finally got their opportunity, yet it appears they are still waiting. Volatility can often freeze investors, 
raising concerns that this correction could be the one that doesn’t bounce back. Media headlines have been unforgiving to say the least. In 
recent years, Europe’s surprise referendum votes and rounds of elections followed by government failures dominated headlines, but the 
political pendulum has shifted soundly back to the US. Trump tweets, continuous cabinet shuffling, stormy personal headlines, global trade 
wars, and most recently the potential for a renewed Cold War with a familiar foe have, understandably, caused investors to lose focus on 
underlying corporate fundamentals. The net impact has been a reduction in forward valuations for the S&P 500, down to 17x 2018 
estimates and nearly 15x 2019 estimates – levels that are much more comforting in our opinion and should ease investor concerns. 
Earnings expectations have not wavered. 

To state that international markets have been a bit quieter than the US would be an understatement. Brexit is on the horizon, but its long-
term impact on economic growth and corporate earnings is still cloudy and difficult to bake into current market assumptions. Central banks 
continue to ease abroad, and 2018 growth at this early stage appears to be building on the tailwinds from last year. Earnings growth 
expectations are in the high-single-digit range, and valuations are very reasonable. Technology is also under-represented across 
international indexes – if that continues to be a source of market volatility, the international investor experience promises to be more 
benign relative to the US. 

While the geopolitical climate is anything but harmonious, we can’t overstate the current financial strength and competitiveness of US 
corporations. Corporate tax reform is a game-changer and occurring at a time when global growth is about as strong as we have seen in 
over a decade, and these should both lead to record cash flow generation, improving balance sheets, share buybacks, and dividend 
payments to shareholders. We understand the political landscape is tumultuous and seems at odds with maintaining market exposure, but 
we do not believe now is the time to flinch.

This popular 1980 advertisement for Maxell’s high-fidelity cassette tapes first appeared in Rolling Stone magazine and became an
instant classic. Despite its emphasis on cassette tapes, floppy disks, and VHS recorders, Maxell has survived and is listed on the 
Tokyo stock exchange with a market capitalization of $1bn. Source: Wikipedia/Bloomberg
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TREASURY NEEDS TO KEEP THE PARTY GOING
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US Treasury Debt Maturity Schedule

Source: Bloomberg as of 4/11/18

Credit growth globally since the financial crisis has been substantial at both the corporate and sovereign levels. Increasing

deficits beget increasing debt issuance, and while most corporations used ultra-low interest rates as an opportunity to term out

their debt schedules, the Treasury did not do the same. There are many rationales the Treasury used for not significantly 

extending their maturity profile, but no matter how you slice it, the Treasury has significant bond maturities in the coming years. 

With the US continuing to hold a privileged position as the world’s main reserve currency, this is manageable, but global 

competition could cause this dynamic to shift in the longer term. Let’s just hope we get our act together before the bill comes 

due.



BACK-END RATES REMAIN ANCHORED
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Consumer Inflation Heating Up
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Treasury Curve Flattening

With domestic inflation starting to heat up, investors were expecting a responsive impact to the longer end of the 

treasury curve. But it seems long-end rates have not received the memo, at least not yet. Front-end treasury rates have 

increased substantially over the past 16 months, namely due to Fed signaling and increased treasury issuance in this 

part of the curve. While the back end has seen some volatility lately, the US 10-year Treasury bond just cannot seem to 

break out above 3%. We highlighted one of the reasons last quarter – low interest rates globally. This dynamic has 

caused the spread between the 2-year and 10-year treasury to reach 47 basis points as of 4/11/18, its lowest level 

since the fall of 2007. The Fed has signaled rising rates at least another two more times this year and three times next 

year; to avoid an inversion, the back end will need to drift upward. And while we are not calling for an immediate 

inversion of the yield curve, it is a very real possibility and is typically an ominous sign. 



SPREADS SEEM TO BE BOTTOMING
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US Credit Spreads

US Mortgage Spread

Both high yield and investment grade credit spreads 

reached post-crisis lows in the first quarter of 2018. The 

mid-quarter spike in volatility brought marginally higher 

spreads in both markets. While we are generally still 

constructive on domestic risk assets, it is difficult to be 

thrilled about putting money to work at such low yields, 

especially in the fixed rate high yield market. 

Corporations have used the low rate environment to 

issue historical levels of debt and lever up their balance 

sheets. If rates rise, some companies could face a harsh 

reality of having to refinance maturities at higher levels, 

eroding earnings.  

Agency mortgages have had a rough start to the year, 

down 1.2% in Q1. Mortgage rates have a high correlation 

to the 10-year treasury, with the spike in volatility causing 

the national 30-year mortgage rate to increase to 4.3%, its 

highest level in four years. Home prices in the S&P Case-

Shiller 20-city composite are now at highs last seen before 

the recession. All this makes it harder for people, 

especially first-time home buyers, to find affordable 

housing. The mortgage spread has also slowly started to 

tick upward, coupled with the Fed draining balance sheet 

assets, another headwind to the market. All this is to say, 

be cautious in mortgage-backed investments as 

opportunities are harder to come by.



US ECONOMY GROWS, BUT CONCERNS MOUNT
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Source: Strategas as of 3/22/18

According to a recent survey by The Wall Street Journal of over 60 

economists, the average expectation for Q1 GDP is 2.5% (range 1.8 –

3.1%), with subsequent quarters rising higher to bring the full-year 

expectation to 3%. The acceleration over 2017’s 2.3% pace should not 

be surprising. The four components of economic growth (consumption, 

investment, government, and net exports) are each supported by fiscal 

stimulus. It is easy to forget in the never-ending news cycle that the US 

economy is performing and that fiscal stimulus will be a significant driver.

All of this is good for the revenue growth of US companies, which flows 

through to the bottom line. Aided by a weaker dollar, sales growth year-

over-year in Q1 is expected to be +7%. Earnings estimates for Q1 have 

moved higher as we enter announcement season. Expectations are for 

+17% year-over-year earnings growth and a 15% jump over the prior 

quarter.  

Of course, all of this good news is tempered by growing concerns about 

the increasingly loud drumbeat of trade war. The Trump administration 

has moved forward on several tariff initiatives with seemingly two 

objectives: to force trade discussions into bilateral agreements and to 

specifically focus on perceived threats from China. There have been 

allegations of intellectual property theft  in sectors important to China’s 

Made in China 2025 initiative launched in 2015, emphasizing the use of 

technology to enhance its production processes. The initial salvos have 

been tit for tat, demonstrating resolve on both sides.  

The relatively modest size of the tariffs as compared with the level of total 

economic activity represented on either side does not suggest any 

significant disruption at its current level. A full-on trade war between the 

two largest economies of the world has no upside, and there is still the 

NAFTA negotiation and others coming up. There is time to address trade 

concerns directly without fully implementing the suggested tariffs, but 

risks do exist. We ultimately believe the bark to be worse than the bite 

and expect softening tariff stances on both sides in coming months.



DEFICIT SPENDING OCCURRING LATE CYCLE
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Source: Bridgewater

Source: Bloomberg as of 2/22/18

US Fiscal Deficit in the Context of Unemployment
We must remind investors that the initiation of deficit 

spending programs nine years into a cyclical expansion is 

unusual.  Typically, the deficit improves in the latter part of 

the cycle as the benefits of low unemployment kick in, i.e., 

declines in unemployment benefits and a broader tax base. 

Does a deficit-funded fiscal program create growth, 

inflation, or both?  The answer to the question resides in 

whether the use of the money leads to increases in 

productivity (doing more with less), which has been lacking 

in recent years. It will be some time before the results can 

be measured.   

Productivity matters as it impacts monetary policy, which 

flows to short-term interest rates, influences long-term 

interest rates, and affects currency. As interest rates have 

been rising on the short and long ends of the curve, the US 

dollar has declined relative to a basket of its biggest trade 

partners. The declining dollar can be interpreted as a lack of 

investor confidence that productivity will improve enough to 

offset the deficit created.

It is important that the Fed get monetary policy right to 

balance fiscal policy and the cycle – differentiating between 

transitory effects on prices (such as currency or energy 

price fluctuation) and sustainable inflationary pressure (like 

wages). We are mindful of the risk of potential breakdown in 

traditional diversification found mainly in the weak 

correlation of stock and bond returns during the next cycle. 

Should rates and risk premiums (what investors demand to 

take risk) rise at the same time, there will be a larger 

drawdown risk in balanced portfolios than anticipated based 

on long-term history. Investors have had a taste of that 

increased relationship (correlation) in the correction in Q1.   

Unemployment



TECHNOLOGY LEADERSHIP UNDER SIEGE GLOBALLY
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Source: Goldman Sachs

If you have ever trailed an experienced group of road bikers, you’ve probably noticed that the “pack leader” often seems to rotate. 
Studies show that it is about 30% harder to “pull” in front than to draft behind others, so riders will typically spend a short turn at the 
front, followed by a longer opportunity to draft. The same can hold true in equity markets. For the past 21 months, growth 
technology companies have pedaled hard and set a fast pace for the global equity markets, outperforming broader equities by 
~33%. This outpaced performance has led to elevated market multiples within the sector. As demonstrated below, the technology
sector continues to have a forward P/E of close to 18x, which is high on both an absolute and a relative basis compared with other 
sectors. While underlying technology fundamentals remain supportive of this valuation multiple, the recent congressional  
intervention into the underlying business models responsible for much of the market advance is likely to pressure the value that
investors ascribe to the sector. The scrutiny is reminiscent of the government’s investigation and regulation of healthcare drug
pricing, a sector of the market that continues to struggle to reclaim previous valuation levels.  

While we are not making the case that value will necessarily take over growth at this juncture, we do expect market performance to 
be broader this year and in 2019. There is no denying that the weaker dollar has benefited many US companies. Our team 
continues to find attractive pockets of value in sectors such as Financials, Industrials, and Consumer Discretionary that are worthy 
investments and continue to benefit from tax cuts in a positive macro environment. We recommend that investors prudently 
rebalance their growth sectors at this juncture. 

12-Month Forward P/Es Relative to the Last 10 years (MSCI World)



REGULATORS TURN THEIR FOCUS TO TECH
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Source: Morningstar Direct as of 3/31/18, Reuters/IPSOS public opinion poll and the 

congressional hearing regarding Facebook.

Over the past five years, Facebook, Amazon, Netflix, and 
Google (Alphabet) have given investors cumulative returns 
of 475%, 470%, 856%, and 149%, respectively. Compare 
those numbers with the S&P 500’s return of 83% over the 
same time period and it’s no wonder these stocks have 
their own acronym (FANG). 

To some extent the share price appreciation mirrors the 
growing fiefdoms that these business models have created, 
much of which has been built on extreme consumer 
adoption protected by first mover advantage and wide 
competitive moats. In the cases of Facebook, Google, and 
to some extent Amazon, consumers have benefited from a 
life-changing technology platform with little to no cost to 
bear, at least financially. 

While consumers have not been forced to open their 
wallets, they are now realizing the extent to which their 
personal information is being monetized to subsidize the 
technology – Facebook potentially being the most extreme 
offender. As the chart highlights, the recent scandals have 
resulted in a majority of people no longer trusting the once-
adored social media site. 

During Facebook CEO Mark Zuckerberg’s recent congressional testimony, Senator Richard Blumenthal (D-CT) stated, “My reservation 

about your testimony today is that I don’t see how you can change your business model, your business model [being] to monetize user 

information [and] to maximize profit over privacy, unless there are specific rules and requirements enforced by an outside agency. I have 

no assurance that [your] vague commitments are going to produce actions. The rules of the road have to be the result of congressional 

action.” This statement underlines perhaps the biggest risk for all of the FANG stocks and a number of other large tech companies that 

profit from user data. Federal Trade Commission cases against Facebook in 2011 and Google in 2012 resulted in little action, but with 

public opinion turning against these companies, we may see a different result. The challenge is that these companies have changed the 

world in overwhelmingly positive ways, both for consumers and for businesses, so how far can Congress regulate them before consumers 

(voters) also feel the weight of regulation, either financially or socially?



VOLATILITY CREATES A BUYING OPPORTUNITY
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Whether attributed to rising rates, the length of the market 
cycle, inflation concerns, or geo-political risks, equity 
markets provided investors the first correction in two 
years during the opening quarter of 2018, bringing life 
back to the volatility indices (VIX) that had long been 
dormant. For reference, the S&P 500 saw 23 daily moves 
of +/- 1% during the first quarter of 2018. This compares 
to only 8 during the entire calendar year of 2017. 

While it can be challenging to pinpoint the catalyst behind 
the selloff and even harder to estimate the magnitude of 
decline that is justifiable by the catalyst, we are comforted 
that underlying corporate fundamentals are as strong as 
we have experienced in several years. Without the 
revenue and earnings support, we would have likely 
recommended that investors reduce risk. As a reminder, 
EPS growth (led by oil) was flat during the three years 
preceding 2017, but last year companies generated close 
to 11% in aggregate EPS growth. Following that, 
consensus is projecting 2018 EPS growth in the 20% 
range – with significant help from lower corporate taxes. 

The mid-quarter drawdown also helped create a PE 
multiple that is more tolerable to the market. The forward 
PE is now two multiple points below its recent November 
2017 peak and the cheapest we’ve seen in over two 
years. On a forward PE basis, the S&P 500 is trading at 
17x, which is modestly above the long-term average.

Market Corrections of -10% or 

Greater Since 1990 (S&P 500)

Source: Strategas



RETURN POTENTIAL HIGHER ABROAD

12

Source: JP Morgan

Equity Risk Premiums Favor Developed International

The equity risk premium is intended to measure the relative attractiveness of equities over bonds in local markets and can be
used to compare the relative return opportunity across regions. Given the increase in US bond yields, the equity risk premium is
currently most attractive in Europe and Japan. Both markets are expected to build on the earnings momentum from 2017 and 
generate high-single-digit earnings growth in 2018 and in 2019. What also distinguishes international developed equities is that
central banks are still purchasing bonds to depress yields and hopefully stimulate growth (and inflation), generally a catalyst that 
supports asset prices. While US earnings growth is expected to eclipse other regions, modest valuations and a quieter political 
backdrop may provide investors another strong year for international equities.

Source: IMF

Japan

Europe

Asia ex

US



WHILE US TIGHTENS, EUROPE AND JAPAN EASE
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Source: IMF, tables exclude 
agency debt securities

Government Bond Issuance vs Purchases
Impacting the equity risk premium, European and 
Japanese central banks continue to engage in net 
bond purchases. They are attempting to keep 
interest rates low and stimulate both economic 
growth and inflation, indirectly lifting asset prices 
and inflating the equity risk premium. 
Comparatively, the US is actively lifting interest 
rates in an attempt to stall inflation which is 
steadily rising above the fed’s comfort zone. 

In isolation, central bank policies can create the 
tinder for economic expansion, but it still requires 
a concentrated effort from both consumers and 
businesses to do their part when the backdrop is 
favorable, providing another tailwind for equity 
markets.

In Europe, the unemployment rate continues to 
decline and has room to improve versus prior 
lows (the US unemployment rate is already below 
its 2007 level), and retail sales reflect the 
momentum. Manufacturing data has softened 
slightly in recent months from extremely high 
levels but still suggests solid expansion in 2018.

In Japan, companies are unable to find workers to 
fill jobs; the widely reported jobs-to-applicant ratio 
is at its highest level in over 40 years and could 
be the catalyst to loosen immigration laws, while 
Japan factory data also points to a robust 
economic backdrop.

Issuance

Purchases

Purchases



EMERGING MARKETS GAINING SHARE
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Prior to the Global Financial Crisis, an emerging market equity allocation in investor portfolios may have been considered 
optional or appropriate for clients requiring a higher rate of return (and risk) relative to other asset classes. At that time, 
emerging markets represented approximately 22% of global GDP and were characterized by high volatility and a high 
dependence on commodities. Following a decade of sluggish developed market growth and mid-to-high single-digit growth 
in India and China, emerging markets will represent more than 40% of the global economy in 2018, a level and investment 
opportunity that is harder to ignore. Led by China, the composition of growth is also more balanced relative to the prior era
(2004-2007), with less dependency on commodities and cheap labor in favor of services and consumer spending. Lastly, 
Asia now represents 60% of the world’s population, and its GDP per capita growth is the highest in the world. Investors 
should be hard-pressed to miss this opportunity entirely.

Emerging Markets Share of Global GDP at 40%!

Source: Neuberger Berman



NEAR-TERM FUNDAMENTALS SUPPORT EM
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Stabilization in China’s GDP, improving return-on-equity metrics, and accelerating earnings growth across the region boosted 
equity markets last year. From the bottom-up perspective, emerging markets remain one of the more compelling investment 
opportunities. The combination of double-digit earnings growth (again) with modest valuations (14x forward earnings) against a 
backdrop of strong global growth presents an attractive investment case for emerging market equities. Recent performance has 
been largely driven by the technology sector (a handful of securities that we discussed last quarter). As these companies now
carry lofty valuations (and expectations), we would recommend investors limit exposure to the hot sector that has approached 
more than 28% of the broader EM Index. Other sectors of the market will likely receive a second look in 2018 as investors rotate
away from technology globally and focus more on previously underperforming pockets of the market. This could include energy, 
materials, and consumer segments. As our previous research highlights, increasing demand for energy (as China leans away from
coal) and the strengthening local consumer will create other investment opportunities. 

MSCI EM Forward 12 Months EPS Growth 

Expectations

Source: Neuberger Berman

Valuation Discount Likely to Narrow

Emerging

Developed



LONGER TERM, DEBT LEVELS ARE CONCERNING
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Nothing happens in a vacuum, and experience has taught us that the macroeconomic conditions carry heightened importance when 
allocating capital to emerging markets, i.e. strong sell-offs have been triggered by currency devaluations (central bank policy), debt default, 
unsustainable fiscal deficits, etc. Across the emerging markets complex, we believe most of the economic conditions are currently stable, 
including current account deficits, which in most cases have narrowed for emerging market countries in recent years. More recently, the 
threat of a global trade war initiated through import tariffs has attracted media headlines, creating additional volatility at a time of increased 
market fragility. We suspect the tariffs will have limited impact on market fundamentals, either because the potential size of the tariffs is 
dwarfed by other factors (current stimulus) or because currency adjustments will soften the bite. The Chinese yuan has appreciated 10% 
(versus US dollar) since early 2017, a reversal of which would meaningfully offset a potential surcharge levied on Chinese exports. More 
alarming is the direction of China’s debt-to-GDP ratio over the past decade. As highlighted above, China’s debt-to-GDP ratio stands at 254% 
(up from 142% in 2006). Compared with other emerging market countries the level is worrisome to say the least, but compared with
developed market economies it is comparatively in line at current levels. It begs the question: should China still be considered emerging? No 
matter the comparison, the growth in debt is concerning, prompting S&P to downgrade China sovereign debt to A+ (down from AA-) last 
September. While the increase in debt is concerning, we do not believe it to be a near-term issue. China officials have been increasingly 
public about the country’s use of leverage, at both the government and corporate levels, and have expressed a desire to limit growth and/or 
diversify the drivers. It remains to be seen if the acknowledgement of the problem will be enough to warrant action.

Source: IMF

Sovereign and Nonfinancial Private Sector 

Debt – GDP Ratios



As we have for some time, we favor global REITs for listed real estate allocations. This view is based on a strong yet 

still attractive international REIT market that continues to benefit from healthy and improving local economies and  

positive underlying real estate fundamentals, and sits in a better phase of the post-GFC and central bank policy 

cycles. International REITs have massively outperformed domestic REITs since last summer, some of which can be 

attributed to a weak US dollar, but much of which can be attributed to a relative lack of oversupply and the secular 

consumer shift wreaking havoc on US retail property owners. In the face of two more potential Fed rate hikes this 

year coupled with the potential end of a near decade-long bull market, we see this domestic underperformance 

continuing in the near term.

17

DOMESTIC REAL ESTATE FACING HEADWINDS

Source: Bloomberg as of 4/10/18

International vs. Domestic Listed Real Estate
US underperformance is poised to continue

Ex-US



Several market pundits have been calling for a late US economic cycle commodity surge against the backdrop of 

moderate inflation momentum and Fed interest rate hikes, as was the case in the last two tightening periods. Recent 

consumer and producer price index data seem to support this thesis, though a number of forecasters made this call 

one year ago only to watch commodities as a whole return just 2.5% over the past twelve months. While the setting 

at the start of the year for a sustained run in industrial metals on the heels of synchronized global economic growth 

might have seemed straightforward, fast forward to today, when we have witnessed a considerable pullback in the 

group, concurrent with select grains reversing course to post high-single-digit returns through the first quarter. We 

caution investors to be mindful of the low correlations and oscillating nature of price movement across the different 

commodity complexes.
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COMMODITIES MIXED PICTURE LATE CYCLE

Global bonds represented by Barclays Global Aggregate Bond Index. Global Stocks represented by MSCI World Index. 

Commodities represented by Bloomberg Commodity TR Index. Source: Bloomberg as of 12/31/17

Current Interest Rate Environment
Artificially depressed rates set stage for future rate normalization

Global Bonds: +6%

Global Stocks: +8%

Commodities: +47%

Global Bonds: +9%

Global Stocks: +28%

Commodities: +30%



Alternatives, specifically hedge funds, have traditionally performed well in rising interest rate environments. The past 

three Fed tightening cycles have seen very strong returns, both in absolute terms and relative to long-only equities. 

We anticipate this current cycle playing out no differently, especially coupled with the return of market volatility. We 

suggest investors seeking to pare back their fixed income exposure consider shifting capital into alternatives.  

19

HISTORY SUPPORTS ALTERNATIVES AT THIS STAGE

Source: Bloomberg; Index returns are cumulative total returns over the time period.

Tech Bubble Rate Hikes
Fed Funds increases by 200bps; S&P 500 returns 24% 

Housing Bubble Rate Hikes
Fed Funds increases by 425bps; S&P 500 returns 14% 



APPENDIX
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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 not meant as an 

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

The sample asset allocation models shown were constructed using indices to demonstrate Edge’s sector allocation. All performance shown is net of 

performance fees and reflects reinvestment of dividends. You cannot invest directly in an index.
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