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KEY THEMES DRIVING THE THIRD QUARTER

 Trending up and already at 40-year highs

 Expect 75 bps hike in July but what follows in September? 

 Equities likely to remain under pressure until signs of slowing

 Companies struggling to deal with shifting consumer behavior 

 Margins and profitability under pressure in most industries  

 War in Ukraine showing no signs of abating 

 Biden administration seeking tax increases prior to midterms 

 Cases creeping up in the U.S. even as China begins to reopen 

 Economy still in a Covid adjustment period causing equities rerating

 A vigilantly hawkish Fed could hurt stocks, dovish more bullish 
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Rationale: The Fed has realized that inflation has become a sticky problem that needs their full attention. Therefore,
expectations for rate hikes have continued to increase throughout Q2. The June hike of 75 basis points (bps) got the 
market’s attention. Currently, the market is pricing in another 150 bps of hikes by the end of the year. This would get the 
Fed Funds Rate to a range of 3% - 3.25%, a significant level of monetary tightening for the year. This is in addition to the 
running off of securities from the Fed’s balance sheet that just started in June. Corporate credit spreads have widened by 
roughly 60 bps year-to-date reaching long-term averages. Municipal valuations looked attractive farther out the curve. We 
continue to recommend individual security municipal portfolios for investors that have at least a medium-term time horizon 
with intermediate high-quality munis yielding in the 3.5% range on a taxable equative yield basis for the highest tax bracket. 
Overall, we like being higher up in credit quality today, especially since you are being paid well to wait.

Risk: Clearly our biggest concern today is inflation and how the Fed responds to fight it. Inflation is a headwind to the 
consumer and is starting to be felt at the corporate level. History is not on the Fed’s side either, as there is significant 
concern about over-tightening and pushing the economy into a recession over the next few years.

Rationale: We are upgrading the mortgage sector to neutral this quarter. Higher yields have doubled new origination 
mortgage rates this year. This has caused most existing mortgages to now be out of the money for refinancing, which 
reduces the extension risk of the payments to investors. Also, higher rates have helped push up the mortgage basis, making 
agency mortgage securities look enticing on both a raw and relative basis to Treasuries of a similar duration.  

Risk: Home price appreciation and thus homeowner equity continue to assuage our concerns about a housing crisis near-
term, although inflation eating into consumer spending could pressure homeowner’s pocketbooks down the road. One of the 
biggest headwinds to the sector had been how the Fed’s quantitative tightening (QT) process of reducing their holding of 
mortgage securities would play out. With this QT process broadly telegraphed in Q2, we feel much better about dipping our 
toes back into the space. We caution that the QT process might evolve later in the year, which leaves us only neutral on the 
sector today. 

Rationale: Non-investment-grade credit valuations have started to rise above their long-term averages. While things are 
starting to look enticing based upon valuation, we caution that if we continue to remain in a risk-off environment, spreads 
have plenty more room to rise. Leveraged loans have continued to hold up better on a relative basis against junk bonds, and 
we would continue to recommend this positioning.

Risk: If the Fed can engineer a soft landing, we could be witnessing peak spreads. Inflation could continue to put pressure 
on margins of corporates with non-investment-grade ratings. Many companies have been able to take advantage of the 
tailwind of low interest rates for debt, but higher refinance rates could put pressure on companies that need a lot of debt to 
run their businesses.

FIXED INCOME ASSET CLASSES
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Rationale: Large cap U.S. equities struggled mightily in the second quarter under the weight of persistently high inflation 
and higher-than-expected rate hikes by the Federal Reserve. The uncertainty of the future course of action by the Fed has 
led to multiple compression for most large-cap U.S. stocks, especially more speculative growth companies. Few sectors 
have been immune from market pressures, however. In this rising rate environment, we continue to prefer value-oriented 
sectors and dividend payers as the safer spot in stocks right now. 

Risk: Inflation shows few signs of slowing, forcing the Fed to be even more aggressive in raising rates and therefore 
driving the U.S. economy that much closer to a recession in 2023. If the Fed can’t gain control of spiraling prices, even 
more pressure will mount on equities in the near term. Earnings season should give us some insight on inflation’s impact 
for the rest of the year and next year. Thankfully we are seeing commodity prices ease.

Rationale: We find the long-term underperformance striking (annualized 5-year return of 5%, half that of the S&P 500 
over the same period) and continue to believe that this asset class offers one of the best return-versus-risk ratios. We 
admit that recessionary risks are rising and will further dampen enthusiasm for all risk assets, but with valuations below 
those experienced post the Great Financial Crisis, we think the end of 2022 could offer a generational buying opportunity. 

Risk: It is possible that the U.S. economy is already in a recession, and we expect additional pressure on earnings 
expectations for small- and mid-cap equities. Fed policy will need to be closer to neutral for this asset class to work, but 
we expect significant upside once economic conditions align with policy.

Rationale: Inflation is every bit as bad in Europe as it is in the U.S., if not worse. And economic growth is not as strong on 
the continent as it is here. Layer on top the war in Ukraine and the likely gas shortages across the continent, and we don’t 
see conditions in the short term supporting a benchmark weighting. Additionally, while inflation remains subdued in Japan, 
economic growth remains a mystery as a crushing debt burden weighs on their economy. 

Risk: Despite fading from the headlines in the U.S., the Ukrainian conflict remains front and center across Europe and 
continues to hamper economic conditions. Without some resolution, it is difficult to get too constructive on equity markets 
across the continent. If any kind of cease-fire were to occur, however, markets would likely surprise to the upside.

Rationale: China reopening as it gets Covid under control and showing some signs of stability in its economy are
positives for stocks even though we still see issues across emerging Europe and Latin America. Furthermore, the EM 
index is trading at very low valuations, which should cap the downside risk. We’ve moved to a neutral position as we see 
the near-term potential in China’s economy, and as a hedge against the possibility of a weakening U.S. dollar. 

Risk: While the West contends with inflation, China loosens economic conditions and experiences a mini-boom that 
propels stocks in the region higher. Another upside risk would be any cease-fire in Ukraine. 

EQUITY ASSET CLASSES
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Rationale: We continue to recommend investors hold infrastructure exposure in portfolios, as we believe the lack of capital 
investment over the past five years, combined with Europe’s long-term energy challenges, puts real demand on an 
increasingly constrained supply chain. The globe needs more access to energy infrastructure, and while a moderate 
recession may stress demand in the short run, we encourage investors to be buyers of weakness.

Risk: The risks for a deeper-than-expected recession are unlikely but cannot be ignored and could significantly reduce 
infrastructure demand over a multiyear period, testing investor patience to hold the asset class despite very moderate 
valuations at current levels.

Rationale: REITs struggled in June as bond yields eclipsed some REIT dividends for the first time in a long time. At this 
level of interest rates, the risk/reward of owning equity REITs vs. U.S. Treasuries becomes far less attractive. If the economy 
stays strong, real estate should perform well, but as we inch closer to a possible recession, real estate fundamentals could 
come under increased pressure just as some sectors were shaking off Covid’s impacts. 

Risk: Further rising interest rates make the sector even less appealing from an income perspective. The economy slides 
toward recession, dampening overall values. 

Rationale: At a broad index level, we’ve seen hedge funds outperform long-only equity and bond indices, with the HFRI 
FOF Composite returning -5.5% YTD through May, and the HFRI FOF Conservative Index returning -0.6%, vs. -8.9% for the 
Barclays Aggregate Bond Index and -12.8% for the S&P 500 over the same time period. Non-directional alternatives or 
strategies less correlated to debt and equity markets have outperformed. Earlier this year, we noted high valuation 
dispersion across asset classes and recommended leaning into capital structure arbitrage or market neutral strategies that 
can go long and short securities, while reducing beta to long only equity and fixed income. We believe these strategies can 
continue to add value to portfolios. We are becoming more constructive on directional strategies, especially given the better
valuation entry points. Equity long/short funds are seeing valuations for stocks lower than pre-Covid levels, even though 
business fundamentals are materially better post Covid, while short opportunities abound for stocks benefiting from short-
term supply issues. While we recognize that certain Macro strategies (e.g., CTAs) have performed well YTD, we would 
diversify around these exposures with multi-strategy or multi-PM hedge fund platforms.

Risk: The risk to more concentrated 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 is prone to changing course. The risk of 
government policy error is high, so hedging strategies should take this into account in overall positioning. An overweight or
high concentration to certain sectors (e.g., technology), factors (e.g., growth vs. value), or macro themes (e.g., inflation vs.
deflation) may lead to higher downside risk once we see a reversal in policy.

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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