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Summary of views 

INVESTMENT GRADE

MORTGAGE

SECURITIES

NON-INVESTMENT

GRADE

US LARGE CAP FAVORABLE

At the risk of repeating ourselves: the equity experience this year will be volatile largely due to rising geopolitical risk factors, 

most of which have continued to escalate. We still believe that the rhetoric around global trade and tariffs will subside, 

transitioning investor attention back to a strong corporate backdrop. Earnings growth, repatriation, and lower corporate tax 

rates are all substantial catalysts for US large caps. 

FAVORABLE – IMPROVED FROM NEUTRAL

The escalating geopolitical concerns combined with the strengthening US dollar are creating a supportive narrative for US 

small caps. Earnings growth has accelerated within the group, thereby lowering the small cap valuation to more palatable 

levels versus one year ago. Historical returns have lagged nearly all major US indexes over the prior 3- and 5-year periods. In 

short, there are tailwinds and momentum behind the group, which could sustain through year-end.

NEUTRAL – REDUCED FROM FAVORABLE

What has changed since last quarter is that Europe is now fully engulfed in the trade and tariff fallout. In June, President 

Trump announced a new set of tariffs aimed at industrial metals exported from the eurozone, potentially creating a headwind to 

a region that is far more dependent on exports – nearly 50% of the eurozone’s economic growth is dependent on exports. 

European autos could be next on the list. Japan could remain a bright spot, as the country has been insulated from tariff 

concerns. 

US SMALL CAP

INTERNATIONAL

FAVORABLE 

Within the Investment Grade sector, we continue to like high-quality securities. Risk-free rates have been steadily increasing and 

look poised to continue to do so on the front end. Duration has been a drag on performance year-to-date, and with the continued 

flattening of the yield curve, the additional yield to bear interest rate risk between a 2- and 10-year Treasury is at a 10- year low. 

NEUTRAL

Home prices continue to remain strong. With the rise in interest rates to start the year, mortgage rates have risen as well, which 

has caused some volatility in new mortgage applications. The draining of the Fed’s agency mortgage portfolio has been well 

absorbed by the market, and if rates continue to be contained on the longer end of the interest rate curve, mortgage securities 

can continue to produce solid returns and be a good hedge against a potential downturn.

NEUTRAL

The resiliency of the lowest-rated companies this year has been impressive, and largely attributable to technical factors. Credit 

spreads reached 10-year lows in both junk bonds and leveraged loans earlier in the year. And while these lows in credit spreads 

are likely behind us, as long as risk-on sentiment is strong, these assets will continue to be well bid. As we expound on later in 

the outlook, the increased growth of the non-investment grade universe post-crisis has been quite large and could present 

problems down the road.
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Summary of views (continued)

NEUTRAL

While the headline index return has been disappointing (-6.6%), beneath the surface the trade and tariff fallout has created 

havoc for some of the individual country indexes (China Shanghai -16% YTD). These concerns combined with a strengthening 

US dollar and rising EM bond yields have also created formidable headwinds for this group to broadly advance. While we 

would like to buy into the weakness, the list of concerns - many of which have bite - is not dissipating. 

NEUTRAL

Global listed infrastructure’s rebound last quarter was encouraging, but potential moderate headwinds remain on the horizon 

as the global trade war unfolds. Private asset managers are in the process of raising substantial capital for direct investment 

funds, which could eventually lure more public market investors back to the space. We do not see any near-term catalyst to 

drive performance in excess of a traditional balanced portfolio, and thus remain neutral on the space.

UNFAVORABLE – REDUCED FROM NEUTRAL

Potential continued strength in energy is likely to be offset by further weakness and continued uncertainty in agriculture and 

industrial metals as a result of the ongoing global trade war. Inflation continues to be tame, and market expectations for future 

inflation increases do not present near-term concern. Accordingly, we move to unfavorable on the overall asset class.

NEUTRAL

US listed real estate is trading at a slight discount to domestic large cap equity on a forward relative valuation basis for only the 

second time since the GFC. High relative dividend yields coupled with recent momentum and a flight-to-safety capacity during 

market volatility warrant a portfolio allocation. Despite the positives, we still believe broad equities will deliver in 2H.

FAVORABLE

Directional strategies remain attractive over the upcoming year based on their potential to protect capital. Expectations for

regional dispersion favor global over domestic equity long/short funds. Event driven has performed well this year, but medium-

term performance will likely be binary given a small number of unsettled but pivotal transactions in the market. Select 

insurance-linked funds remain attractive.

FAVORABLE

Increased volatility across emerging markets currencies and debt, commodities, and equities resulting from global trade 

tensions provides an attractive opportunity set for global thematic macro strategies, as well as for global relative value 

managers, given a likely increase in dispersion on a regional basis in the back half of the year. Conversely, systematic CTAs

may continue to be challenged in the near term.  

EMERGING MARKETS

INFRASTRUCTURE

COMMODITIES

REAL ESTATE

DIRECTIONAL

NON-DIRECTIONAL



WAITING FOR THE BLUFF
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Exiting the first quarter, trade tariffs had just emerged as front page news, and our view at that time was that the threats would slowly 
moderate and eventually result in negotiated deals on a number of fronts. Our concerns were also partially mitigated because the size of 
the tariffs was modest relative to global growth and trade. Since that time, the rhetoric has escalated considerably and has spread to 
include Canada and many of our European counterparts. The escalation has generally held the equity markets in check for the past
several months – US small caps being one of the few areas that shined with the belief being they are “immune” to the potential economic 
impact. 

The desire to have fairer trade and to protect individual interests has not only manifested itself at the national level but is also unfolding 
within the US at the state level. The existing US commerce laws have not required national Internet retailers to collect sales tax in 
locations where they have no physical presence, but a recent challenge to that practice has gone to the Supreme Court. Going forward, 
states now have the ability to collect sales tax on products purchased locally online, opening an estimated $30 billion in taxes to be 
collected annually by local governments. The new rule is intended to level the playing field away from the Internet giants who have been 
able to squeeze margin from their brick-and-mortar competitors. While state coffers will receive a lift, it remains to be seen if consumers 
come out ahead.

At the surface, the levy of taxes to correct imbalances is intended to create a fairer relationship between transactional partners. In reality, 
the long-term consequences of trade war (nationally or locally) could be to the detriment of all parties involved. Case in point – US steel 
producers immediately reacted to the 25% tariff on imported steel by raising prices. Difficult to determine whether the trumped-up 
protectionism is here to stay or if all sides are simply playing the part until someone folds. While the size of the Trump tariffs still remains 
muted, the risks are elevating that China (the party that stands to lose the most given the trade imbalance) reaches into its political deck 
to play an unexpected card, further raising the stakes. While we still believe that all sides will realize that no one generally wins, the 
continuation of the rhetoric could overshadow a strong economic and fundamental narrative that has the potential to elevate equities 
through the second half.

“Dogs Playing Poker” by Cassius Coolidge. 

One of 16 paintings originated from the early 1900s 
commissioned to advertise cigars. The first edition of 
the series sold for nearly $700,000 at a Sotheby’s 
auction in 2015.

Source: Wikipedia, 
https://en.wikipedia.org/wiki/Dogs_Playing_Poker



WILL THE FED INVERT THE CURVE?
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Based on the fundamentals, the economy is running in stride. The unemployment rate is very low, the labor force participation

rate is increasing, GDP growth is strong, and inflation has been moderate. All of these have been listed as rationales for the 

Federal Reserve to slowly start raising the Fed Funds rate from its historic lows. While the market had been expecting a total of 

three rate hikes in 2018, the FOMC surprised with a hawkish tilt in June, indicating a total of four increases for 2018 would be

warranted, with an additional three in 2019 and one more in 2020. Front-end rates reacted accordingly, but longer-term rates do 

not want to play along and continue to be anchored by global concerns. At its current 30 basis point differential, the spread

between the 2- and 10-year is concerning. The market might be trying to call the Fed’s bluff and force it to walk away from a total 

of four hikes for 2018 or alter the schedule of balance sheet tapering before the next hikes cause the yield curve to invert.

Curve Flattens During Rate Increases

Source: Bloomberg



UP, UP, AND AWAY FRONT END RATES GO 
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Source: Bloomberg

Front End Rates Are Up

There has been a sizable increase in front-end interest rates as the FOMC continues to raise interest rates. For the first 

time in almost 10 years, yields on short-term Treasuries are above 2%. This is causing a broad repricing of risk assets as 

the risk-free rate is usually the building block for asset pricing models. There is also the concern that as rates rise, floating 

rate liabilities are becoming more expensive to service. While, post-crisis, the mortgage market is not as susceptible to this 

risk as it once was, there is now concern that corporations might be more exposed this time. Net, cash or close proxies are 

increasingly appealing. 



CREDIT ACCESSIBLE BY TOO MANY?
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Leveraged Credit Growth Driven by Loans

Over the past few years the markets have witnessed a 

large expansion in credit growth. Obviously during a 

recession credit contracts, so it is not abnormal for credit 

markets to start opening back up post-recession. And 

while not an immediate concern, something we are 

keeping our eyes on is the growth of credit at the lowest 

tiers of issuers. Whether it is in the investment grade 

corporate universe, which is now roughly 50% BBB (the 

lowest tier of investment grade), up from 30% pre-crisis, 

or the non-investment grade market, where both the 

leveraged loan and junk bond markets have doubled. It 

seems most corporations used the ultra-low rates to their 

advantage. Some companies used these funds to 

increase dividends, issue share buybacks, refinance 

higher-cost debt, or fund acquisitions to boost profits. 

When interest rates and credit spreads are low, the debt 

growth seems manageable; it starts to become a 

concern when interest rates and/or credit spreads start to 

increase and issuers that are exposed to floating rate 

liabilities start to have higher interest servicing costs or 

need to refinance debt at a higher rate. It will take some 

time for higher interest costs to flow through onto 

balance sheets, but we could be witnessing the 

conditions being set for the next bubble.

US Corporate Debt as % of GDP



REBALANCE INTO VALUE THIS TIME?
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While exceptionally long-in-the tooth, the outperformance of growth stocks over value shows no signs of fatigue through the first half of 
2018, extending a run that started in the midst of the GFC. Looking back over the previous decade, declining interest rates and loose 
monetary conditions are supportive of long-dated cash flows (i.e. growth and technology), but the extent of the outperformance has been 
impressive. Specific to the US, large cap growth has tripled the performance of large cap value since 2016. We caution investors to not lose 
sight of the fact that the growth rally has been incredibly narrow – led by the FANG stocks. The five largest technology companies now 
represent close to 16% of the aggregate US market - this compares with 16% for the five largest technology companies during the peak of 
the Internet bubble in 2000, and 20% for the five largest of the Nifty Fifty. 

The continued outperformance during the first half of 2018 is somewhat at odds with history – generally rising rates have been a tailwind for 
value stocks to lead growth. Our explanation is that the first quarter economic softness provided enough reason for investors to lean further 
on growth stocks, exploiting a trend that has carried the market. Given the magnitude and duration of the outperformance, not to mention the 
valuation of the leaders, we recommend investors rebalance into value for what we believe could be a strong second half at the expense of 
some of the recent technology darlings. 

Source: Strategas



EUROPE TO BE A STOCK PICKERS MARKET IN 2018
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Softening manufacturing data, rising political uncertainty, and 
the end of Central Bank easing on the near-term horizon have 
all contributed to weakened enthusiasm for European equities 
in 2018, stalling the momentum from the previous year. While 
much of the same could be said for the US, the catalyst of tax 
reform has been enough to stall European flows in favor of the 
US in recent months. The threat of a global trade war between 
major nations is also not helping the outlook, especially for a 
region that is dependent on exports. 

While it is always hard to reignite the excitement, there are 
plenty of reasons to believe Europe is a stock pickers’ market. 
For one, the European consumer is much better positioned 
today. Overall, the Euro Area labor market is continuing to 
improve. Year-over-year wage growth is nearing 4% following 
many years of depressed employee compensation. 
Additionally, the job market has improved. After remaining at 
an elevated level from 2009 to 2017, the unemployment rate is 
now below 9.5%. Against this backdrop, consumer–facing 
equities should perform well.

The valuation story in Europe has also strengthened. When 
investors look back to 6/30/17, the trailing 12-month PE ratio 
was 20.8x for the MSCI Europe Index. That compares with a 
materially lower trailing PE of 15.9x today. On a forward basis, 
the same index is trading on a forward 12-month PE of 14.2x, 
a 17% discount to the S&P 500. Lastly, for the first time in 20 
years, the average dividend yield of European equities is 
above their local high yield bond indexes.

Ultimately for Europe to capture broad investor attention, the 
threat of a global tariff trade war needs to subside and the 
economic backdrop needs to show signs of life again in 2H. 
We think stock pickers will find lots of value across the region 
– yields are especially attractive at current levels.

Euro Area Wage Compensation 
Growth

Rolling 52-Week Correlations of 
European Equity Markets

Source: JP Morgan, Strategas
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Russell 2000 & S&P 500 EPS Growth
(TTM, Y/Y Pct. Chg)

Source: Strategas

SMALL CAP CATALYSTS IMPROVE WITH TARIFF TALK

US equity investors experienced a thrill when the largest tax reform package in 30 years was passed. The fiscal stimulus through tax 
cuts, additional government spending, and repatriation is estimated to be $800 billion throughout 2018. Fast-forward to today and 
uncertainty around tariffs and trade wars is continuing to dominate the headlines. It now feels like the Trump administration is less 
willing to back down, and further escalation is possible. As we write this, the total size of the tariffs is estimated to be ~$120 billion. 
The nervousness around the topic created opportunity for US equity investors as we experienced a 10% drawdown in the S&P 500 
during the first half of the year and a return to volatility. 

Small cap companies are major beneficiaries of the changes in corporate tax reform and an easement in the regulatory environment. 
An additional benefit is the fact that typically small caps have less exposure outside of the US and should be more sheltered from the 
proposed tariff headwinds. Given these benefits, the Russell 2000 has returned a solid 7.7% return during the first half of 2018 and 
should have continued earnings momentum going into the second half of the year. From a fundamentals standpoint, the Russell 2000
is trading at 25x next 12 months’ earnings (NTM). When analyzing the relative valuation ratio comparing the S&P 500  Russell 2000 
NTM PE, the ratio is currently at 1.4x today, which is in-line with the 10-year average. Given the above-mentioned tailwinds for the 
asset class, we believe small-caps have momentum through the second half. 



EMERGING MARKET HEADWINDS CONTINUE
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The macroeconomic headwinds continued to smother emerging market investors during the second quarter and, unfortunately, 
show few signs of abating during the second half of the year. Our previous commentary regarding emerging markets highlighted 
our belief that the rhetoric concerning a global trade war largely being fought between the US and China would eventually give 
way to cooler minds and negotiated trade deals that pander to individual interests. Instead, countries have retrenched further and 
the magnitude has escalated. China’s local equity marketplace, the Shanghai Index, has declined approximately 16% this year 
due to the perceived economic pressures, while its currency has depreciated nearly 6% in only a few months, the silver lining
being the enhanced affordability of Chinese exports.

Aside from the threat of tariffs, higher developed markets interest rates (led by the US) have pressured emerging market debt, 
increasing yields at a time when debt-to-GDP levels have risen materially since the financial crisis. While the macro backdrop is 
tenuous to support an emerging market equity advance, the negativity has the potential to dissipate quickly, as economic and 
corporate fundamentals remain sound broadly. 

Source: JP Morgan

Rising EM bond yields 
have historically chilled 
EM equities, this time 
being no different. We 
think the pressures will 
continue in the near-term.

Flows have also recently 
reversed away from EM 
equities. 

Many EM currencies 
continue to devalue, the 
Rupee, Ruble, and 
Renminbi have all 
devalued versus the Dollar 
in recent months. 



Crude oil has re-touched $70/bbl for the first time since the energy crisis began in 2014. This surge can be attributed to several factors 

hampering global supply, specifically OPEC’s agreement at the end of last quarter to increase production by less than market expectations, 

harsh rhetoric on the resumption of Iran sanctions curbing oil exports, and a sharp decline in Venezuelan production given the country’s 

economic turmoil. Inventory draws in the US have been fairly steady since the stockpile peaked early last year. The last EIA weekly report 

before quarter-end recorded a 9.9 million-barrel decline, the largest inventory draw since the third quarter of 2016 and more than triple the 

amount analysts had expected. 

Against the global supply backdrop, the pendulum appears to have swung in regard to investor sentiment in the equity markets (at least for 

now). Leading into last quarter, energy was broadly considered the most hated sector by portfolio managers, as evidenced by its sector weight 

in the S&P 500 falling to approximately 6% of the index, down from about 11% pre-energy crisis. However, the continued rally in crude oil prices 

coupled with E&P companies’ refocus on boosting profitability, improving returns on invested capital, and increasing shareholder distributions 

have brought the sector back into favor with many asset managers. This has resulted in energy receiving the largest increase in earnings 

estimates (out of any sector) last quarter. But perhaps more impactful, this refocus on returns over capital expenditures aimed at finding new 

supply has caused reserves at major producers to fall and the industry’s reinvestment ratio to plunge to the lowest in a generation, setting the 

stage for a potential continued rally in oil prices.
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OIL SUPPLY SWINGS FROM HIGH TO LOW

Source: Bloomberg, The Wall Street Journal

Oil prices have surged amid falling supplies… …Driving energy shares to outperform in Q2 



The Trump administration’s implementation of tariffs on various commodities and intermediate and finished goods imported from China are having a 

significant impact on various parts of the capital markets. Industrial metals (copper, aluminum, and zinc) prices have declined substantially in a short time 

period, raising concerns that the decline is a precursor to a slowdown in global growth. Platinum, where primary demand is derived from catalytic 

converters for diesel car engines, has fallen 18% since its peak in January to the lowest price level in a decade. According to the CFTC, bearish bets 

exceeded bullish ones by the largest amount ever at the end of last quarter, as hedge funds and other speculators have piled in on the wager that prices 

will continue to sink as a result of Chinese retaliatory tariffs on American automobile imports.

Potentially more impactful to the domestic economy is the fall in US soybean prices to a decade low in response to retaliatory tariffs imposed by China on 

American farm goods. China is the world’s largest consumer of the oilseed, which is used to make cooking oil and animal feed, and now accounts for one-

third of world demand. Soybeans are the top agricultural commodity imported from the US by far, accounting for 60% of the US’s $20 billion of agricultural 

exports to China. Brazil, the world’s biggest soybean exporter, is set to fill the gap left by American soybean farmers. However, Brazil doesn’t export 

enough soybeans to meet China’s demand alone, and there are few other major shippers besides the US, leaving the longer-term impact uncertain.      

Heightened escalation of these trade disputes could further dampen the demand for commodities and potentially suppress global economic growth. While 

the resolution of the US-China trade tensions seems considerably far off in the distance, what appears probable in the short term is increased volatility 

throughout the global financial markets.
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TRADE WAR – HOW WILL THESE TARIFFS PLAY OUT?

Source: Bloomberg, JP Morgan, The Wall Street Journal 

Several tariff-related commodities have tanked… while global trade has been weakening 

Industrial Metals Soybeans PMI Manufacturing Exports



SPECIAL TOPIC: THE TWO SIDES OF AUTOMATION

Any discussion around automation and its impacts is 

inherently two-sided. Positively, automation and 

improvements in technology have allowed for a number 

of products to be made affordable and available for 

people who may never have been able to obtain them 

otherwise. Negatively, any job that is lost to automation 

could result in a permanent loss of income if that person 

is unable to find a new job.

The OECD completed a working paper in 2018 that 

attempted to identify across multiple developed nations 

the jobs that are most at risk of automation. The chart to 

the left shows a summary of their findings. The jobs least 

at risk are dynamic and require a high degree of social 

intelligence (teaching and healthcare). The jobs that are 

the most at risk are highly monotonous, such as flipping 

burgers or truck driving.
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A number of companies, including Uber and Tesla, have been attempting to implement their own version of self-driving trucks, which 

could drastically reduce the cost of shipping. A company called Creator has automated the task of flipping burgers. Creator has soft 

opened its first restaurant in San Francisco, with plans for a full opening in September. The restaurant features a mechanical see-

through box that makes, cooks, and serves the patty complete with your selected toppings. The entire process is made to order and 

takes about five minutes. The burger costs $6, and the early reviews have been overwhelmingly positive in terms of taste. Creator 

has already raised over $24 million in venture capital from Google’s GV and others.

These are just two examples of automation offering us increased efficiency and lower prices. The question then remains, what will 

happen to the displaced workers? In 1850, 50% of the US population were farmers. Today that number is less than 2% and 

unemployment in the US is at all-time lows. This statistic leaves us hopeful that US workers will adapt and learn new skills. 

Sources: OECD,  The Economist, Visual Capitalist, TechCrunch



APPENDIX
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Source: Bloomberg; Index total returns are percentages (%) and in USD unless specified (Local). Commodities: “Last”, “3Yago”, & “5Yago” are spot prices. 

Currencies: “U.S. Dollar” is spot index (DXY). Foreign currencies are percentage (%) change vs. USD. “Last”, “3Yago”, & “5Yago” are spot exchange rates vs. USD.



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.

Copyright © 2018 Edge Capital.
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