
 
 
Quarterly Letter                                  Quarter-ended June 30, 2019 

For the quarterly period ended 06/30/2019 (Q2-2019), the 3EDGE Growth, Total Return and 
Conservative strategies generated positive returns due to gains in U.S. equities, Gold, and both long 
and short-dated Fixed Income that more than offset losses in Emerging Market equities and 
Commodities.   

Current Global Capital Market Environment – As the second quarter came to a close, the S&P 500 
index remained near all-time highs and was closing in on the longest bull market on record.  For the 
first six months of the year, both stocks and bonds have benefited from a “pivot” by the Federal 
Reserve.  In January Fed Chair Jay Powell indicated that the Fed would adopt “patience” in increasing 
short-term interest rates.  Then following the correction in the global equity markets in May, Fed 
Chair Powell took the opportunity during the FOMC meeting in mid-June to indicate that uncertainty 
over ongoing trade negotiations between the U.S. and China along with increased downside risks to 
the economy means that the Fed is now leaning towards lowering short-term interest rates as soon 
as the next FOMC meeting in July.  These dovish signals from the Fed have investors hopeful that 
additional central bank liquidity will once again propel asset prices higher. 
 
Global Economic Trends - The Fed, the European Central Bank (ECB) and other of the world’s major 
central banks are responding to the risk that the synchronized global growth of 2017 is now facing 
headwinds and could develop into a synchronized global economic slowdown. The continued 
flattening and inversion of the U.S. Treasury yield curve may also be indicative of investor concerns 
about the long-term health of the U.S. economy which has continued to grow faster than the rest of 
the world, but eventually could be pulled down by the weight of a slowdown in global growth.   
Recent readings from the New York Fed’s Nowcast is predicting that U.S. economic growth in the 
second quarter may come in closer to 1.0%1 which would represent a material decline from the over 
3% GDP reading in Q1 2019. 
 
Our model research continues to indicate 3 Investment Themes: 
 

• U.S. Equities appear to be overvalued 

• Emerging Market Equities appear to be relatively undervalued 

• Our outlook for Gold remains positive 
 

Current Outlook and Positioning 

Our model research indicates that U.S. equities are currently more overvalued than other major 
markets and nearly as overvalued as they were just before the bursting of the tech stock bubble in 
2000 and just before the crash of 1929.  We believe that traditional P/E ratio analysis may not be 
sufficient in providing adequate insight into equity valuations.  Therefore, we have developed our 
own methodology for understanding equity market overvaluation by comparing 3EDGE's model of 



current P/E ratios, adjusted for normalized profit margins, to fair value P/E calculations that 
incorporate both the current and long-run cost of capital as well as implied growth rates.  Although 
U.S. equities are overvalued, even in the face of deteriorating fundamental factors, markets can 
become even more overvalued for periods of time before correcting towards fair value.  

 Presently, our research indicates that Emerging 
Market equities are somewhat undervalued in 
absolute terms and highly undervalued relative to 
U.S equities.  One reason that EM equities have 
struggled for an extended period is due to the 
ongoing strength of the U.S. dollar, which 
punishes emerging market companies and 
governments that tend to borrow in U.S. dollars 
since a strong dollar means that their debt service 
can become burdensome.  The investment case 
for EM equities has been strengthened by the 
prospect that the Fed may cut interest rates as 
early as July with the market anticipating upwards 
of three twenty-five basis point (0.25%) cuts by 
year-end.2  These actions by the Fed could 
further benefit EM equities by contributing to a 
weaker U.S. dollar, which when coupled with the 
decline in U.S. Treasury yields  may  lower  the  

borrowing costs for Emerging Market sovereign and corporate entities. 

The outlook is mixed for Developed Asia equities and remains negative for European equities.  In 
both regions, yield curves remain inverted, suggesting limited growth opportunities.  While Japan 
remains undervalued, a catalyst for investment has not yet materialized.  

The U.S. Treasury Bond outlook remains unchanged.  U.S. Treasury yields continued to decline during 
the quarter as concerns mounted over the prospects for a global growth slowdown and dovish signals 
from the Fed in June.  Credit remains concerning as both high-yield and investment-grade spreads 
have continued to widen and are less supportive of credit conditions.  

The outlook for Gold remains positive due to a variety of contributing factors including low real yields 
(nominal yields less inflation); the prospect of a more dovish Fed; and, positive investor behavioral 
factors which may be driven by increased geopolitical tensions that tend to highlight the allure of 
gold as a haven asset.  There is also growing concern that there may not be sufficient global economic 
growth to service current levels of outstanding debt.  Therefore, an alternative solution becomes debt 
monetization, which implies the need for the government to create additional fiat currency by printing 
money which would increase the value of gold.  It could well be time for the price of gold to begin 
to reflect the inevitable monetization of growing levels of debt. 



Currently, Cash & Equivalents are attractive on an absolute yield basis, and since we place limitations 
on asset class exposures for risk management purposes (Gold and EM equities for example), Cash 
can be an essential addition to a portfolio. 

Potential Market Risks include the following: 
 
End of the Virtuous Credit Cycle - Since the financial crisis there has been a powerful virtuous cycle 
of credit, wherein extremely easy monetary policy and central bank liquidity has lifted asset prices, 
creating an increased pool of collateral able to support higher levels of borrowing.  However, as 
growth slows, this virtuous credit cycle can unwind, and that can begin at a time when the economy 
still looks relatively healthy, benefiting from the previous stimulus.  Once a credit deleveraging cycle 
begins, it can quickly accelerate into a vicious downward spiral. 
 
Reversion to the Mean of U.S. Corporate Profit Margins - Recently, corporate profit margins have 
reached record highs.  However, historically, profit margins are mean reverting (when profit margins 
are either exceptionally high or exceptionally low, they eventually revert to their mean).  Many factors 
can depress corporate profit margins, including falling sales, increased competition, increased 
regulation, higher taxes, an increase in the cost of capital and higher input prices due to tariffs or 
supply chain disruptions.  
 
End of Investor Complacency - Throughout this equity bull market investors have embraced "buying 
the dips" and "buy and hold" strategies and have been rewarded. Investors also seem to have come 
to expect the Fed to take action should global markets look as though they may be about to suffer a 
significant downturn.  These factors have contributed to a sense of investor complacency, and in such 
an environment once investor behavior gives way, the fear of an impending bear market can serve to 
magnify the downturn. 
 
Late Market Cycle Behavior - Historically, there are specific characteristics that frequently are 
associated with capital market behavior late in market cycles and these include: 
- Markets may tend to be prone to market melt-ups and melt-downs. 
- Market corrections are often interrupted by relief rallies caused by government or central bank 

intervention. 
- Continuing interventions by central banks tend to lose their impact over time, at which point the 

bear market begins to take hold. 
- Bear market rallies can occur throughout – for example, during the bear market in equities from 

October 1929 to June 1932 the S&P 500 declined by more than 80%, however during this period 
there were six significant bear market rallies.3 

 
In summary, based upon our model research and decades of experience in managing portfolios we 
believe that now is a time to assume a bit more defensive posture towards portfolio allocations as 
the risk of a correction in the equity markets continues to increase.  However, this is not to say that 
we will be entirely out of the equity markets now or in the future.  For purposes of diversification and 
risk management, our 3EDGE strategies will always hold a minimum amount of equities at all times. 
Also, even if we are currently entering into what could turn out to be an equity bear market, we know 



from history that there can be interim periods of significant bear market rallies which we may seek to 
take advantage of along the way. 

We will continue to conduct our model research into the significant economic and behavioral forces 
which may drive markets either higher or lower from this point.  The 3EDGE approach to portfolio 
management targets alpha, or attractive risk-adjusted returns, by following our investment discipline 
of seeking to identify undervalued or overvalued asset classes across the globe that may be poised 
to enter a period of market outperformance or underperformance.  At the same time, we prioritize 
risk management and seek to limit potential portfolio drawdowns as we believe that investment 
portfolios need protection from a variety of possible "fat-tail" or "black swan" events.  

Please feel free to reach out to us if you have any questions and thank you for the confidence that 
you have placed in 3EDGE.  

 
 
Stephen Cucchiaro     DeFred G. Folts III 
President & Chief Investment Officer    Chief Investment Strategist 
3EDGE Asset Management, LP    3EDGE Asset Management, LP  
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DISCLOSURES: This Quarterly Letter is as of July 7, 2019 and is provided to current and prospective clients of 3EDGE Asset 
Management (“3EDGE”) for informational purposes only. The opinions expressed in this Quarterly Letter are those of 3EDGE and 
are subject to change without notice in reaction to shifting market conditions. 3EDGE's opinions are not intended to provide 
personal investment advice and do not consider the investment objectives and financial resources of the reader. Information 
provided in this Quarterly Letter includes information from sources 3EDGE believes to be reliable, but the accuracy of such 
information cannot be guaranteed. Investments including common stocks, fixed income, commodities, and ETFs involve the risk of 
loss that investors should be prepared to bear. Past performance may not be indicative of future results. 
 
Please let us know if there have been any changes to your financial circumstances, time horizon, investment objectives, investment 
restrictions, risk tolerance or other items which could help us better manage your investments. 


