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SCALES TIPPING TOWARD GROWTH IN 2019

Investor sentiment dissolved quickly during the fourth quarter, wiping out earlier 2018 gains and pushing global equity 

markets soundly into negative territory for the full year. In a year characterized by above 3% economic growth and 

20% earnings growth, cash turned out to be the best-performing asset class. The negative shift in sentiment is the 

culmination of investor concerns over the length of the cycle, the future role of the Fed after a decade of easy policy, 

and the durability of corporate earnings as we transition to a late-cycle economy. In this outlook, we remind investors 

that drawdowns, such as what was experienced in the fourth quarter, are less frequent than the average 10% 

correction, but can occur every few years, especially during elongated market cycles. US equity markets experienced 

a similar level of decline in 2011, when concerns over Eurozone integrity and the creditworthiness of US sovereign 

debt erased 20% of equity market capitalization over several months. In some cases a 20% drawdown can signal a 

recession, but in other times (as was experienced in 2011), economic growth continues and the market works through 

the issues. 

The fourth quarter softening of both US and international economies combined with a new Federal Reserve Chairman 

who is still learning the importance of word choice, has investors uttering the recession word for the first time in many 

years. Credit conditions are broadly tighter and we are seeing signs of real stress in some obvious areas (i.e. energy 

and retail). Our view is that conditions will be more challenged over the next two to three years, but that it is still too 

early to make the recession call on the US economy. It would be incredibly unusual for the current backdrop, which 

includes benign inflation, robust economic growth, low interest rates, and a healthy US consumer, to unravel in less 

than a year and tip the US economy over. 

Our base case remains for slower economic growth in 2019, albeit positive, as we believe there is enough momentum 

in the consumer and corporate sectors of the economy. We cannot overstate that volatility may continue, especially as 

we move later into the cycle and bears call for the next recession around every soft economic number. We hope that 

the following commentary further explains our views and expectations for the year ahead. We thank you for your 

confidence and interest in Edge Capital.



A DIFFICULT YEAR FOR ASSET ALLOCATION
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Our longtime followers may recall that 

we have not shared this chart since 

the first quarter of 2016 when we 

reviewed the full year 2015 asset 

class performance. There were few 

places for investors to find a safe 

haven back then (only 6 to be exact), 

and unfortunately, 2018 offered even 

fewer. Aided by several interest rate 

increases, cash was the best-

performing asset class for the full 

year. The Barclays Aggregate Bond 

Index was in negative territory for 

most of the year until an ugly fourth 

quarter equity selloff pushed investors 

to high- quality credit and duration. 

Crude oil was the worst-performing 

asset class that we track, declining by 

nearly 25%, most of which occurred 

during the second half of 2018. Crude 

has been a roller coaster ride for 

investors since 2014. 

Last, a diversified global portfolio 

consisting of 70% equities and 30% 

fixed income returned -6.3% (gross of 

any fees), which is disappointing 

given the optimism surrounding a 

strong US economy and corporate 

earnings. 

Source: Bloomberg
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INVESTMENT GRADE

MORTGAGE

SECURITIES

NON-INVESTMENT

GRADE

FAVORABLE 

Interest rate volatility has increased as the Fed continues to simultaneously unwind its balance sheet and raise the Fed Funds 

rate. Currently, the Fed and bond market don’t seem to be on the same page. This causes increased scrutiny to be placed on 

Fedspeak. Expect continued volatility as incoming economic data will change expectations for future rate hikes or cuts. These

fluctuations will be hardest felt in the lower-quality tiers of credit and is why we are increasing our high-quality bias.

FAVORABLE -- UPGRADE

The Fed’s decision to let its mortgage bond inventory mature will pressure MBS prices, but could be offset by decreased supply 

due to higher interest rates slowing originations. Continuing, but at a slower rate, home price appreciation will help the asset

class as well. Increasing wage growth should also be supportive for mortgage securities as debt-to-income ratios decrease on 

existing mortgages and allow for increased affordability on future purchases. Yields on the broad indices are near 3.50% and 

could decrease if the Fed pauses in line with current market expectations.

UNFAVORABLE - DOWNGRADE

Much ado has been made about the significant growth in credit markets post crisis, and while we are not turning a blind eye 

toward it, until issuers are unable to refinance, the stress in the credit markets can be contained. That being said, we think 

investors should wait for better entry points into non-investment grade fixed income at this point and expect leveraged credit 

volatility to be correlated with that of the domestic stock market.

US LARGE CAP

US SMALL CAP

INTERNATIONAL

FAVORABLE

The fourth-quarter selloff creates an attractive level for investors to add exposure to the asset class. There is little doubt that the 

US economic cycle has shifted into its later stages, but that does not preclude equities from delivering an attractive return over 

the near term. Historically, equities have generated positive returns even after the yield curve inverts – which has not occurred 

yet. Forward returns will be driven by earnings growth and dividends with little support from multiple expansion, given the 

increased role the Fed now plays. 

NEUTRAL -- DOWNGRADE

What a difference a quarter makes. In a span of less than three months, we believe the headwinds to US small caps 

outperforming their long-term averages have risen considerably. Increased credit stress, rising wage pressure, and tariff 

uncertainties create a long list of challenges for small and medium-sized businesses in 2019. Continued economic growth is a 

nice offset, but overall we believe the risks are more balanced today than even one quarter ago.

NEUTRAL 

Europe faces decelerating economic growth, an upcoming wind down of quantitative easing, continued risks from global trade 

tensions, uncertainty surrounding “Brexit”, Italian budgets, ECB future leadership post-Draghi, potential inflationary pressures 

from wage growth, and declining earnings growth expectations. Japan, six years into “Abenomics”, has made several positive 

strides, but continues to battle stubbornly low inflation and economic growth. As such, while current valuation discounts to US 

equities may seem compelling, we view them as warranted and remain neutral on the asset class.

SUMMARY OF VIEWS



FAVORABLE -- UPGRADE

Emerging market equities proved to be volatile during 2018, with the broad index correcting 15% during the year. Given 

this pullback and the reset in valuations, we are upgrading our view from Neutral to Favorable. There are no doubt a 

number of headwinds facing EM, but given the backdrop of additional stimulus by China and the potential of a long-term 

trade deal to be struck with the US, we recommend investors add to the asset class.

NEUTRAL

Last year, global listed infrastructure registered only its third calendar year loss since broad adoption of the asset class over 15 

years ago. While cash flow growth and dividend yields are currently attractive, rising global interest rates coupled with only 

moderate inflation could constrain some of the larger sub-sectors, especially utilities. We forecast near-term performance to be

in line with a traditional balanced portfolio, and thus remain neutral on the space.

UNFAVORABLE

Commodities continue to face headwinds from global trade tensions, moderate inflation, US dollar strength, and concerns over 

global economic growth. US dollar mean reversion could provide a boost to some complexes. We continue to remain 

unfavorable on the overall asset class.

NEUTRAL

We expect solid cash flow and dividend growth for global listed real estate securities to continue. Upward pressure on interest 

rates in several global markets should be offset by rental rate growth, particularly for high-quality real estate. New supply levels 

are generally catching up to years of undersupply, but a continuance of heightened M&A activity and ample dry powder from 

private equity real estate capital could counterbalance this. As such, we remain Neutral on the asset class.

NEUTRAL -- DOWNGRADE

While select directional strategies have the ability to protect capital in down markets, we believe the current market 

environment will remain challenging in the medium term. Expectations for equity long/short are lower, given high sector 

concentrations, challenges navigating the effects of the trade war, and risks to short books from heightened M&A activity. 

Event driven may be challenged in the near term based on the timing of the credit cycle. 

FAVORABLE

Increased volatility across global markets provides an attractive opportunity set for global thematic macro strategies and 

relative value managers. Continued high-security dispersion bodes well for market neutral strategies. Conversely, systematic 

CTAs may continue to be challenged due to political risks and exogenous events. As always, manager selection is the key to 

success in allocating to the asset class.
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EMERGING MARKETS

INFRASTRUCTURE

COMMODITIES

`

REAL ESTATE

DIRECTIONAL

NON-DIRECTIONAL

SUMMARY OF VIEWS
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Everyone at some point slips up and wishes they could take back what they said. Federal Reserve Chairman Jay Powell might be feeling 

that way right about now. After indicating that “we’re a long way from neutral at this point” in early October, Mr. Powell softened his tone in 

late November when he stated that Fed Funds was “just below” the neutral rate. This change in phrasing caused yields to drop, but had 

the most effect in the 3-to-10 year tenor range. This can be seen in the above right chart showing the steepness of the yield curve as 

measured by the difference between the 10 year and 3 month Treasuries (currently 20 basis points). 

This flattening of the yield curve has been a trend all year and continues to flash ominous signs that the Fed might be making a policy 

mistake. As a byproduct of the revised language, market participants quickly decreased their expectations of future rate hikes to zero in 

2019 and are now expecting a rate cut in 2020. During the Fed’s mid-December meeting, the Chairman made reference to this tightening 

of financial conditions, and the committee capitulated by decreasing the expected number of rate hikes to two in 2019 (from three) and 

maintaining one hike in 2020. These comments were not dovish enough for the markets and further pain was felt in risk assets. And so 

the disconnect between the Fed and investor expectations continues. Anticipate continued volatility in interest rates as the market and 

Fed adjust their expectations to incoming economic data. Someone is going to be wrong. 

Source: Bloomberg Treasury and Forward Curves
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While there has been some softening in housing prices in the top tiers of the most expensive markets, in general home 

prices remain steady for the majority of traditional homeowners. As the graph above shows, home prices have increased 

the most since 2000 on the West Coast with LA, San Francisco, San Diego, and Seattle leading the way. Prices in Detroit, 

Chicago, and Atlanta have increased the least since 2000. Miami, DC, and Vegas have rebounded, but are still short of 

their pre-crisis highs. Look for mortgage-backed investments to continue to perform well as household balance sheets 

benefit from increasing home equity, lowering default risk.

Source: S&P Corelogic Case-Shiller Indices

Home Price Appreciation by City

WEST COAST HOMEOWNERS FEELING GOOD
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In the second quarter of 2018 we highlighted concerns about 

the rising growth of BBB (the lowest investment grade tier) 

credits. While liquidity was still flush in the economy lots of 

problems could be masked, but that tide is receding as 

financial conditions tighten. Many of these companies relied 

on low interest rates to lever up their balance sheets for M&A 

and stockholder-friendly activities like dividends and 

buybacks. These actions can be like a sugar rush, good for 

the short term but not always sustainable for longer periods of 

time. The recent price dislocation has us watching spreads 

closely; however, without weaker economic data we believe 

the risks are contained. 

Contrary to the Treasury curve’s increasing flatness in 2018, 

the AAA muni curve continues to be upward sloping and has 

actually increased in steepness over the past year. As yields 

have increased, the aggregate yield-to-worst for the 1-10 

year muni index is above 2.00%, which equates to more 

than 3.00% taxable equivalent yield at the 35% tax bracket. 

That is not too bad of a yield for a high-quality asset class. 

Idiosyncratic risks will still be prevalent in certain states, 

especially ones with large pension issues, but the majority of 

states and municipalities are on sound fiscal footing and will 

continue to improve as the strong housing and job markets 

provide added tax revenue.  

Investment Grade Spreads by Rating AAA Municipal Curves

BBB CREDIT FEELING SOME STRESS



8 Source: Credit Suisse Leveraged Loan 3-Year Discount Margin 

& BofAML ICE High Yield OAS

Spread tightening may have reached its limit heading into 

the volatile fourth quarter of 2018, when the global economy 

began to show cracks that placed pressure on levered credit. 

This increase in credit spreads is most noticeable in the 

CCC bucket of corporate issuers, both in fixed rate high yield 

and leveraged loans. Within the high yield market, energy 

credits make up 16% of the broad index, and recent 

weakness in energy prices is naturally going to impact these 

companies. While spreads across the board are now drifting 

toward long-term averages, we caution investors that 

spreads rarely stay flat for long periods of time. 

To put this movement into context, spreads at the broad 

index level are 1,500 basis points lower than where they 

topped during the Great Recession and 500 basis points 

lower than where they rose to during the European debt and 

energy crises. Investors have had a love affair with the 

floating rate structure of leveraged loans, and investor flows 

piled into the asset class causing companies to issue floating 

loans as opposed to fixed-rate high yield bonds. Investors 

need to keep in mind that loans are senior secured securities 

and in cases of default have better recovery rates, cramming 

down unsecured bond holders.

High Yield Spreads by Rating

Leveraged Loan Discount Margin by Rating

LEVERED LOANS REPRICE
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INVESTOR SENTIMENT IS GLOBALLY NEGATIVE

Regardless of region, equity investors have transitioned to a late-cycle view of risk assets, sending valuations levels below 20-year 

averages and closer to the lower end of the one standard deviation band. This perspective is not surprising given we are approaching the 

10th year of global expansion and some recent economic indicators have slowed. Regardless of whether the cycle ends in 2020 or in 

subsequent years, multiple expansion as a driver of investor return is likely to be limited, even from current levels. Rather, earnings growth 

and dividends will likely make up the majority of forward returns over the next few years – not a bad outcome given earnings growth should 

be mid-single digits (potentially higher) this year and next. Dividends can represent an additional 2-3%, or higher depending on the market.

Investors looking abroad should focus on geographies that continue to have a favorable central bank backdrop to support the potential for 

multiple expansion; this would include emerging markets where China is pursuing economic stimulus to reignite growth. Outside of China, 

the US, ECB, BOE, and BOJ are all shrinking their balance sheets. Also weighing on multiples, significant political uncertainty in many of 

the world’s major markets at a time when confidence in future growth is stalling. Clarity on the political front could be the factor that lifts 

multiples closer to historical averages, but it is too early to make the call.

Source: Lazard AM
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MAJOR PULLBACKS HAPPEN

Major US markets brushed the 20% decline mark in December, raising concerns that the US economy may be flirting 

with a recession in 2019. Throughout history, there are many examples of equity markets experiencing a major decline 

without an immediate recession, and we believe 2018 will be another entry on the above chart in time. The current 

environment has drawn parallels from the 1960s. During that period, an aggressive Fed raised the Fed Funds Rate from 

sub 2% in 1961 to 5.8% in 1966, tipping the equity markets into a deep drawdown in 1966. In 1967, the Fed backed off 

and equity markets quickly recovered to prior highs. History rarely repeats itself, and every era has its unique 

circumstances, but we believe 2019 may have some similarities, especially as the Fed talks down its previous hawkish 

rhetoric. 

Source: Strategas
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COMPANIES ARE SPENDING

This is a consistent theme over the past several years, and 

companies continued to return cash back to shareholders in 

2018 and will again in 2019. When measured as a 

percentage of operating cash flow, companies returned 60% 

to investors via buybacks and dividends over the past 12 

months, further evidence that companies are not sitting on 

the cash. We expect earnings growth and dividends to 

represent a larger share of total investor returns going 

forward; therefore, we recommend companies with high free 

cash flow and shareholder-friendly policies. 

Through the third quarter (Sept. 30, 2018), capital 

expenditures have increased 17% year to date over the prior 

period – an impressive rate of growth and symbolic of 

companies’ interest in reinvesting for future growth. Fickle 

and short-sighted Wall Street cited a fourth-quarter 

deceleration of capex spending as a rationale that a 

recession may be coming. We disagree. Companies have 

invested significantly and it takes time for those dollars to 

yield a return on investment, not to mention that recent 

tariffs have likely delayed some degree of investment 

beyond what has already been made. Also note that the 

surge in spending is across eight sectors of the market, 

including technology where ROEs are highest, boding well 

for index margins.

Source: Strategas, JP Morgan

Nearly 5% of the S&P 500 market cap 

was returned to investors in 2018

CapEx spend accelerated in 2018, as expected
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EARNINGS EXPECTATIONS REMAIN POSITIVE

2019 S&P 500 earnings expectations are softer but remain positive

2019 earnings expectations have softened in recent weeks to a current consensus of $172 per share, implying a forward multiple of 

about 14.2x at the current S&P 500 index level. Given the time of year (January), the range of outcomes for 2019 EPS remains 

exceptionally wide with a number of influential factors. Should EPS growth expectations be too bearish, we can argue for a higher 

market multiple, and the opposite is true as well. In 2011, the S&P 500 traded at 12x forward earnings in a very difficult macro

environment only a few years removed from one of the deepest recession in modern history. Sentiment improved throughout the year

and markets revalued to a 15x multiple in 2012, and higher thereafter. The takeaway is that multiples can be volatile, reflecting shifting 

investor sentiment.

We believe the forward multiple will be somewhat constrained in the near term. Sentiment is not what it was and with investors believing 

a recession is around the corner of every weak economic data point, the market is now in a “show-me” phase that we believe will be 

hard to win given the current state of the cycle. The good news is that forward returns are still enticing, especially if earnings growth 

continues to be positive, which we expect will be the case in 2019.

Source: Strategas

Expectations of 
8% EPS growth 
in 2019



EUROZONE MOMENTUM STALLS

Source: Bloomberg, JPMAM13

A year ago, it looked like Europe was on the cusp of a revival. Growth 

estimates surged above 3% in early 2018, but that turned out to be the 

peak, and economic growth has rolled over since then. Continued 

uncertainty regarding Brexit and the populist agenda in Italy pushed 

investors to the sidelines at the end of last year.

Looking ahead at the new year, the ECB will begin the process of exiting 

from QE and normalizing its interest rate regime in 2019. Success on 

this front would bolster the value of the Euro as well as business 

confidence, along with ending (or at least mitigating) the capital 

concentration in dollar assets. On a trade-weighted basis, the Euro 

(about $1.15 currently) is generally viewed as an undervalued currency, 

with fair value closer to the $1.25-1.30 level. But given the interest rate 

differentials and uncertainty about the path of future bond yields and 

fiscal sustainability in weaker European countries, it likely continues to 

trade cheap in the short-to-medium term. 

Similar to the Federal Reserve’s messaging upon exiting QE, the ECB 

will need to emphasize “gradualism” and “data dependency” in 

communicating its new rules of the road as it stops buying sovereign 

and corporate bonds in massive quantities. ECB President Mario Draghi 

will step down in late 2019 after a gallant stint, and legacy at this 

juncture matters. A stronger Euro as an alternative reserve currency to 

the dollar matters a great deal, and would partially neutralize the strong 

dollar that dragged on Emerging Market financial conditions. Alongside 

initial steps toward European monetary normalization, the U.K.’s Brexit 

“deal” is expected to be solidified within the next 12 months, providing 

closure to another key uncertainty for the markets.

In the longer term, the Eurozone is held back by political disunity and a 

focus on fiscal discipline. Its economy is also so sensitive to global trade 

that any problems in either the US or China are sure to drag it down as 

well. With the ECB poised to end bond purchases and Draghi’s term 

coming to an end, the level of uncertainty is significant at this juncture.



FEW CATALYSTS FOR INTERNATIONAL EQUITIES

Source: Datastream, IBES, JPMAM14

As we entered last year, it seemed Eurozone equities were poised to continue their momentum from the prior year to again outperform the US.

The Eurozone was looking the healthiest in a decade, and since its recovery from the GFC had been much slower than the US, it seemed like the 

beginning of a much longer expansion. However, international developed equity markets, while priced at seemingly attractive levels, have 

continued to disappoint investors. In what has come to be a constant struggle for many global investors seeking geographic portfolio diversification 

– if you are underweight or not invested – you can blink and miss a European or Japanese rally, which happened to many market participants over 

different periods in recent years. 

While European equities trade at discount to the US, that’s been true for a while, though Europe and other international developed markets have 

still underperformed the US over most of the past three decades. In fact, even during periods that the Eurozone was growing faster than the US 

economy was, as in 2016 and 2017, the longest that Eurozone equities outperformed U.S. equities was four months. Eurozone equities are almost 

right back where they started in 2014, before 2.6 trillion Euros of intervention by the ECB. When digging into European underperformance, we find 

that Europe’s return on equity is lower for most industries than for U.S. counterparts. Just as important, Europe’s tech sector market cap weight is 

less than half of the US’, and its tech companies are both less profitable and more expensive. 

Looking back as well as ahead, it appears that 2017’s outperformance of international developed vs. domestic equities (in USD) may have been 

more of a peak. Disappointing 3Q18 economic data could have been exaggerated by one-off challenges for German automobile manufacturers 

adjusting to new European emissions rules, but recently released business surveys show economic activity across most sectors continues to 

slow, and consensus corporate earnings revisions are weakening faster than in the US We don’t see anything on the near-term horizon that is 

going to change this streak.



The MSCI Emerging Markets Index posted a negative 14.5% return for investors in 2018. Valid concerns over trade wars, a 
slowdown in China and large current account deficits, primarily in South Africa and Turkey, helped to propel the selloff after a strong 
2017. During the second half of the year, we saw a full-scale crisis in Turkey. The lira fell 40% and inflation hit double-digit levels. 
This was no coincidence as the Fed was more aggressive in raising rates in the US and the US 10-year treasury yield inflected from 
2.5% to  3.2%. The uptick in rates and indications of slowing local economies were enough to send ripples through certain countries 
that were over-leveraged and had mismatches between the proportion of USD denominated debt and local currency debt. 

The chart below illustrates the imbalance that existed as of the end of 2017 and why these countries must remain prudent in 
understanding how these balances can play out during different environments. Many Asian countries learned the effects of a 
mismatch in their debt structure and the repercussions of overleverage during the late-’90s Asian Financial Crisis. As is often the 
case, investors can paint with a broad brush overly influenced by the sins of the past, and not recognize that much has changed over 
the past 20 years. For these reasons, we are less concerned with events in Argentina and Turkey spilling over into other regions, and 
believe that trade and local economic drivers will play larger roles in determining corporate fundamentals and sentiment.
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Estimated Foreign Currency Exposure
All Borrowers (Governments + Corporations)

As of December 2017

Sources: Bank for International Settlements (BIS), Bloomberg, The Economist, 

The CIA World Fact Book, Seafarer. 

BETTER BALANCE OF DEBT ACROSS EM 



Given China’s weighting within the MSCI EM Index (approximately 
31% today) and its importance in global trade (second-largest 
economy), it is difficult to envision emerging markets performing well 
without China addressing two major headwinds:

• Slowing Economic Data: Manufacturing, auto production, and 
consumer sales are all slowing, placing pressure on overall 
economic growth. The Chinese consumer has been a workhorse 
for many years and a key ingredient in the country’s transition to a 
consumption economy. Continued weakness in its champion 
consumer will be difficult for investors to overlook. 

• Trade Tariffs: While each side is playing the political game, 
leaders in the US and China are incentivized to come to terms 
with a plan that calms investors’ worries and appeases their voter 
base. History has shown that no one wins in a prolonged trade 
war, and time is running out for the two sides to reach an 
agreement.

While these two headwinds are significant, we remain optimistic. The 
two world leaders are expected to meet later this month for another 
round of trade negotiations, and China has already engaged several 
stimulative policies, including reducing bank reserve ratios by 100bps 
and announcing a rail infrastructure plan. Unlike prior periods, 
however, investors are no longer willing to bet their capital on Trump 
tweets and media headlines, but instead will require definitive signs 
that progress has been made on both fronts. And so we wait….

The forward price-to-earnings ratio of 10.7x and price-to-book ratio of 
1.5x, both substantial discounts to longer-term averages, support a 
significant re-rating of emerging markets equities in 2019, continuing 
the momentum from 2017. Adding additional incentive, emerging 
markets’ share of global mutual funds’ assets under management is 
only 7.0%. A reversion back to a historical average allocation to EM of 
9.2% would represent additional flow of funds to EM of ~$370 billion. 
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A Decade of Chinese GDP and Wage Growth

China GDP Contributors: 2008 vs. 2017 (USD Tn)

Sources: Bloomberg, JP Morgan, National Bureau of Statistics of China 

Investors must be mindful of the growth. A 

$12.2 trillion economy growing at 6% has a 

greater magnitude than does a $4.6 trillion 

economy growing at 10%.

A DECADE OF EVOLUTION IN CHINA



Energy market participants may need to 

wait until the OPEC production cuts 

announced early last month have 

percolated through inventory data later 

this quarter to see what effect they will 

have on longer-term global oil prices. A 

continued headwind for prices has been 

increased domestic crude oil production, 

rising inventories, and the growing 

petroleum export story.

US crude production surged more than 

20% last year and nearly tripled over a 

decade thanks to advances in hydraulic 

fracturing and horizontal drilling. American 

output is rising at the fastest rate in a 

century. Earlier last year the US eclipsed 

Saudi Arabia and Russia as the world’s 

largest oil producer. Additionally, the US 

became a net petroleum exporter for the 

first time in 75 years.

The increase in global supply coming 

from America, coupled with weaker 

demand from major economies such as 

China, as well as exemptions to sanctions 

on Iranian crude imports, all provide 

short-to-intermediate-term impediments to 

a price recovery to previous higher levels.

Source: Bloomberg17

US BECOMES THE DOMINANT SUPPLIER



Source: Bloomberg, AQR, www.policyuncertainty.com18

PLENTY OF MACRO OPPORTUNITIES FOR HFs

The “On Again, Off Again” geopolitical environment proved to be a challenge for hedge funds for the better part of 2018. Funds that 

were highly levered and net-long the market had a difficult time managing risk exposures. A large percentage of these funds focus on 

their stock selection process and eschew any data pertaining to policy or trade uncertainty. For activists or long-biased managers that 

kept exposure to industries or sectors sensitive to foreign demand, a wait-and-see approach to the trade outcome proved futile.

On the other end of the spectrum, the rise in geopolitical uncertainty has been a boon to many macro managers and relative value 

funds. Currency fluctuations due to China-US trade tension, interest rate changes by the Fed, and increased concern over the size of 

the BBB-rated credit market have all opened up numerous trading opportunities. Managers that can reduce or eliminate any sensitivity 

to major market fluctuations (i.e. market neutral or relative value strategies) and pinpoint idiosyncratic trade ideas have been able to 

differentiate themselves from the pack.  

In short, while equity exposure was a drag on overall hedge fund indices last year, several managers profited handsomely from 

changes in the yield curve, a stronger US dollar, and a rise in equity volatility. Greater dispersion between stocks coupled with less 

monetary support should create alpha opportunities for equity long/short funds. The importance of relative value during a time of 

tightening monetary conditions should increase, and suppliers of market liquidity should benefit. Manager selection and thoughtful 

portfolio construction will be key to generating positive alpha towards the latter end of this economic cycle.



SPECIAL TOPIC: IMPORTING INFLATION

19 Source: The Wall Street Journal

The Federal Reserve continued its tightening measures this 

December when it raised the benchmark Fed Funds rate for 

the fourth time in 2018. The Fed has been slowly and 

gradually raising rates after leaving them at 0% for seven 

years in order to help the economy recover from the financial 

crisis of 2008. With unemployment at all-time lows, the 

Federal Reserve has decided that they need to raise rates in 

order to combat an increase in inflation that tends to track an 

economy that is heating up. While inflation has been 

relatively tame, the Fed is doing its best to stay in front of the 

data to avoid having to raise rates quickly to battle inflation 

later.

The question then remains: Why haven’t we seen any signs 

of increasing inflation, considering the US economy seems to 

be firing on all cylinders? In an earlier outlook we discussed 

the pressure that Amazon is applying to consumer prices and 

inflation, forcing economists to consistently overshoot 

forward projections. While that explains some of the 

pressure, there is another effect that could be even larger 

and more important due to current geopolitical concerns –

the emergence of China.

In 2017, the US imported $505 billion in goods from China, up from only $100 billion in 2000. As the US has continued to outsource 

manufacturing to China, the US consumer has benefitted greatly from decreases in prices in multiple consumer areas, including 

apparel, sporting goods, furniture, appliances, and especially smartphones. As the chart above shows, in 19 years these sectors have 

actually experienced price decreases due to China’s low-cost manufacturing abilities. If the current trade war escalates we could see 

imports from China decrease or the prices of those goods be artificially inflated by tariffs. China possesses the most advanced 

infrastructure for manufacturing and shipping goods of any of the Asian developing countries, so even if US companies chose to 

switch production to other developing countries it could be years before prices for these goods get back to their current levels. This 

difference in prices could be passed onto the US consumer and might result in an unintentional inflationary effect.
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Source: Bloomberg as of 12/31/18; 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.

APPENDIX



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 no t 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 © 2019 Edge Capital.

21


