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5 Ways to Improve Results in Today’s Low-Return
Investment Environment
Chris Engelman, Managing Director
With stock and bond indices posting
stronger than normal results since
the financial crisis, we have reached
a point in the current market cycle
where equities appear fully valued and
bond yields are near their trough levels.
This does not mean a market decline
CHRIS ENGELMAN similar to 2008 is imminent, especially
considering U.S. corporate earnings are
expected to pick up in the second half of 2016. Instead,
the more likely outcome is below-average stock and bond
results over the next three to five years, especially if
the U.S. and global economies continue to grow at
very modest levels.
While we believe in setting realistic expectations, this
does not mean we and our clients should sit back and
accept subpar results. Instead, we are incorporating the
techniques discussed below into our wealth management
process to help clients make the most of this low-return
environment and achieve their long-term goals. For more
ways to maximize returns, please read the full article at
www.cedhill.com/news/quarterly-newsletters.php.

Key Initiatives
1. Proper Assessment of Future Investment Risk–
Some asset classes have limited return potential but
don’t require much risk to achieve the expected results.
Other asset classes offer potentially large returns, but
require investors to take on significant risk. And for
investments falling somewhere along the spectrum,
consideration needs to be given to whether the expected
return justifies the risk. In many cases, a combination of
high-risk and low-risk investments may produce a higher
expected return than a portfolio that includes investments
spread out along the risk spectrum. As past performance
does not guarantee future returns, proper assessment
of an investment’s expected future risk/return profile
is imperative.
2. Proper Investor Risk Assessment – One of the most
important rules of investing is to know your risk tolerance
level. Too often, investors believe that they are willing
to take risk, but when markets fall, panic selling sets
in. Setting realistic risk levels upfront to avoid selling at
the wrong time or for the wrong reasons is essential to
achieving investment success.
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While achieving solid returns may
be more difficult in the coming years,
it’s not impossible.
3. Opportunistic Investing – Though returns will likely be
below average over the next decade, volatility is here to
stay. Investors can take advantage of this volatility by
incrementally buying on dips and selling into rallies. We
do not consider this market timing, which is extraordinarily
difficult to execute. Instead, an opportunistic investment
approach is executed within a fundamental value
framework and represents just a portion of investment
assets. When the market is optimistic and valuations
increase, it may be time to take some chips off the table.
Likewise, when investor sentiment is negative and equity
markets are falling, adding exposure may be a smart move
so long as one is willing to stomach short-term volatility.
4. Fundamentals Win – While it has been a long time
since value-oriented investing has significantly
outperformed other investment strategies, history tells
us that fundamentals will eventually rise to the top.

While low interest rates have distorted prices in many
asset classes, the price paid to acquire an asset still
matters. Overpaying, especially with borrowed funds,
will come back to haunt those that did not perform the
correct bottom-up analysis.
5. Patience – While it is very easy to get caught up in the
latest news and extrapolate the worst, investing is a
marathon, not a sprint. There will be ups and downs
during the process, and the downs feel much worse than
the good times. Keeping a long-term focus is essential.
If funds are being invested with a decade or longer
timeline in mind, short-term mark-to-market losses,
both on an absolute basis and relative to a benchmark,
should not set off a panic attack. An October 2015 DiMeo
Schneider study indicates 92% of 10-year top-quartile
mutual funds had at least one three-year stretch in the
bottom half of their peer group. Having patience and
an understanding of what’s behind the numbers and
conviction in the long-term strategy should lead to
better long-term performance.
While achieving solid returns may be more difficult in the
coming years, it’s not impossible. Though there is no magic
bullet to producing superior investment results, following
these steps should help improve performance over the
long run.

Market Outlook
Markets bounce back after initial Brexit turmoil,
but long-term uncertainty remains
Global equities faced a fickle market backdrop during the
second quarter. While improving economic fundamentals
strengthened market sentiment through most of the quarter,
investor anxiety re-emerged following Britain’s June 23rd
decision to exit the European Union (EU). A sharp two-day
sell-off in global equities followed the “Brexit” referendum,

but risk assets rallied during the final three days of the
quarter and largely offset those losses. As a result, the S&P
500 Index still managed to return 2.5% in the quarter
(3.8% YTD), and the emerging market index (MSCI EM)
posted a positive quarterly return of 0.7% (6.4% YTD).
The international developed market index (MSCI EAFE),
on the other hand, declined 1.5% during the quarter and
extended its year-to-date loss to 4.4%.
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Although the markets largely recouped the Brexit’s
immediate negative effects by quarter end, it has injected
new political and economic uncertainties into the financial
markets that could take some time to digest fully. The direct
impact of Brexit looks to be rather limited over the near
term, since negotiations over the U.K.’s exit from the EU are
poised to take place over two years. That said, concerns
surrounding the ultimate impact of Britain’s departure could
stifle business investment and economic activity in the region
during the interim – significantly elevating the potential for a
recession in the U.K. (and possibly other parts of the EU).
In the U.S., the risk of recession over the next 12 months
is slightly higher than it was before the Brexit vote. The U.S.
economy is primarily driven by domestic consumption and
investment, however, which should insulate it from the worst
of the Brexit fallout. While deteriorating economic growth
overseas and a strengthening dollar could negatively impact
international demand for U.S. goods, exports account for less
than 15% of U.S. gross domestic product (GDP) – and the
U.K. comprises just a small fraction of that. Even the much
larger EU, which is likely to experience some economic
weakness following a divorce from the U.K., comprises
just 17% of U.S. exports.

On a stand-alone basis, the U.S.
economy appears to have rather
stable footing.
On a stand-alone basis, the U.S. economy appears to
have rather stable footing. Even the long-suffering U.S.
manufacturing sector is showing signs of recovery. The ISM
Manufacturing Index expanded for the fourth consecutive
month in June, climbing to its highest level in 16 months.
In addition, the threat of a U.S. Federal Reserve-induced
recession from potentially ill-timed interest rate hikes now
appears much more remote than it did earlier this year. The
global economic uncertainty created by Brexit will force the
Fed to take a slower approach to policy normalization than
it had previously anticipated. Against this accommodative
monetary backdrop, we believe domestic GDP will continue
to expand at a consistent (albeit tepid) 2% rate of annualized
growth over the coming quarters.
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While the domestic economic growth outlook is far from
robust, U.S. equities could continue to move modestly higher
in this low-growth environment. Earnings have been the
biggest driver of the stock market’s recovery over the last
seven years and will continue to determine the trajectory of
equity returns, since price-to-earnings multiple expansion
from current levels is unlikely. While substantial declines
in energy sector earnings have dampened corporate profit

S&P 500 Quarterly EPS Growth (YoY)

Energy Sector Quarterly Earnings Growth (YoY)
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growth over the last 18 months, we expect that
headwind to reverse. With oil prices back up near $50
per barrel, year-over-year corporate earnings growth should
reaccelerate during the third quarter of 2016 for the first
time since oil prices started to collapse in mid-2014.
This rebound in earnings growth should extend into 2017,
potentially driving sustained advances in domestic equity
prices over the coming quarters.

Source: Bloomberg
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Nonetheless, investors should anticipate more measured
equity returns over the next several years. Furthermore,
with Brexit concerns now adding to the laundry list of risks
threatening to derail this protracted bull market run, we
expect increased market volatility for the foreseeable
future. Consequently, we plan to maintain our slightly more
conservative stance in the near term until we have more
clarity on Brexit’s geopolitical and economic implications.

We believe stocks will continue to offer better risk-adjusted
returns to investors over the longer term against bonds,
gold, cash and other competing asset classes. Accordingly,
we are not making material changes to our long-term
strategic equity allocations and will capitalize on periods
of elevated volatility to rebalance tactically around
that norm.

Investment Overview
Core Portfolio
During the quarter, we initiated positions in Bunge,
Allergan, the S&P Oil & Gas Exploration & Production ETF
and the ProShares Short S&P 500 ETF.
Bunge is an agribusiness company involved in various
phases of the food production value chain. The company
purchases, transports, and distributes grains and oilseeds;
crushes oilseeds to make meal and oil for the livestock and
food processing industries; and produces edible oils and
related products for food service customers and consumers.
We view Bunge’s global asset base as an effective means to
capitalize on secular growth trends in agriculture, which are
being driven by global population growth and the escalating
shift toward protein-rich diets in developing countries.
Allergan is one of the largest specialty pharmaceutical
manufacturers in the world. Its key products include Botox,
which is approved for cosmetic and therapeutic indications;
Restasis, a treatment for chronic dry eye; and Namenda,
an Alzheimer’s disease treatment. Shares of Allergan came
under significant pressure early in the quarter because of
Pfizer’s failed takeover bid of the company. The shares were
pressured further by unwarranted concerns associated with
Allergan’s business model following the widely publicized
troubles of industry peer Valeant Pharmaceuticals. Given
Allergan’s solid product portfolio and its ability to delever
its balance sheet significantly with its pending generics
business sale, we viewed the steep sell-off of the shares
as an opportune time to build a position in the company.
The S&P Oil & Gas Exploration & Production ETF is composed
of about 50 U.S.-based energy producers. We used this

We view Bunge’s global asset base as
an effective means to capitalize on
secular growth trends in agriculture,
which are being driven by global
population growth and the escalating
shift toward protein-rich diets in
developing countries.
investment vehicle to add diversified exposure to the E&P
sector, as shares of these companies remain dramatically
undervalued. If oil prices recover to a more normalized level
of $60 per barrel over the next two years (as we expect),
energy-related names should offer significant upside from
today’s depressed levels.
The ProShares Short S&P 500 ETF provides inverse
(opposite) exposure to the S&P 500 Index. As such,
if market conditions deteriorate and the S&P 500
declines, this investment will gain value. While we remain
constructive about the outlook for domestic equity prices
over the long term, this investment gives us the ability to
reduce our downside exposure during potential bouts of
volatility as the market confronts a number of unusual
political and economic challenges over the next six months.
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We sold our positions in BlackRock and the Consumer
Staples Sector ETF, as both securities reached our
risk-adjusted price targets.
BlackRock is the largest asset manager in the world, with
more than $3.6 trillion under management. Although we
continue to like the firm’s assets and scale advantages, the
current environment of elevated volatility and low interest
rates presents challenges for future earnings growth. As for
the Consumer Staples Sector ETF, while we like the defensive
properties consumer staple companies provide, we believe
valuations for this sector as a whole have become too
expensive to justify continued investment.
We also sold our positions in Hertz and Gilead.
Hertz provides car rental services in on-airport and off-airport
locations across the United States. The company has been
underperforming against its earnings potential, in our
view. Sustained pricing improvement across the industry
has remained elusive, however, and further rental fleet
rationalization may be required. Although a turnaround still
appears possible, Hertz’s recovery is likely to take more time
and its earnings power appears less significant than initially
anticipated. Accordingly, we decided to exit our position to
fund other opportunities.
We completed the sale of our position in Gilead during the
second quarter. We initially purchased Gilead in 2011 as the
biotechnology company began expanding its product pipeline
in the Hepatitis C market. Through acquisitions and product
development, Gilead experienced tremendous sales and
profit growth from 2013 to 2015, boosting its stock price by
400%. Over the past two years, we have reduced our position
in the company because of the stock’s price appreciation.
Gilead’s failure to map out its future growth plans prompted
our decision to exit the holding completely and reallocate the
capital into more compelling investments.

Equity Income
MLPs rebound as negative sentiment dissipates
Income-producing equity investments, such as Mortgage
Real Estate Investment Trusts (mREITs) and Master Limited
Partnerships (MLPs), reported solid gains during the
quarter. The FTSE NAREIT Mortgage REITs Index posted

A lack of new supply continues to make
municipal bonds relatively attractive
compared with taxable bonds.
Corporate bonds are the most attractive
taxable bond sector, as declines over
credit quality concerns have led to
attractive risk-adjusted yields.
a second-quarter total return of 9.7% (14.3% YTD), while
the Alerian MLP Index increased 19.7% during the quarter
(14.7% YTD).
As we noted last quarter, the MLP sector was extremely
oversold earlier in the year because of the collapse in
oil prices and trepidation over the sustainability of MLP
dividends. Those concerns proved exaggerated, and we
believe the negative investor sentiment that continues to
hover over the sector will dissipate as MLPs’ midstream
energy assets demonstrate their worth in this commodity
environment. We believe this asset class is in the initial
phase of a long-term recovery that will generate substantial
returns for MLP investors over the next two to three years.

Fixed Income
Yields plummet as Brexit prompts investors to seek safety
Interest rates in the U.S. declined to historically low levels in
the second quarter, as the uncertainty created by Britain’s vote
to exit the European Union sent investors to seek safety. Yields
on the 10-year U.S. Treasury bond declined to about 1.5%,
more than three-quarters of a point lower than where it began
the year. As a result of the economic uncertainty, the Fed is
unlikely to raise short-term interest rates in the near future.
A lack of new supply continues to make municipal bonds
relatively attractive compared with taxable bonds. Corporate
bonds are the most attractive taxable bond sector, as
declines over credit quality concerns have led to attractive
risk-adjusted yields.
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Alternatives
Private equity investment remains slow as valuation levels
continue to rise
Most Hedge Funds continued to post relatively flat results
during the second quarter. Macro-oriented managers who
positioned their portfolios correctly in commodities and
global bonds posted the best returns. U.S. credit managers
also performed well, since credit spreads narrowed as fears
of an economic recession declined. With investors chasing
stocks with strong yields and selling companies that benefit
from higher interest rates, long/short equity managers
have struggled this year with holding too few consumer
staples and utilities and too many financials. Finally, there
is an interesting shift in hedge fund assets from directional
strategies to market-neutral strategies with more short
exposure. As valuations rise, the opportunity to make money
on long and short positions increases.
Low interest rates continue to support nearly every sector
of the Real Estate market. As investors search for yield,
well-located properties with high occupancy and strong
cash flow distributions have attracted significant demand.
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While apartments and multifamily housing remain the
favored sector, other niche sectors to watch include
senior living, student housing, self-storage and medical
office buildings, which are all benefiting from supportive
demographics. With interest rates expected to stay low
because of subpar global growth, owning real estate
remains attractive.
The Private Equity market has been strong in 2016, but not
without its challenges. Concerns over rising valuation levels
and the effect they may have on future returns is clearly at
the forefront of both fund managers’ and investors’ minds.
The amount of capital waiting to be invested in private equity
continues to grow. According to a recent Prequin survey,
private equity funding available for investment is triple
the amount of capital called in the previous year. Hence,
investors need to be patient in selecting opportunities for
fear that even if the private equity manager identifies an
attractive growth opportunity, industrywide valuation
declines could result in subpar returns. To overcome this
potential hurdle, managers are focusing on self-liquidating
private debt investments, which should be less reliant on
friendly capital markets to achieve results.
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Emergency Contact
 s a reminder, our website (www.cedhill.com) has an “Emergency” link under the Contact Us tab. In the event of an interruption
A
to normal business operations at our office, this link will redirect users to a Web page that will provide updates and alternative
phone numbers for communications with clients and interested parties. In such an event, updates will be provided continually
until operations are fully restored to normal.

Disclosure
This newsletter is intended to provide general information only and should not be construed as an offer of specifically tailored
individualized advice or results. Clients or prospective clients should not assume that their performance will equal or exceed
historical market results and/or averages.
Specific securities identified do not represent all of the securities purchased, sold, or recommended for advisory clients, and the
reader should not assume that investments in the securities identified and discussed were or will be profitable. Past performance
is not indicative of any specific investment or future results.
Views regarding the economy, securities markets or other specialized areas, like all predictors of future events, cannot be
guaranteed to be accurate and may result in economic loss to the investor. All statements other than statements of historical
fact are forward-looking statements (including words such as “believe,” “estimate,” “anticipate,” “may,” “will,” “should,” and
“expect”). Although we believe that the expectations reflected in such forward-looking statements are reasonable, we can give
no assurance that such expectations will prove to be correct. Various factors could cause actual results or performance to differ
materially from those discussed in such forward-looking statements.
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