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Key themes driving the 4th quarter

THE FED

After a 50bps hike in 
Dec., what awaits in 
Feb. and March.

Markets pricing a 
more dovish Fed in 
early 2023.

Inflation has peaked 
but sticky—wage 
growth is key metric. 

Slack in labor market 
gives Fed cover to 
keep raising rates.

Earnings are coming 
down in tech sector 
but OK in retail.

Companies still see 
opening to pass 
along price increases. 

Inflation is rising 
across much of 
Europe; banks will 
need to tighten 
aggressively. 

Dollar is likely to 
soften as foreign 
central banks get 
more aggressive.   

Will the easing of 
Covid restrictions 
continue, thus 
creating more 
economic growth 
throughout emerging 
markets? 

China reopening and 
stimulative policy a 
boon for all of EM. 
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Equity asset classes

RATIONALE  After a November rally, 
large-cap U.S. stocks wilted in December as 
concerns mounted that an overly hawkish 
Fed was going to push the economy into 
recession in 2023. Earnings have held 
up in some areas, while other sectors of 
the economy, like technology, have had 
a harder time. With all the unknowns 
surrounding the Fed, inflation, and the 
economy, it is too difficult to guess how 
stocks will come out of the gate to start the 
new year. Best to stay broadly exposed until 
there’s greater clarity. 

RISK  The Fed will meet twice in the first 
quarter (Feb. 1 and March 22), setting up a 
volatile period for stocks. The expectation 
is for two more 25-bps rate hikes, but there 
is a lot of economic data to review in the 
interim, and it’s anyone’s guess how bullish, 
or bearish, that data will be for stocks. 

RATIONALE  Nothing gained or lost in 
holding US small cap equities in 2022 as 
both the Russell 2000 (-20.5%) and the 
S&P Smallcap 600 (-16.2%) generated 
similar returns to the S&P 500 (-18.1%) for 
the year. From our observations, active 
managers who leaned on the quality factor 
and were underweight technology did 
materially better than the broad indices. 
Entering 2023, our views on the asset 
class are unchanged as we are that much 
closer to the conclusion of monetary 
tightening and a renewed economic growth 
cycle, both of which should favor smaller 
businesses. To reduce the left tail-risk 
from impacting portfolios, we continue 
to recommend active management and a 
heavy quality bias. 

RISK  It’s hard to find an economist or 
investment strategist who doesn’t believe 
a recession is imminent in 2023, but the 
magnitude of expectations does vary 
dramatically. A deep recession will be 
challenging for small-cap investors, as 
financing and business risk will accelerate.

RATIONALE  International stocks posted 
double-digit gains in November, but we 
don’t think any of the previous risks have 
been resolved. It was a strong bounce 
off the bottom for European equities, 
but without any resolution to any of the 
underlying issues like rampant inflation, 
weakening economic growth, and the 
Ukraine situation, it’s hard to see equity 
markets putting in a sustained rally. 

RISK  Further upside surprises are 
certainly possible, but the economic clouds 
seem unlikely to part in the next quarter. 
Currency movements also create risks to 
equity prices. 

RATIONALE  China is loosening its 
zero Covid policy, which is a positive for 
its economy as well as the broader EM 
landscape. However, cases are rising and 
its an unknown how the government will 
handle rising case counts. Valuations are 
also supportive of EM equities, however, 
valuation is rarely a good short-term 
indicator. .

RISK  The U.S. Dollar has weakened some 
lately, which has been a positive, as other 
central banks tighten monetary policy. 
Should the dollar reverse course and 
continue its upwards trajectory that could 
be a negative for EM stocks. China-U.S. 
political tensions remain a headwind for 
EM stocks as well.  
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Non-core asset classes

RATIONALE  One of the few bright spots in 2022, 
infrastructure assets benefited from their broad use and 
global mix, which includes energy assets such as gas and 
oil pipelines. Companies with defensive business models, 
recurring cash flow, and low dependence on capital markets 
also performed well, as highly levered business models 
have been exposed. With the prospects of a cold and 
gasless winter being pushed off another year, European 
infrastructure finished the year “hot” with tailwinds that 
may continue into 2023. With yields likely peaking in 2022, 
financing risks will subside in the year ahead, and we think 
this asset class remains attractive, albeit valuations are less 
compelling at current levels. 

RISK  In general, infrastructure assets can act defensively 
during tougher economic conditions, but selectivity will be 
critical in that environment, especially as assets correlated 
to higher unemployment levels struggle due to lower usage.

RATIONALE  Public REITs rallied hard in November 
as hopes for a more dovish Fed took hold, but sold off 
again in December as those hopes were largely dashed. 
Still, as the end of the Fed tightening cycle comes into 
view with the February and March meetings, REITs stand 
to benefit as rates come down, and the market more 
accurately values the company’s underlying real estate 
holdings. 

RISK Rates continue to rise, elevating borrowing costs 
and making REIT dividends less appealing vs. the 
income available in government bonds. In addition, if the 
economy plunges into recession, it hurts REIT earnings; 
however, we don’t see that as a first-quarter event.  

RATIONALE  The HFRI Fund Weighted Composite Index, 
a broad measure of hedge fund performance, is down 3.9% 
through November. This performance compares to -13.1% for 
the S&P 500 and -12.6% for the Barclays Aggregate Bond Index. 
In a year where it was difficult to produce positive performance, 
there were several pockets of strength within hedge funds, most 
prominently among managers focused on macro trends (the HFRI 
Macro Index was up 8.8% through November). Relative value 
strategies also outperformed long-biased managers. We expect 
the opportunity to begin to shift toward event-driven managers 
that can take advantage of dislocations in the market. In addition, 
long/short managers that can lean into volatility are looking at 
a much better valuation entry point on the long side, while short 
positions should play out more quickly as investors become more 
discerning, and earnings and balance sheet strength become a 
priority. We would begin to lean toward directional strategies that 
can be tactical in periods of dislocation.

RISK  The risk to more directional 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, 
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 for directional strategies, once we see a reversal in 
policy.
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Fixed income asset classes

RATIONALE  After a rally mid-quarter, investment grade 
(IG) bonds, both government and credit, sold off into year-
end as concerns mounted that the Fed would maintain 
its hawkish profile deeper into 2023 than hoped. But at a 
higher initial yield, both U.S. Treasuries and muni bonds 
are fairly attractive and yielding rates not seen in years. 
The economy looks fairly strong at the outset of the year 
but a lot will be learned when the Fed meets on Feb 1 and 
again on March 22 of this quarter. We wouldn’t look to 
extend duration until we have greater clarity on when the 
Fed will pause hiking rates. 

RISK  Stronger than expected inflation data and a 
stubbornly hawkish Fed remain the bond markets’ biggest 
risks, as raising rates too high increases the potential for 
the economy to slide into recession.  

RATIONALE  Mortgage bonds continued to stabilize in 
the fourth quarter. And with wide spreads and new supply 
for non-agency mortgage-backed securities (MBS) likely to 
be half of what it was in 2022, the conditions are starting 
to look more favorable for the sector. However, uncertainty 
around monetary policy makes it difficult to pile back into 
the space at the moment despite the attractive yields.  

RISK  Risks in the sector remain, such as the Fed’s 
ongoing quantitative tightening program that has them 
selling mortgage bonds back into the market. And a deep 
recession could impact borrowers’ payment abilities, but 
the outlook is starting to turn more favorable. 

RATIONALE  High yield spreads have dipped back below 
500 bps, down from 600 bps recently, while the leveraged loan 
discount margin has increased to 650 bps, up from 450 bps last 
year. With the increase in treasury yields and reference rates, 
investors can receive double-digit absolute yields in certain cases. 
Countering the high absolute yields are spread levels that are just 
above averages over the past decade. We believe the technical 
backdrop – a significant year-over-year drop in high yield/
leveraged loan issuance in 2022 combined with a manageable 
maturity schedule – may prevent spreads from widening out 
to 2020 levels. However, we believe we’ll see additional price 
weakness, as earnings estimates begin to come down and default 
risk increases. We would add exposure as dislocations occur and 
be mindful about where in the capital structure to invest, with 
an initial focus on higher-quality, more defensive businesses. 
We would favor fixed-rate, high-yield bonds over leveraged loans 
given a greater percentage of this market is of higher credit 
quality; it’s also not as vulnerable to price weakness stemming 
from the recent chill in private markets.

RISK  Spreads may widen further than expected if economic 
conditions deteriorate more meaningfully, and riskier parts 
of the credit market dislocate more severely than we expect. 
Liquidity risk within the leveraged loan market may create further 
downward pricing pressure as investors look to unload riskier 
credit.
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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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