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Please let us know what you would like
us to write about. Send us your ideas at:
contact@fpcm.net. We look forward to hearing
from you!

QUALIFIED OPPORTUNITY ZONE INVESTING
VINCE MARSDEN, Partner, SVP of Financial Planning
The 2017 Tax Cuts and Jobs Act (TCJA) established the Qualified Opportunity Zone (QOZ) program,
which provides tax incentives for long-term private investing in economically distressed geographical
areas throughout the U.S.
Under the new program taxpayers with realized capital gains may defer, and possibly reduce, the
amount of income tax to be paid on those gains.
HOW DOES THE PROGRAM WORK?
 Once a capital gain has been realized, the taxpayer has 180 days to invest some or all of the gain in a
Qualified Opportunity Zone Fund (QOF), which in turn invests the money in QOZ property. A QOF
must invest at least 90% of its assets in QOZ property, such as real estate projects.
 A taxpayer who defers realized gains by investing in a QOF receives a 10% step-up in basis after
keeping the funds invested for 5 years, and an additional 5% step-up if the funds stay in place a full
7 years.
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 Under the current program, tax on any deferred gains is due
by 12/31/2026, and is payable in 2027 upon the filing of 2026 tax
returns.
 For a taxpayer to receive the full 15% basis step-up (and
therefore pay tax on only 85% of their actual capital gain), the QOF
investment must be made by 12/31/2019. To achieve the 10% stepup, investments must be made by 12/31/21.
 Provided that the investment in the QOF is held for at least 10
years, upon the subsequent sale of the QOF property the taxpayer’s
cost basis will be deemed equal the market value, and the capital
gain will be tax-free.
Given the long-term commitment required to achieve the tax
deferral and savings, a QOF represents an illiquid investment and
may not be suitable for all taxpayers. QOF investments are also
subject to other risks factors, such as the possibility that they may
lose value, or that the tax benefits may be outweighed by poor
returns on the QOF investment. Also, to maximize the potential of the QOZ strategy, taxpayers should
have sufficient liquidity to pay the capital gain tax due on 12/31/2026 from other funds.
A comprehensive evaluation of any potential QOF investment should be made with input from your
professional advisers before you commit any funds, to ensure the opportunity fits well with your
investment, tax and overall financial planning situation and objectives.
Please contact us if you would like to discuss whether investing in QOFs may make sense for you.

BRIXMOR PROPERTY GROUP
YOU MAY NOT RECOGNIZE THE NAME, BUT YOU LIKELY VISITED A PROPERTY
CHRIS CONWAY, Portfolio Manager
We recently initiated a new position in Brixmor Property Group Inc. (ticker: BRX), a real estate
investment trust (REIT) that is one of the largest strip-shopping center owners in the U.S. We believe
the stock represents an attractive investment opportunity and want to share our views with you.
WHAT DOES BRIXMOR DO?
Brixmor owns and operates approximately 450 strip-shopping centers in over 30 states throughout
the U.S. The company leases retail space to a variety of different retailers including grocery stores,
restaurants, discount chains, and several other types of both national and local retailers. Leases
with tenants generally range from 5 to 20 years in length, and frequently include contractual rental
increases and renewal options.
WHY WE PURCHASED THE STOCK
We purchased Brixmor for three main reasons. First, we believe the fundamentals for the stripshopping center industry in the U.S. are healthy. Despite many news stories touting the “death” of
retail, strip-shopping centers continue to have solid levels of occupancy and low-single-digit growth in
revenue. We believe these trends will continue because new supply growth in the industry has been
limited, and the proximity of strip-shopping centers to consumers will continue to be important going
forward.
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More specifically, the business models of certain
types of retailers depend on being in close
proximity to where consumers live and work
(e.g. grocery stores, dollar stores, fitness centers,
restaurants), and strip-shopping centers are an
effective way for these retailers to co-locate and
provide consumers with shopping convenience.
Second, we believe Brixmor in particular has the
potential to see higher levels of profitability and
returns on invested capital, due to a number of new
initiatives undertaken by their new management
team. These include the sale of shopping centers in
remote locations to better concentrate resources,
new small redevelopment projects with attractive
potential returns, and improvements in smallstore occupancy rates. In addition, the company
recognized that previous management teams had
entered into some poorly constructed leases. As
these leases have expired Brixmor has been able to
increase rental rates significantly, bringing them
in-line with current market rates. For example,
over the past year Brixmor’s average increase in
rental rates for new leases exceeded 30%, a rate
significantly higher than the approximate 10-15%
increase at other publically-traded strip-shopping
center companies. This differential highlights the
potential earnings growth for Brixmor’s assets,
and is a trend that should continue.

Finally, we believe the valuation of Brixmor stock
is attractive. It trades at a low multiple to current
earnings with approximately a 7% dividend yield.
In addition, the stock trades at lower relative
multiples than most other strip-shopping center
stocks, despite similar fundamentals and trends.
This low multiple to current earnings and a
high dividend yield can help mitigate the risks
associated with the stock if the growth in earnings
is limited. At the same time, if the company can
follow through on its new initiatives as outlined
above, there is the potential for attractive returns.

WHAT ARE THE PRINCIPAL RISKS?
Major risks associated with the Brixmor stock
include potential store closures by large tenants,
the impact of higher interest rates on the value
of their assets, the company’s relatively high
level of debt, and the potential negative impact of
e-commerce on their tenants’ operating results.
With regard to e-commerce, we believe that
online shopping will continue to grow at much
higher rates than traditional retail, negatively
impacting the operating results of many retailers
and impacting foot traffic for all types of retailers.
However, we believe Brixmor’s tenants are well
positioned to fend off e-commerce competition
given the nature of their businesses models.
For example, approximately 70% of Brixmor’s

shopping centers are anchored by grocery stores,
an industry that has seen limited penetration
by e-commerce players. (Amazon’s purchase of
Whole Foods arguably highlights the challenge
of an e-commerce player taking significant share
from traditional grocer tenants.) In addition to
grocery stores, a high percentage of Brixmor’s
tenants are “service” oriented (e.g. restaurants,
hair stylists) and off-price retailers (e.g. TJ Maxx,
Dollar Tree), for whom e-commerce is not as
relevant of a competitor - currently or in the
foreseeable future. That said, given the rapid
evolution and far-reaching impact of e-commerce,
this is an issue that clearly needs to be closely
monitored, as the future risk it poses may change.
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OUR INVESTMENT OUTLOOK
AARON COHEN, Ph.D., Partner, President, Portfolio Manager
It was difficult to find places to “hide” in 2018. None of the 17 major assets classes was able to beat inflation, while in 2017
all of them did. However, in spite of the severe correction in global equity markets, and deterioration in the fundamentals
over the past few months, we believe the Investment “Balance” continues to lean POSITIVE. Nevertheless, some caution
is warranted.

INVESTMENT “BALANCE SHEET”
POSITIVES
+

The global economy continues to grow, albeit at a slower pace.

+

One of the most enduring features of this recovery has been the absence of economic imbalances. Economic expansions don’t die of
old age. They die because of over-investment, tighter financial conditions, and unexpected shocks.

+

We expect a continuation of positive revenue and earnings growth in the near future, although at a slower rate.

+

Inflation is expected to remain moderate the short- and medium-term.

+

Corporate tax reform & lower regulatory pressure in the U.S. could add 50-100 bps to GDP growth over the 2018-2020 periods.

+

U.S. consumer spending, although moderate, should continue to be supported by increasing employment & wages, a recovery in
household wealth, and the end of consumer de-leveraging.

+

U.S. & global equity valuations have moderated, helped by earnings growth, and the severe market correction.

+

Potential Positive surprises: (1) Fed pauses in early 2019; (2) Trade deal between U.S. & China; (3) Positive economic surprises in
Europe; (4) U.S. Dollar weakening against other major currencies.

CONCERNS

-

Global equity markets have been in the midst of a cyclical “bear” market in some cases, or severe “correction” in others. Although we
believe these downturns are normal, they create uncertainty, increasing the risk premium and negatively impacting credit conditions
and investments. We believe this episode has been exacerbated by excess liquidity, low volatility, “passive” and quant strategies.

-

The Federal Reserve has continued its tightening campaign, and its effort to reduce its balance sheet. We expect the ECB and BoJ to
follow starting in 2019-2020, which could put pressure on long-term rates, and in the case of Europe & Japan, also pressure corporate
credit spreads. On the positive side, we expect the Fed to at least “pause” in 2019, to evaluate the lag-impact of prior rate increases.

-

The aggressive trade policy & rhetoric of the U.S. administration, although justified in some cases, has been erratic and detrimental to
global growth & trade. Although we expect the U.S. and China will reach some accord during the year, the path might not be smooth,
nor risk free for investors.
Earnings growth and momentum which have been driving the market rally since the end of 2016 have peaked, or are likely to peak
in the short-term.
The strength of the U.S. Dollar has caused disruptions in emerging markets that are particularly serious in highly indebted nations
such as Argentina, Turkey & South Africa.
Fiscal stimulus has been a tailwind for the global economy over the past couple of years, but it is likely to become a headwind over
the medium term, due to high debt levels, long-term liabilities, and demographic trends.
Inflationary expectations are extremely low. Even a random increase in headline-inflation figures could scare the markets and put
significant pressure on monetary authorities.

-

The Chinese economy shows signs of slowing down, partially due to the trade dispute, but also from less fiscal stimulus. Global
growth would be seriously affected by negative developments.

-

Lower productivity, the aging of the population in the developed economies and low labor participation are long-term headwinds for
global growth.

-

Geo-political & political risks continue to increase around the globe. Political “populism” is on the rise and could have major long-term
consequences.

-

Tail Risks: (1) Market disruptions due to “technical” factors; (2) Conflict with North Korea, Iran or other; (3) Sovereign debt problems
(Italy); (4) Significant increase in long-term rates; (5) Political crises.
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WHAT ARE WE WATCHING?
After a long period of “easy money”, tighter monetary conditions and higher interest rates could have unforeseen
consequences in many areas, and in particular, a negative impact on credit availability.

(1-Poor; 5- Excellent; Trend: ⇑ improving,  deteriorating,  ⇓stable⇔)
KEY

Sept
2018

COMMENTS

The Economy
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4⇑-
⇔ 

The global economy has slowed down somewhat from the torrid pace of
2H17. This has been particularly true in Europe, and emerging economies,
including China. We believe the probability of a recession in the U.S. over the
next 12 months, barring a geo-political event, is low for 2019 (<20%).

Consumer
Spending

4-⇑

4-⇑

U.S. consumer spending has been good, helped by high employment, higher
wages, deleveraging and increasing net worth. The savings rate is high (5%
-6%), which could translate into higher spending relative to income.

Employment

5⇔ 

5⇔ 

Employment growth has peaked. On the negative side, employment
conditions are very tight, and wage pressures are increasing.

Monetary
Policy &
Interest Rates

2-⇔

2-⇓

The Fed continues to tighten, but they have given indications of potentially
pausing in 2019. There is a risk that the Fed could err on the high-side, thus
increasing the risk of a downturn. An additional risk comes from a reversal
of quantitative easing in the U.S. and Europe.

Fiscal Policy

3-⇓

3-⇓

U.S. fiscal policy has been expansive for the last 5+ years, however, it is likely
to turn restrictive by 2020 due to the large budget deficit and pressures over
entitlement programs.

Leverage &
Credit

2+⇓

2+⇓

Credit is still plentiful, but banks are starting to tighten credit in certain
sectors (CRE1, autos, and credit cards). Corporations have been re-leveraging.
Corporate leverage is high in emerging economies.

Inflation

2-⇔

2-⇓

Inflationary pressures are building slowly (wages, oil prices), but there are
few warning signals in the short-term. Still, risk is on the upside.

Real Estate

2+⇓

3-⇓

Higher mortgage rates and high land prices and constructions costs are
reducing affordability. Still, the supply-demand balance looks healthy in the
medium and long-term.

Corporate
Activity

4-⇑

4-⇑

Corporate activity continues to be supportive. Lower regulations and tax
reforms have been significant positives. One serious concern is the high level
of corporate leverage.

Valuation

4-⇑

2+⇑

Market “correction” and higher earnings have returned the market to a more
reasonable valuation level.

Cycle
(10-2+credit)

2-⇓

2-

The Yield Curve has flattened considerably, but short term spreads (3M-10Y)
and the shape of the forward interest rates curve do not indicate a high risk
for the economy.

3-⇑

Market Technicals have deteriorated substantially over the past 2 months,
but now the market looks “oversold”, and negative sentiment points to at
least a short-term reversal. However, there is little sign yet of a “technical”
bottom.

Market
Technicals

1

NOW

1+⇔

CRE=Commercial Real Estate
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OUR STRATEGIC SUMMARY
The fundamentals have deteriorated somewhat over the past couple of months. However, there are few obvious “excesses”
in the U.S. and global economies, so we still assume the risk of a recession and of a prolonged market downturn is low.
At this point, we remain constructive on equities in the medium-term. We advocate slowly increasing equity exposure
when there is ample liquidity and a long-term investment horizon, since there is no compelling evidence of the end of the
“correction” in the short-term. On fixed income, we recommend focusing on treasuries or treasury-like securities.

(1-Poor; 5- Excellent; Trend: ⇑ improving,  deteriorating,  ⇓stable⇔)
KEY
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2018

COMMENTS

Equities-U.S.

3+-

3-⇓

After strong performance, U.S. equities suffered a serious correction on concerns about
interest rates, trade tensions and slower earnings growth. However, this downturn has
created some interesting investment opportunities over the long-term. We would advise
investors with a long investment horizon and excess liquidity to take advantage of the
downturn to accumulate attractive positions.

EquitiesGlobal

2-⇔

3-⇓

Emerging Markets (EMs) have been very weak over the year due to higher interest rates,
a stronger U.S. $ and country-specific concerns. Europe & Japan have underperformed.
We continue to like international markets in the longer-term, especially Japan & EMs.

2-⇓

The “term-premium”2 is at record low levels in most developed bond markets. As a
result, we expect LT rates in the U.S. to resume their increase towards a 3.5% level. We
recommend investors focus on the short-end of the curve (1-4 years), TIPS & floating
instruments. We would reduce credit exposure, as we don’t believe the market pays
enough to compensate for the risk, and concentrate instead on highly liquid paper,
especially U.S. Treasuries.

2-+

Supply-demand conditions are still favorable in housing and commercial real estate.
Affordability, higher interest rates, and rising construction costs are headwinds. On
Commercial Real Estate cap rates look extremely low for most sub-sectors. We are
focusing on higher quality assets, and low-leverage opportunities.

4+⇑

The U.S. $ finally reversed from an oversold condition in 1Q18 and has remained
strong during the year. However, we expect the greenback to start weakening at some
point in mid-2019 due to overly bullish sentiment and over-bought trading positions,
and a less aggressive policy by the Fed. Long term the U.S. $ looks expensive on a
purchasing-power-parity basis. Fiscal and trade deficits should also constrain long-term
appreciation.

U.S. Bond
Market

Real Estate

U.S. $

2

NOW

2-⇔

2-⇓

4+⇑

Gold

3+⇑

2-⇓

We initiated a position in Gold during 4Q18 as a hedge against inflation and the market.
We still believe fundamentals (lower supply, price close to average production cost) and
technicals (bearish sentiment, oversold positions) still favor the Gold position in the
short-term.

Commodities

2-

2+

Energy & metals have weakened considerably due to concerns over trade, excess supply
and slower than expected economic growth, especially in China.

Strategy

We have turned more positive on equities since our last update, due to lower valuations, lower expectations,
an oversold market condition, and extreme bearish sentiment.

EquitiesStyle

 We are currently neutral between Growth & Value.
 We continue to favor large & medium cap stocks at this stage of the cycle, but small caps are likely to
outperform in a market rebound.
 We favor “Dividend Growers” vs. “Dividend Payers”, and seek “Growth at a Reasonable Price” (GARP),
strong balance sheets, and companies generating free-cash-flow.
 We will increase non-U.S. exposure selectively. U.S. investors are over-exposed to the domestic market.

EquitiesSector

FAVOR: Financials, Health Care, and selective Tech. We are still positive on Energy in the medium term.
HOLD/SOURCE OF FUNDS: Autos, Housing, selective Tech.
INTERESTING: Japan, Europe, Real Estate Investment Trusts (REITS).
DISLIKE: Utilities, selective Consumer Discretionary.

The “premium” that investors demand to buy long-term bonds versus rolling-over based on the expected short-term rates.

6

KEY INVESTMENT TAKEAWAYS
For the most part, we recommend disregarding short-term movements in equity markets. Today’s short-term
movements are driven in large part by flows in and out of passive investments, quant strategies fueled by momentuminvesting, and a new culture that focuses on “headlines” instead of fundamental news and analysis. This short-term
volatility (i.e. “noise”), although it could generate anxiety, also creates long-term investment opportunities.

 We

are still in the midst of a correction or
maybe a “cyclical bear”, within a “secular
bull” market in equities (start date: March
2009).

 Over

the next year the probability of a U.S.
and/or global recession is relatively low.
Market downturns in non-recession years
tend to be shallower and of less duration.
remain constructive on equities in the
medium-term, and advocate increasing
equity exposure when there is ample
liquidity and a long-term horizon. There
is no compelling evidence of the end of
the “correction” in the short-term.

demand-supply imbalances in the bond
market created by higher supply and less
demand from the Fed and other Central
Banks.


Credit risk has risen with increasing
leverage at the corporate and consumer
level, but credit conditions remain
favorable in the short-term. We favor
government and agency bonds with good
liquidity, and selective corporates. We also
favor TIPS and floating rate and callable
bonds.



For the most part, we recommend
disregarding short-term movements
in equity markets. Today’s short-term
movements are driven in good part by
flows in and out of passive investments,
quant strategies fueled by momentuminvesting, and a new culture that focuses
on “headlines” instead of fundamental
news and analysis. This short-term
volatility (i.e. “noise”), although it could
generate anxiety, also creates long-term
investment opportunities.



Even though we are positive on equities
in the short- and medium-term, we have
serious concerns about the economy and
markets over the longer-term. Political
“populism”, low productivity, extreme
expansionary global monetary policies,
and fiscal irresponsibility are dangerous
headwinds for global economies and for
equity markets.



We continue to be opportunistic and
patient and, as always, are keeping an eye
on your long-term objectives.

 We



Political and geo-political risks are high
and could have a meaningful impact on
markets.



We remain optimistic about an eventual
rebound of late-cyclical stocks in the
latter part of this economic cycle, driven
by tax reform and an increase in capital
expenditures. However, we would see this
rotation as temporary given the stage of
the economic cycle, and foresee favoring
a less-cyclical, less-risky positioning over
the longer-term. At this time we continue
to favor technology, financials, health care
and energy, but we are also warming up to
Industrials and Materials.





International markets, including
emerging markets, should offer attractive
investment opportunities in the longterm.
We expect long-term interest rates to
continue their uptrend due to inflationary
pressures and Fed tightening, and the
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FACEBOOK:
WHY WE OWN WHAT NO ONE SEEMS TO LIKE
CHRIS CONWAY, Portfolio Manager
Given the multitude of negative reports this past year about Facebook (ticker: FB) - regarding user privacy, data
protection, “fake” news, political influence, the user experience, and several other issues - we wanted to share our
views on the major pros and cons related to our Facebook investment, and why we believe the stock continues to be an
attractive investment opportunity.

BALANCE SHEET
POSITIVES
+

OPERATING RESULTS STILL VERY STRONG:

+

GROWTH POTENTIAL:

+

-

Given the size of the
global advertising and marketing services industry,
Facebook has the potential to grow revenue at a high
rate for a very long time. It only has 5-10% market
share of the industry, and frequently provides a much
less expensive way (relative to traditional media,
direct mail, or couponing) for businesses, especially
small businesses, to reach potential customers.

-

OPERATING RESULTS DETERIORATING: While

-

LESS VALUABLE SERVICE TO ADVERTISERS:

-

USER EXPERIENCE WORSENING: The number of

VALUATION: Facebook’s stock price is currently

SIGNIFICANT OPTIONALITY: There are significant

GOVERNMENT REGULATION: Given the significant
concerns over user privacy and data protection, the
company will most likely see greater government
regulation and fines, which will negatively impact future
operations, management’s focus and execution, and
profitability.

Despite a number of issues impacting the company,
revenue is still expected to grow by approximately
25% in 2019, with operating profit margins of
approximately 35%.

factoring in at least some of the risks and outstanding
concerns. There are not many stocks in the S&P 500
that are expected to grow revenue over 20% while
trading at a mid-teens multiple to earnings with
significant cash on the balance sheet.

+

CONCERNS

operating results are still strong, revenue growth is
slowing and operating margins are declining, trends that
may persist.
The user data and information Facebook provides to
advertisers will be more limited in order to better protect
user privacy; this will negatively impact both ad pricing
and volume.
users and the time spent by users may decline due to
these privacy issues, or due to the deteriorating user
experience that had been taking place even prior to the
publicity of the privacy and data protection issues.

opportunities for monetization of Instagram,
Facebook Messenger and the WhatsApp businesses,
all of which have more than 1 billion active monthly
users and are not experiencing the same privacy
and data usage issues as Facebook.com. While these
businesses may never contribute meaningful levels
of revenue, there is clearly potential for meaningful
revenue contribution at some point, given their large
user bases…and the stock price is not necessarily
reflecting this opportunity.

OUR OVERALL VIEW: While we recognize there are risks associated with an investment in Facebook, we
also believe that the potential returns more than compensate for these risks. At FPCM, we value stocks by
assigning probabilities to various potential future scenarios - pessimistic, normalized, and optimistic. While
there is clearly a certain probability that a pessimistic picture will play out, resulting in a lower stock price for
Facebook, we believe the potential probabilistic returns under normalized and optimistic scenarios outweigh
the downside risks. As always, we closely monitor all of our investments and will continue to evaluate any
changes in Facebook’s performance or risk profile.
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We hope you have enjoyed this publication. Please contact us with your questions and with your
thoughts and ideas at contact@fpcm.net. We look forward to hearing from you!
Thank you for your continued confidence and support.

Your

FP/CM Team

Financial Partners Capital Management
150 East 52nd Street, New York, NY 10022
t 646-277-7310 | f 646-277-7315 | fpcm .net | LinkedIn

Disclaimers:
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