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KEY THEMES DRIVING THE FOURTH QUARTER

 Republican wave receding; can Democrats maintain control?

 75 bps hike in September, but what’s in store for Nov. and Dec.? 

 Gridlock is good, whereas one-party rule could be troublesome 

 Inflation may have peaked, but it remains stubbornly high 

 The longer it stays high, the stickier it becomes

 Stocks appear to be rich considering inflation levels  

 Bonds offering better value than stocks at these interest rates 

 War in Ukraine keeps European energy costs painfully high 

 China’s 20th National Congress on October 16th sets stage for new 
political economy cycle

 An overly hawkish Fed could damage stocks even further 
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MORTGAGE
SECURITIES

Neutral

NON-INVESTMENT
GRADE

Neutral

Rationale: With the Fed moving short-term rates up 150 bps in the third quarter, investment grade (IG) bonds, both 
government and credit, look attractive. Both US Treasuries and muni bonds are yielding rates not seen in years. The 
economy is showing resilience, and tax receipts remain strong, so high-quality IG credits and highly rated muni bonds 
remain favorable, especially with the muni curve remaining positively sloped. We still like the shorter end of the curve as the 
Fed stays in tightening mode but would look to extend duration when the Fed signals the end of tightening. 

Risk: Inflation remains the biggest risk, but the Fed has telegraphed its next two moves, so rates should be factoring those 
hikes in this quarter. We think the economy remains on solid footing for the next couple quarters, but a sudden downturn 
could hurt IG credit and potentially munis if the market became worried about government revenues. 

Rationale: Mortgage bonds held up fairly well in the third quarter but are having a terrible year. Despite that, we are 
maintaining the mortgage sector at neutral this quarter, as higher rates and a slowing economy have all but eliminated 
prepayments. Higher yields have doubled new origination mortgage rates this year. However, the uncertainty around the 
scope and pace of monetary policy makes it difficult to pile back into the space. 

Risk: Two big risks exist in the sector. First, the marginal buyer (the Fed) is no longer. Now it is the marginal seller through 
its quantitative tightening program. That could pressure prices even further. Second, consumers are feeling pinched thanks 
to high inflation, especially in food prices. On the flip side, mortgage bonds are already having their worst year ever by far, 
so a rally if rates steady isn’t out of the question. 

Rationale: Yields within non-IG rose the most in three months toward the end of last quarter, with absolute yields now in 
the 9% – 10% range. Spreads have come in from recent highs but are still above their long-term averages. Given the large 
amount of issuance and refinancing post the initial innings of the pandemic, default rates may not increase as expected, 
even in the case of recession. To be sure, we do expect more stress ahead as companies digest higher rates, and will 
consider increasing exposure as dislocations occur. We will initially lean into the higher quality and more defensive 
segments of the market. Given the substantial issuance within the loan market and recent weakness coming from CLO 
demand, we will also tilt toward high yield over bank loans and allocate opportunistically to managers who can rotate across 
the non-IG spectrum. 

Risk: Inflation could put pressure on the margins of non-IG issuers. This, combined with a further slowdown in economic 
growth, could cause spreads to widen more than expected, creating losses in the near term.

FIXED INCOME ASSET CLASSES
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Rationale: Large-cap US equities rallied throughout the first half of the third quarter only to retreat and close at new lows 
as consecutive 75 bps rate hikes by the Fed and strong comments from Chairman Powell took the shine off risk assets. 
As investors recalibrate earnings in what is likely to be a difficult 2023, the multiple investors are willing to pay for stocks 
keeps coming down. In this environment, we continue to prefer owning investment vehicles that focus on high-quality 
companies with strong cash flows. 

Risk: An aggressive Fed has chilled the market for high-growth companies with little to no earnings. If the Fed remains 
aggressive at their November and December meetings, it will likely remain difficult for growth equities to regain traction 
this year. Looming in 2023 are recession fears that could further keep a lid on stock prices, but if the Fed signals a 
slowdown, stocks could rally. 

Rationale: Despite pressure on financial assets during the third quarter, US Small Caps (per the Russell 2000 Index) 
declined just 2.2%, outperforming the S&P 500 and the Nasdaq 100. While the asset class is not without its own 
headwinds, US Small Caps are less sensitive to the dollar, and investors may find comfort in owning domestically focused 
businesses during a period of extreme geopolitical tension. From that perspective, we are maintaining our favorable view 
and continue to believe that this asset class will be the one to own when the Fed finally pauses.

Risk: We think the asset class is durable enough to withstand a mild recession; however, should economic conditions 
deteriorate under the weight of the Fed, US Small Caps will likely suffer another meaningful decline. 

Rationale: High inflation, low economic growth, poor policy decisions, weak currencies. The list of rationales to 
underweight ownership in developed international equities only seems to get longer with each passing quarter. Eventually, 
international markets will stabilize, and valuations will be too tempting to ignore. We think we’re still a quarter or two away 
from that happening. 

Risk: At this point, it appears all the downside risks are well known, though it’s always possible economic activity is even 
worse than anticipated. It would be nice to see one positive development before jumping back in. Upside surprises 
ranging from resolution in Ukraine to stabilizing inflation to cheap valuations to currency stabilization are out there but 
seem unlikely to take hold in the immediate term. 

Rationale: Pockets of emerging markets (EM) like Mexico and India appear in good shape but EM’s largest player, 
China, remains a wildcard. The People’s Bank is one of few central banks in an easing mode, but that’s because of 
troubles in the real estate market. 

Risk: The risks remain the same. Upside risk is a cease-fire in Ukraine and/or bullish signs coming out of China, 
especially the People’s Congress meeting in mid-October. Slumping commodity prices and a strong dollar also exert 
further pressure on emerging equities. 

EQUITY ASSET CLASSES
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Rationale: We continue to recommend investors hold infrastructure exposure in portfolios. The lack of capital investment 
over the past five years, Europe’s long-term energy challenges, and upward pressure on energy prices should continue to 
create demand in owning quality cash-flow-generating assets that pay dividends. These near-term catalysts will set the 
stage for strong secular growth in the asset class as regional superpowers look inward to source secure oil, gas, and wind 
energy, thereby increasing demand for new infrastructure assets with new supply and demand endpoints.

Risk: A global recession will curtail the demand for oil and gas; however, we see few obstacles to the longer-term need to 
rethink the supply chains underpinning oil and gas, resulting in additional demand for new infrastructure over the next 
decade.

Rationale: Public REITs continue to struggle as short-term bond yields now offer a more compelling yield than most equity 
securities. Add in high inflation, work from home, and rising housing costs, and it’s tough to find a compelling sector of the 
REIT market. The private space is feeling pressure as well, as borrowing costs escalate, and property valuations face a re-
rating in the face of rising borrowing costs and a slowing economy. 

Risk: Rising rates have hammered public real estate, and now it’s possible that valuations will start to impact the private 
space. REITs could rally, though, as most public securities trade at large discounts to net asset values.  

Rationale: We’ve seen a gradual unwinding of risk exposures and more selective risk-taking on the part of directional 
managers in recent months. Long/short funds whipsawed by factor risk have noted the quick reversals and resized positions 
accordingly. On an index level, measures of hedge fund performance are outperforming both equity and credit markets year 
to date through August. 

If the increasing degree of dispersion in valuation across sectors, market cap, and security type were to continue, we would 
gradually increase exposure to strategies that can take advantage of this dispersion with both long and short ideas. We 
would continue to gain exposure to macro factors through multi-strategy funds that can take a more diversified approach to 
top-down macro variables, and would also begin selectively adding to event driven strategies that can exploit dislocations. 
Our expectation is that a fast-acting Fed will continue to create cracks beneath the surface, which should create opportunity 
for nimble investors positioned for turbulence.

Risk: The risk to more concentrated strategies is illuminated by a Federal Reserve that is frequently adjusting its 
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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