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SUMMARY OF VIEWS 

INVESTMENT GRADE

MORTGAGE

SECURITIES

NON-INVESTMENT

GRADE

US LARGE CAP
FAVORABLE

Despite a recent souring of investor sentiment, there are many compelling reasons why investors should stay the course. To 

start, valuations are not extended, even when viewed from a operating profit basis. The US economy is performing very well,  

employment momentum remains, and profit growth will be up double digits this year, and positive next year. We are monitoring 

several items that could impair the profit growth outlook, including labor expenses and commodity prices (input costs), all of 

which remain at manageable levels and not unusual given recent economic growth. Volatility will remain challenging!

FAVORABLE 

Similar to our view on large-caps, many of the same underpinnings remain supportive of small-caps in the near term. The 

biggest benefit of the asset class, relative to large, is the higher dependency on the US economy which is humming right now.

Tight employment conditions, along with higher credit costs, can be headwinds, but again these conditions remain manageable 

at current levels. 

NEUTRAL

Due to lackluster economic growth and geo-political challenges (e.g., Brexit, Italy and Turkey), investors have left international 

equities behind this year, creating an interesting opportunity in 2019 when US economic and corporate growth slows in 

comparison to 2018. It remains to be seen if investors will care. While the valuations are compelling, we think investors will 

have high demands to move capital away from the US. The direction of the US dollar will have a large influence on opinion.

US SMALL CAP

INTERNATIONAL

FAVORABLE 

With the Fed still planning on raising the Fed Funds rate once more this year and three times in 2019, risk-free rates especially 

on the short-end, are going to continue upward. The 12-month Treasury Bill now yields 2.66%, up almost 1% since the start of 

the year. Although the yield curve has steepened some recently, it still remains historically flat. Increased leverage in the 

corporate front has pushed credit spreads a little higher recently.

NEUTRAL

Headwinds to the mortgage market are starting to grow, namely affordability, with home prices and mortgage rates up. The loss 

of the tax benefits once provided by deductibility of property taxes cannot be overlooked as well. With these issues presenting 

risks to mortgage issuance in the future, the current opportunity set in mortgage backed securities continues to look decent, and 

it is an asset class we would continue to maintain exposure to.

NEUTRAL

Due to technical factors, credit spreads remained range bound to start the year in fixed-rate high yield. While there have been 

shallow sell-offs recently, unless the economic cycle turns over we see no cause for spreads to widely increase. With valuations  

slightly better than fixed-rate high yield, we still favor the floating rate nature of loans over high yield at this point in the cycle.
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SUMMARY OF VIEWS (CONTINUED)

NEUTRAL

Led by further declines in China, emerging market equities (peak to trough, the index has retraced 25%) continued to weaken 

during the third quarter. Basement valuations and continued profit growth are being overcome by fears of worsening trade 

imbalances, widening credit spreads, and Trump policy measures that are pro US dollar. While we believe conditions are 

better than what is being inferred by price action, fighting sentiment can be an uphill battle, especially in a highly volatile asset 

class. We have seen this before and know that bear market corrections occur every few years in emerging markets only to 

make significant recoveries. 

NEUTRAL

Rising credit yields and economic uncertainty outside of the US have weighed on the asset class this year and show no signs 

of dissipating. Within the US, master limited partnerships have returned mid-single digits this year, not bad considering the 

narrowness of asset class returns, but still underwhelming given oil’s continued appreciation. Higher rates and bad memories 

are likely keeping the institutions on the sidelines. We still recommend investors consider private infrastructure opportunities.

UNFAVORABLE

Higher natural gas prices have surprised to the upside over the past several months, rallying 25% since the summer lows 

despite warm US weather. Natural gas storage is entering the winter months at its lowest level since 2005! Crude has traded 

sideways since the summer, and copper (reflecting poor emerging market sentiment) is also off considerably in recent months. 

With a strong divergence between winners and losers, the outlook remains mixed on the broader group.

NEUTRAL

Similar to commodities, the underlying sub-sectors within publicly traded real estate (office, multifamily, retail, datacenter) have 

experienced significant performance dispersion in recent quarters, challenging a bullish view on the overall group. At the index

level, REITs are inexpensive when yields are compared to the S&P 500 earnings yield, creating the opportunity, but higher 

interest rates are keeping us at neutral.

FAVORABLE

Directional strategies remain attractive given their ability to protect capital during periods of volatility. 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. 

EMERGING MARKETS

INFRASTRUCTURE

COMMODITIES

REAL ESTATE

DIRECTIONAL

NON-DIRECTIONAL



LOTS OF JOBS….
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After an exceptionally strong and resilient third quarter for US 
equities, the bears have stirred up market volatility again with rising 
rates, trade policy pressure, and the duration of the current 
economic cycle all leading the list of bearish concerns. While these 
risks are relevant, and will impact the discount rate applied to 
equities, we believe the durability and expansion of corporate profit 
margins will determine equity returns over the next 18 months. 
Margins are the key to keeping this bull market alive!

Even in the face of macroeconomic pressure, equities have shown a 
durability and a tendency to bounce back quickly, especially if 
underlying profits are generally intact. We believe this behavior will 
hold in the foreseeable future, but will be challenged more than in 
recent years because we are facing many classic late cycle signs, 
including record consumer confidence, rising wages, and the middle 
innings of a Fed tightening cycle - all of which can occur at the later 
stages of a long bull market, but not punctuate it.

Supply constraints have only recently started to add economic 
pressure: these include labor costs, rising commodity prices, and 
logistics (the cost to ship goods). These pressures are being offset 
through productivity enhancements (doing more with less) and 
pricing increases, but that only goes as far as monetary policy allows  
– with higher rates serving as the demand side counterbalance. We 
believe there is still a gap in that relationship that will enable margins 
to at least be maintained and potentially rise further in the near term. 
Continued positive economic growth in 2018 and in 2019 should 
provide a revenue tailwind, which combined with even a small 
measure of operating leverage, is capable of mid-to-high single digit 
EPS growth in the foreseeable future. With undemanding valuations, 
and margin durability, equity retracements should be shallow.

In August, BLS reported 7.1 million open jobs in 
the US economy – a strong acceleration from 
the 6 million jobs that were open one year ago. 
Another example of the strength of the US 
economy. Placing pressure on wages, there are 
6 million considered unemployed and looking! 

Although not counted in the numbers above, 
there are another 6.2 million workers classified 
as part-time or “marginally attached” to the 
workforce, capable of relieving some pressure.

Source: Google images, Bureau of Labor Statistics



TAPERING GOING AS PLANNED
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While investors have been preoccupied with the direction of short-term interest rates and any changes in Fed policy language, it is 

easy to forget that the Fed continues to preside over a heavily inflated balance sheet with $4.1 trillion in assets, down only $400 

billion since 2014. The Fed is effectively tapping the brakes by raising rates, but at the same time slowly easing off the gas pedal

with the tapering of its’ balance sheet. It will take a long time to passively let bonds roll off the balance sheet, or a large inflation 

shock to change the Fed’s reluctance to sell securities in the open market. While this gradual tightening could shine the light on 

sectors that have benefited from this unprecedented easing, continue to expect the Fed to remain active in the markets.

Federal reserve balance sheet

Source: Federal Reserve Bank of Cleveland



DEBT + HIGHER RATES SHOULD COOL HOUSING
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Source: Federal Reserve Bank of NY,  BankRate.com 30 yr National Average Mortgage Rate, SIFMA 

Average 30-Yr mortgage rate

Post-crisis, household debt contracted as families tightened their budgets. Today the level of mortgage debt is approaching the pre-

crisis highs, while debt related to student and auto loans has grown significantly in the past few years. Home prices are generally at all-

time highs, and with the national average 30-year mortgage rate now approaching 5%, it is natural to assume that some people might 

start to be priced out of home ownership. This could be especially true for younger generations that rent or live with family and that will 

now need to save more to afford home ownership. Most mortgage debt is fixed rate today and with home prices up the concern is not 

another housing crisis like the one that caused the last downturn, but a period where mortgage securities might not pay down as fast 

as they have historically. Couple this with the Fed that owns $1.6Tn of the $8.1Tn agency mortgage market, and it is easy to 

understand how sophisticated structured-credit money managers can take advance of the new landscape to add value.

Household debt breakdown



LEVERAGED CREDIT 
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Last quarter we discussed the growth in credit post-crisis. While this growth in credit has been broad based, from increased 

Treasury issuance to fund the deficit all the way down to the lowest tiers of the high yield market, investors have been rather 

receptive of the added supply. The graph above displays the added yield an investor can expect to receive by investing in 

leveraged loans or high yield corporate bonds, both some of the lowest rated publicly traded debt. Both sectors look to be priced 

for perfection right now, with spreads at or near 10-year lows. Although there might be spurts of sell-offs, as long as the economy 

continues to grow, expect credit spreads to remain low. 

Leveraged credit spreads

Source: Credit Suisse Leveraged Loan 3 Year Discount Margin & BofAML ICE High Yield Master Gov’t OAS



FISCAL STIMULUS KICKS IN
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Since the Great Financial Crisis, the US and the developed world in general have struggled to return to the same levels of growth 

experienced over recent decades.  Most economists agree that due to America’s aging population, high national debt, and lack of 

recent productivity growth, 2-2.5% growth is the “new normal” vs. 3-3.5% historically.

In 2018, however, a combination of factors, including a strong labor market (good for consumer confidence and spending), 

continued recovery in the housing market, higher oil prices, and the recent corporate tax cuts and incentives for repatriation and 

investment have outweighed trade policy, political gridlock, and our aging population.  The result is the strongest Q2 US GDP in

four years, elevating the full-year, consensus GDP growth estimate to 2.9%, which follows a 2.2% growth rate in 2017. Looking 

ahead to 2019, we are optimistic that the underlying economic trends responsible for the growth in 2018 will continue, albeit at a 

more modest rate but enough to further lift corporate profits.

Sources: Statista.com, Strategas 

US real GDP growth



WAGE GROWTH ACCELERATING

The current economic environment is one of the strongest the US has seen in decades. Purchasing Managers’ Index (PMI), a 
common indicator of economic health for the manufacturing and services sectors, is reaching new cycle highs. The increase in PMI 
implies that businesses need to increase production to satisfy demand at a time when the labor market is exceptionally tight, placing 
upward pressure on wages and potentially margins. 

Adding to hiring pressures, Amazon announced that it would raise the minimum wage for all US employees to $15. This wage 
increase will benefit more than 250,000 Amazon employees as well as another 100,000 seasonal holiday workers. The announcement 
has forced other employers to follow suit or risk turnover in a tight job market with strong consumer demand. 

Accelerating wage growth due to tight labor markets is generally a later cycle phenomenon and a strong catalyst for inflation. Wage 
growth hit an inflection in 2011, and absent a brief correction in 2015 has steadily risen to 2.8% growth y/y per the latest BLS report. 
As the chart depicts, wage growth has been palatable for the US economy until the 4% level is breached, at which point corporate 
margins generally begin to suffer and equity market returns along with them.

8

Average hourly earnings private sector 

growth y/y



CONNECTING RATES WITH EQUITIES
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The world has grown accustomed to muted inflation and benign interest rates high enough to support investment, but not too 
high to slow growth, establishing a supportive and comfortable backdrop for US investors. Recent fiscal policy initiatives and 
rebounding corporate and consumer optimism untethered US interest rates this year – creating an increase in the US 10-year 
Treasury Yield to 3.2% (at peak). We believe rates are in the process of normalization and can be absorbed by the economy 
given its underlying strength. As the chart above depicts, the 10-year Treasury yield would have to eclipse the 5% level before 
economic and earnings growth are choked off through higher rates. With wavering opinions on the pace of rate hikes in 2019 and 
inflationary readings still relatively muted, rates have a long way to go before equity investors should fret.

Source: JP Morgan



FOCUS ON EBIT
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In recent months, some investors have shied away from using the ubiquitous price to earnings ratio (P/E) to 
assess the market’s attractiveness, believing that the EPS benefit from an immediate reduction in the corporate tax 
rate muddles historical comparisons. Whether or not you subscribe to that belief, there is no denying that corporate 
growth is accelerating to levels not experienced since the early years post the Global Financial Crisis. Above all 
other factors, equity prices tend to follow profit growth, and given the acceleration in 2018 and likely again in 2019, 
equity prices should be supported in the near term. For those who still prefer the P/E ratio, the S&P 500 is valued 
at 17x earnings, only slightly above the 25-year historical average of 16x. Other metrics including price to book, 
price to cash flow, and the CAPE ratio are all within one standard deviation of historical long-term averages.

Source: Strategas



INTERNATIONAL UNDERPERFORMANCE DRASTIC
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The stark underperformance of international developed equities (MSCI EAFE Index) versus the S&P 500 has the feel of 
investors throwing in the towel on their non-US exposure. A strong US dollar, political uncertainty over Brexit, challenges 
with Germany’s auto sector, trade disputes, and overall muted earnings growth versus the US have been a hard list of 
concerns for investors to grapple with. According to Bloomberg, European equities saw 25 straight weeks of outflows, 
erasing all of the prior year’s inflows – a contrarian indicator if there ever was one. Recall that international equities 
outperformed the US in 2017, but clearly has lost its momentum (or the US took it back) in 2018. Until the pace of US 
earnings growth slows (comparisons are more difficult in 2019 as the benefits of lower tax are mostly felt in 2018), we 
believe the US will continue its outperformance. Next year is more interesting for international equities as its earnings 
growth will be more on par with the US, international companies have significantly lower expectations, and investors are 
largely underallocated. 

Source: Bloomberg

The S&P 500 has outperformed international equity by 15% over prior year 



US DOLLAR SETS SENTIMENT FOR EM EQUITIES
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It’s been a roller-coaster experience for emerging market 
managers over the prior 18 months, with the MSCI EM Index 
returning +38% in 2017 only to decline 14% in 2018 (through 
mid-October). Even for emerging markets that volatility is 
exceptional, but the year has been just that since the US dollar 
(and rates) began to strengthen. Add a global trade spat 
between the two largest economies in the world and continued 
policy missteps in Turkey and Argentina (countries that are not 
relevant in equities, but nonetheless cause headline damage), 
and investors are moving west. 

The near-term outlook is challenged for emerging market equity 
investors, but we encourage investors to not extrapolate current 
trends into a greater crisis (e.g., Asian Financial Crisis in 1997). 
Turkey, Argentina, and South Africa have been dealing with 
current account issues for several years but from an equity 
perspective are largely absent from investment portfolios. 
Contagion risk from these three countries is low. The more 
sensitive topics are the direction of US rates (and the dollar), 
and future relations between the US and China – while the dollar 
is hard to forecast (it has stabilized recently), we look for US and 
China talks to resume post midterm elections. 

Given the current headwinds, it is difficult to buy into emerging 
market equities, but history suggests that is the ideal time as 
prior selloffs of similar magnitudes have been rewarding. In 
2011, the emerging markets index declined 30%, but 
subsequently rallied 30% over the next year. In 2015, the index 
declined 35%, but returned 85% over the next two years. From 
its peak in late 2017, the index has declined 25%. Valuations are 
compelling and some easing in sentiment should go a long way. 

Source: JP Morgan

Emerging markets still have a healthy 
reliance on the US dollar



A COMMAND ECONOMY HAS SOME ADVANTAGES

The broad decline in emerging market equities has opened an attractive 

valuation opportunity that is hard to ignore. One year ago the MSCI China 

index traded at 16.1x on a trailing PE basis. Today, the same index trades at 

a 20% lower valuation (12.7x trailing and 12.3x forward 12 months).

Investors could not be more bearish on China, but do not discount a strong 

local policy reaction to reinvigorate sentiment, growth, and reverse the market 

slide. China’s investments in infrastructure are a great example of prior policy 

announcements that created jobs, boosted spending, and laid the foundation 

for future growth. As an example, since 2008 China has constructed 22,000 

km of high speed rail and expects to open an additional 15,000 km over the 

next 6 years which will cover the entire country. To put in dollar terms, the 

total construction cost of the Chinese high-speed rail system is estimated to 

be $300 billion. It is difficult to find another country that has the capability to 

invest in crucial infrastructure in such a short timeframe. 

• In 2008, the US planned a 1,300 km high speed rail up the coast 

of California with stops in San Francisco, Los Angeles and San 

Diego. Little has been done since 2008 and the construction is 

now expected to be completed by 2029 (an astounding 20 years 

from the start time).

• Across the pond in the UK, they planned a 530 km rail in 2017 

between London and Manchester. The project has been put on 

pause until 2020 with a projected completion of 2033.

On the heels of that, China is now focusing their efforts to build out 

semiconductor and technology capabilities. If they attack the technology build 

out with the same tenacity as they did infrastructure, the investment 

opportunity will continue to be attractive for foreign investors. 

Expect the volatility to continue until investors have some clarity on the 

magnitude and breadth of the potential tariffs impacts, which we do not 

expect to be resolved until after the US midterm elections, likely in late 

November. A positive outcome could spark a significant reversal in not only 

China markets, but also across the EM complex.

Source: Strategas 

China High Speed Railway Map

Shanghai Composite & S&P 500 Indexed 
Price Performance (In USD)
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A NATURAL GAS PRICE RALLY?

While investors have been watching crude oil and gasoline prices, natural gas prices have quietly rallied 25% 

since late summer. The move will add additional pressure to home heating bills this winter, and increase input 

costs for manufacturers that have come to depend on natural gas as their low-cost feedstock or power source. 

With plenty of drilling activity in the lower 48, we suspect that prices may return back to the $3 level at some 

point. Colder than expected weather being the catalyst for higher prices over the winter months.

Source: Strategas 14



APPENDIX

15Source: 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 Capital 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 Group (“Edge”) and the report is not meant as legal, tax or financial advice. You should consult 

your own professional advisors as to the legal, tax, or other matters relevant to the suitability of potential investments. 

The external data presented in this report have been obtained from independent sources (as noted) and are believed to be accurate, but no independent 

verification has been made and accuracy is not guaranteed. 

The information contained in this report is not intended to address the needs of any particular investor. This presentation is solely for the recipient. By 

accepting this report, the recipient acknowledges that distribution to any other person is unauthorized, and any reproduction of this report, in whole or in 

part, without the prior consent of Edge Capital Group 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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