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KEY THEMES DRIVING THE SECOND QUARTER

➢ Tail risk events in Europe hard to quantify 

➢ Rate hikes have commenced; seven more in 2022, 50bps hikes? 

➢ Equity markets likely to remain under pressure 

➢ Conflict and sanctions pushing oil and commodity prices higher

➢ Supply chains are rebuilding but Ukrainian conflict slows process 

➢ Consumers feeling pinch from high commodity prices 

➢ U.S. economy likely to grow but at slower rate 

➢ China struggling with impact of Omicron and zero tolerance policy

➢ Cases creeping up in Europe could also impact economy 

➢ Balance sheet tapering also to begin adding to tightening conditions
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Rationale: A lot has changed on the rate front over the past quarter. The Fed has ratcheted up their 2022 year-end Fed 

Funds estimate by a full 1% since their December meeting. Fed commentary has turned more hawkish as well, with many 

members considering 50 basis point (bps) hikes well within reason. Currently, the market is pricing in two 50 bps hikes, one 

in May and another in June, on top of Quantitative Tightening (more below). Subsequently, the upward pressure on front-end 

rates has inverted the yield curve between the 2-yr and 10-yr Treasury. Historically, this has been an ominous indicator for 

the economy. As such, within fixed income allocations we favor moving to a higher-quality bias. Credit spreads widened out 

after the invasion of Ukraine but have since rebounded some. Municipal valuations also look very attractive, especially for 

those in the highest tax bracket, with Muni/Treasury ratios at long-term averages. 

Risk: The Fed seems to be very much in the driver’s seat right now in the fixed income market. With the pace of anticipated 

rate hikes continuing to increase on the back of sustained elevated inflation, one may wonder how high rates need to rise to 

bring inflation back under control, and, more importantly, how a market that has been glued to monetary support will react to

its removal. While the Fed’s history of throwing too much water on the fire is a concern from historical experiences, maybe 

this time they will be able to stick the landing and repeat the success of the 1994 rate increases. 

Rationale: Until further details emerge about the Fed’s plan to run down their extraordinary holdings of Agency mortgage-

backed securities, it is hard to be positive about the space. Expect details to emerge about the wind-down process, most 

likely during this quarter. Mortgage rates are approaching 5% for conforming 30-yr loans (bankrate.com). At these levels, 

home price appreciation could falter and extend out lower coupon securities with refinance activity broadly off the table.

Risk: Existing homeowners have generally locked in low-cost debt and have strong equity in their homes, so it would take a 

sizable shock to reverse this relationship. The mortgage basis has been widening in anticipation of quantitative tightening, so 

once Fed intentions are laid on the table, market participants could become comfortable with the risk to the space and 

rebalance back into the sector. 

Rationale: While the additional credit spread non-investment grade bonds provide has helped buffer against the rise in 

treasury rates, we believe the space broadly is priced for perfection. Indeed, credit spreads within non-investment grade 

bonds are at or below long-term averages. Opportunities within the private credit space look attractive, especially in senior 

secured direct lending. For investors that are more comfortable with the public markets, we still favor leveraged loans over 

fixed-rate, high-yield loans as interest rates continue to rise.

Risk: Just because valuations look priced for perfection does not mean they’ll stay that way or even get richer. The Fed could 

stick the landing and the geopolitical issues could be resolved, providing a supportive backdrop for riskier credit. Energy and 

basic materials make up a large proportion of the non-investment grade universe and have been supported by inflation. If 

these sectors start to see weakness, high-yield bonds might sell off more than other asset classes.

FIXED INCOME ASSET CLASSES
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Rationale: U.S. large-cap equities experienced higher-than-normal volatility to start the year due to hotter-than-

anticipated inflation and armed conflict in Ukraine. The market is trying to digest the inflation data, anticipate the Fed’s 

actions, and determine the duration and severity of the conflict in Ukraine. While companies in the S&P 500 on average 

generate more than 40% of their revenue from overseas, we still see the safe haven status of U.S. stocks helping firms 

overcome that headwind. We’re inclined to tilt more toward dividend-paying and value-oriented sectors here.

Risk: The market has limited visibility into both how the Fed will react to persistently high inflation and how the situation in 

Ukraine will be resolved. The tail risks in stocks are too high to overweight large caps, but conditions elsewhere are too 

murky to cut U.S. exposure. 

Rationale: Like all risk asset classes in Q1, small- and medium-capitalization equities were volatile but performed 

relatively well, modestly underperforming their large-cap peers despite significant macro headwinds. Quality and value 

SMID held up exceptionally well during the quarter. We continue to be advocates for quality SMID due to attractive 

absolute and relative valuations and our conviction that the U.S. economy will perform well over the next two years. 

Risk: With diminishing COVID-19 risks, we view tightening monetary and fiscal conditions to be the main threats to small-

cap outperformance in 2022. Receding inflation and a more dovish Fed will be the tinder for a strong year.

Rationale: The year started with conditions favorable to non-U.S. markets, but the recent conflict in Ukraine has created a 

very cloudy near-term outlook for European markets. Increased energy and agriculture costs stemming from the conflict 

have dampened enthusiasm for European stocks. But even with all the negative tail risk, it is hard to downgrade the 

region because any good news on the conflict is likely to cause a pop in equity values.

Risk: While previous risks such as COVID and central bank policy remain for much of Europe, the big risk hanging over 

the developed non-U.S. space is clearly the Ukrainian conflict. It is difficult to assess market impacts without a resolution, 

but higher energy and agriculture prices are a near certainty in the short to medium term, and that will weigh on economic 

growth, while inflation will require concerted central bank efforts to subdue. 

Rationale: Investing in emerging markets is difficult in the near term, as the conflict in Ukraine has created so much 

uncertainty that it’s hard to have any visibility on earnings and growth. Emerging Europe will struggle due to the 

uncertainty of the conflict as well as higher energy and agricultural costs. China, still 30+% of the index, has displayed 

high volatility as growth has slowed and COVID has accelerated. 

Risk: Conflict in Ukraine, COVID in China, elections in Brazil, U.S. Fed tightening- the list of risks within emerging 

markets is lengthy. Tail risks are large, yet valuations are near historic lows, and any resolution in Ukraine could cause a 

bounce-back throughout EM stocks. 

EQUITY ASSET CLASSES
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Rationale: Due to rising energy prices and strong global demand, infrastructure was one of the few bright spots during the 

first quarter. We believe that the asset class still offers upside as valuations remain reasonable and global commodity 

markets will likely continue to suffer from supply imbalances for the foreseeable future. As they say, nothing solves for high 

commodity prices like high commodity prices, but we think it takes another year for producers to catch up with demand.

Risk: A stronger-than-expected economic slowdown will quickly close the gap between supply and demand, potentially 

leading to a drop in the utilization of infrastructure assets and subsequent price declines. 

Rationale: With inflation rising so are real estate values due to the replacement cost of the asset. In addition, the economy 

continues to expand and real estate stocks have historically done well during the first phase of Fed tightening as investors 

are attracted to the yield and inflation protection of real assets. The REIT benchmark is about 40% cell towers, data centers

and industrial storage facilities, so if the economy remains strong, a slump in office vacancy or mall traffic is not as impactful 

as it once was. If unemployment remains low and consumers continue to spend, real estate should remain strong. 

Risk: Aggressive Fed efforts to curtail rampant inflation could hurt the sector as recession probabilities rise. Additionally, if 

rates rise quickly, at some point the yield on bonds becomes more attractive than that on REITs. 

Rationale: Year to date through February, hedge funds protected capital vs. long-only equity and bond benchmarks, with 

the HFRI Fund Weighted Composite, a broad measure of hedge fund performance, down -2.2%, versus the MSCI ACWI, 

down -7.3%, and the Barclays Aggregate Bond Index, down -3.2%. With negative performance across asset classes, 

investors are looking to alternatives to help preserve capital. 

While valuations across major indices continue to be elevated, high valuation dispersion has created an abundant 

opportunity set for managers that can select relative value winners.  We prefer value strategies (e.g., capital structure 

arbitrage, equity market neutral) and caution in adding to directional strategies that are too reliant on any one factor (e.g., 

growth, yield curve steepening). Directional strategies that we would consider for portfolios are trend followers. Within these 

strategies, managers are benefiting from trends in inflation, rates, commodities, and currency markets. 

Risk: The risk to more concentrated equity and macro-focused strategies is illuminated by a Federal Reserve that is 

frequently adjusting their assessment of where inflation and rates should be in the future, and therefore prone to changing 

course. Abrupt changes to interest rate expectations will be felt by strategies with high factor risk. The risk of government

policy error is high, so hedging strategies should take this into account in overall positioning. 

NON-CORE ASSET CLASSES
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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. 

When referencing asset class returns or statistics, the following indices are used to represent those asset classes. Each index is unmanaged and investors can not actually invest 

directly into an index: Cash - Citigroup 90 Day T-Bill; TIPS - Bloomberg Barclays US Treasury TIPS; Municipals - Bloomberg Barclays Muni Bond 5-Year;  High Yield Municipals -

Bloomberg Barclays High Yield Muni Bond; Aggregate Bond - Bloomberg Barclays US Aggregate Bond Index; High Yield - Bloomberg Barclays US Corporate High Yield; Foreign 

Bond - Bloomberg Barclays Global Aggregate Ex USD; Emerging Debt - JPMorgan GBI-EM Global Diversified Unhedged Index; Large Value - Russell 1000 Value; Large Blend -

S&P 500; Large Growth - Russell 1000 Growth; Small Value - Russell 2000 Value; Small Blend - Russell 2000; Small Growth - Russell 2000 Growth; International - MSCI 

EAFE; Emerging Markets - MSCI EM; Domestic REITs - FTSE NAREIT Equity REITs; Global REITS - S&P Developed World Property; Commodities - Bloomberg Commodity 

Index; MLP - Alerian MLP; Hedge Funds - HFRI Fund of Funds Composite Index; Balanced^ - 3% Bloomberg Barclays US Treasury TIPS, 31% Bloomberg Barclays US Aggregate 

Bond Index, 1.5% Bloomberg Barclays Global Aggregate Ex USD, 1.5% Bloomberg Barclays Global Aggregate Ex SD (Hedged), 4% Bloomberg Barclays US Corporate High Yield, 

2% JPMorgan GBI-EM Global Diversified Unhedged Index, 17% S&P 500, 6% Russell 2000, 15% MSCI EAFE, 7% MSCI EM, 3% FTSE NAREIT Equity REITs, 2% Bloomberg 

Commodity Index, 5% Alerian MLP, 2% Citigroup 3 Month T-Bill
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