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Comments on Asset Allocation

Summary

• Across asset classes, a consistent theme that we will stress is reversion to the mean.  Removing all other observations, we note that certain 

sectors (e.g., financials), factors (e.g., value), and economic variables (e.g., inflation) continue to be priced for a prolonged recession. 

• We would engage investment managers to analyze discounted securities and selectively add exposure where the risk reward ratio is favorable 

and can potentially skew returns higher.  This applies to certain investments in both the public and private markets.  

• Given the many potential outcomes and high degree of economic uncertainty, we believe now is the time to be a provider of liquidity.  

U.S. Equity

• While acknowledging that the current EPS forecasts for the S&P 500 are highly uncertain compared to any time in recent memory, we can make 

the case that the S&P is fairly valued to slightly overvalued.  Assuming normalized EPS of $150/share and a forward P/E of 19x, we get to an S&P 

target of 2850 for 2021, slightly below today’s levels of 2955.  Markets do not value securities on what earnings will be in the next year and instead 

are a discounting mechanism of all future earnings.  What’s critical is how quickly businesses and consumers can get back to normal and how this 

translates into longer term earnings growth.  Any indication that normality is much further away may drive valuations lower. Progress with a 

vaccine that comes sooner than expected, combined with low rates and unprecedented fiscal and monetary stimulus, can drive markets higher 

from here.  

• Corporate deleveraging may hamper any recovery.  Having some dry powder on hand is reasonable given the high degree of variability 

surrounding profit margins and economic growth.  Being able to move quickly when volatility ensues is a plus in an environment where liquidity is 

in demand.  

• Two tailwinds over the past decade that will be less of a support over the next decade are share buybacks and low interest rates.  Easy money 

gave companies the option to leverage balance sheets to repurchase shares.  We believe this will happen much less frequently and therefore 

removes one of the long standing supports for earnings per share growth.

Opportunistic Credit

• Assuming a 7-8% yield for high yield securities and comparing that to the forward earnings yield of the S&P 500 (an estimate of 5%), one can 

argue that high yield is undervalued relative to the S&P 500.  There is potential downward pressure on high yield securities due to the wave of 

downgrades expected.  This is being offset by Fed support within the “fallen angels” market (investment grade being downgraded to junk status).  

But there are pockets of opportunity where the Fed is not buying.  Triple C credits, as an example, are in many cases yielding north of 15%.  

Structured credit (e.g., non-agency MBS) has also continued to see selling pressure.  There will be forced sellers of high yield and floating rate 

securities.  We believe that being a liquidity provider in this market will add potential upside to investors.  We prefer drawdown vehicles given the 

lack of liquidity within debt markets.

Source: Edge Capital Group
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Comments on Asset Allocation
Alternatives

• We view any alternative investment decision as a further extension of the public market active management discussion.  Being invested in hedge 

funds is a decision to pursue active management. We encourage investors to focus on the quantitative results of any proposed investment.  

• Hedge funds at the index level were successful in providing downside protection during the volatile first quarter, but manager selection and hedge 

fund style were both key in determining the degree of success.  The HFRI Fund Weighted Composite, a broad measure of hedge fund 

performance, was down 7% in March and 9.4% YTD, compared to the global equity markets, which were down 13.5% in March and 21.3% YTD. 

Going forward, we believe economic uncertainty and elevated levels of dispersion within both credit and equity markets should increase the 

opportunity set for hedge funds.  A renewed focus on balance sheet strength should create alpha opportunities on the short side.

Real Assets

• An extreme drop in demand driven by the COVID-19 pandemic, coupled with oversupply in some cases (e.g., energy), has led to a dearth of 

inflation concerns.  We therefore believe hedging against inflation is cheap, and now is the time to consider adding assets to the portfolio that 

would benefit from a rise in inflation.  Real assets such as infrastructure, where revenues may be tied to inflation, may benefit from an unexpected 

rise in prices.

Foreign Developed Equity

• Foreign developed markets have higher exposure to the cyclical forces of the global economy.  Europe has more exposure to China and Japan is 

highly sensitive to exports.  In Europe, equities are also vulnerable to economic shocks resulting from tensions within the EU. While the ECB has 

initiated the PPEP (Pandemic Emergency Purchase Program) to support liquidity, we believe the eurozone enters this challenging phase with less 

balance sheet capacity and increasing divisiveness across its member countries on the best use of policy levers.  We would increase exposure 

meaningfully when there is a clear turn in leading economic indicators, and the risk of monetary and fiscal instability is reduced.  Certain assets 

(e.g., European financials) can be viewed as priced for a 2008 type of financial crisis.  Any signal of economic strength and financial stability 

should lead to higher valuations.

Emerging Market Equity

• While valuations are attractive relative to other asset classes, tail risks due to a strong dollar and overleveraged economies are cause for near 

term concern.  China is clearly ahead of developed markets in reopening local economies, and there is a rebound of economic activity that could 

be the future model for developed markets. It is questionable whether the virus is really contained in China in our view, and we have increasing 

concerns that other densely populated countries (India) are not yet through the pandemic. The valuation of the broad emerging markets asset 

class is modestly appealing at 1.4x price-to-book but offsets neither these concerns nor other risks related to currency and debt volatility.  Longer 

term, attractive valuations, a weaker dollar, lower oil prices, and stronger economic growth would lead us to overweight emerging markets.

Source: Edge Capital Group
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State of the Economy – What a Mess!

Source: FirstTrust
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Flipping Off the Switch

Source: Strategas
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Employment is the Biggest Driver of Spending

Source:  Strategas
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Daily Spending Trends by Major Category

Source:  Bank of America Securities
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Aggregate Credit and Debit Card Spending in Select States.

Percentage Change, Year Over Year (3 Day Moving Average)
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Disconnect Between Markets and the Economy
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The S&P 500 is Not the US Economy

Source: Strategas

Source: State Street
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History of Initial Rallies/Drawdowns Off Major Lows

Source:  Strategas
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Current Rally Ahead of Schedule
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Source:  KKR, Shiller, Haver Analytics, Bloomberg, as of April 30, 2020.
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Not a Rally of Equals

Source:  KKR, Federal Reserve Board, Haver analytics, as of May 12, 2020. 13



Small Caps Have More Exposure to Challenged Sectors
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S&P 500 Largest Stocks as a Percentage of Market Cap
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The S&P 500 is Overweight Technology Relative to Other Markets
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Credit Attractive Relative to Equity
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Long Term U.S. Treasury Rates and Inflation

Source: Hoisington Investment Management.
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Deflation Expectations Fully Priced In

Source: Gavekal Capital Limited.
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Lower Starting Yields Usually Lead to Lower Subsequent Returns
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Households Have “Skin in the Game”

Source: Zelman Associates, Corelogic, NAR
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Low Inventory May Provide Support to Housing Prices

Source: Zelman Associates, Census Bureau, NAR
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DEEPER DIVE INTO CREDIT
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Summary of Corporate Credit Activity
Non-Financial Issuers

Source: Moody’s
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Trailing 12 Month High Yield Default Rate
Compared to Prior Periods
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CCC & Lower Bond Spreads

Source: Bloomberg & ICE Indices

Date:  June 3, 2005 to May 22, 2020
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CCC & Lower Bond Spreads

Source: Bloomberg & ICE Indices

Date:  May 24, 2010 to May 22, 2020
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Leveraged Loan Average Price

Source: Bloomberg
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US MBS Master Spreads

Source: Bloomberg & ICE Indices

Date:  May 23, 2005 to May 22, 2020
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10 Year AAA Municipal Yield to Treasury Ratio

Source: Bloomberg
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DISCLOSURES

Investments carry the risk of loss, including the potential loss of capital invested, which clients should be prepared to bear. Past performance may not be indicative of 

future results.

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 an assertion of the Firm’s demonstrated skill as an investment manager or of portfolio performance experienced by any Edge clients. 

There can be no assurance that any client is likely to achieve the results shown. 

Expected results and other information in this presentation are “forward-looking statements” under applicable securities laws Forward-looking statements are provided to 

allow clients and potential clients the opportunity to understand Edge’s beliefs and opinions in respect of the future. These statements are not guarantees of future 

performance and undue reliance should not be placed on them. Such forward-looking statements necessarily involve known and unknown risks and uncertainties, which 

may cause actual performance and financial results in future periods to differ materially from any projections of future performance or result expressed or implied by such 

forward-looking statements. Although forward-looking statements are based upon what Edge believes are reasonable assumptions, there can be no assurance that 

forward-looking statements will prove to be accurate, as actual results and future events could differ materially from those anticipated in such statements.

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 may look significantly different from this or other models, as appropriate.

Index information reflects the reinvestment of dividends and is included merely to show the general trend in the equity markets for the periods indicated. It is impossible to 

invest directly in an index.

The opinions expressed herein are those of 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. 

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 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.

All figures are estimated and unaudited. 

Copyright © 2020 Edge Capital.
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