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›   We expect strong growth in the US as the economy recovers from the pandemic. 

›   Federal Reserve Chair Jerome Powell is determined not to raise rates preemptively  
in order to secure a strong recovery.

›   We expect a gradual rise in interest rates, our bond portfolios are positioned defensively. 

›   Equities should continue to be supported by current fiscal and monetary policies.   
We believe the shift from growth to value stocks will continue.

At a Glance

Financial  
Outlook

The information and opinions presented in this report were prepared by Optimum Quantvest Corporation 
(OQC) and are intended strictly for informational purposes only. Views expressed in this presentation are 
solely the opinions of the investment professionals at OQC and are subject to change at any time without 
notice. The information in this document may not be reproduced in whole or in part without the express 
written permission from OQC. The external sources used in compiling this report have been deemed 
reliable by OQC, however, we do not assume to reconfirm their absolute accuracy and limitations. Market 
data presented is provided by third party and OQC is not responsible for any errors or omissions in the 
data. OQC as a Registered Investment Advisor invests in many of the securities, security types, sector  
and/or industries discussed in this presentation. The information contained within this report does not 
constitute investment advice or guidance. Additionally, it should not be utilized as the singular basis for 
investment decisions.
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Point of View
Jan Erik Warneryd, Chief Investment Officer

The first quarter of 2021 saw a continuation of trends established  
in Q4 2020: a strong Equity market with a change in leadership from 
Growth to Value and Small Cap stocks (see below) as market interest 
rates rose.

 

Going forward, the challenge for financial markets will be to balance 
what is expected to be strong demand growth as the US economy 
bounces back from the pandemic-induced slowdown in 2020 with 
price pressures caused by supply bottlenecks and additional fiscal 
stimulus. While growth will be welcome, the accompanying rise 
in interest rates as the market anticipates a change in monetary 
stimulus in 2022 or 2023 will pose a challenge to financial asset 
values. A stronger economy should be good for Equities, but if future 
earnings are discounted at higher interest rates their net present 
value will decline. At this point, the Equity market is still enjoying the 
support of negative real rates on US Government bonds up to 2044 
maturities, but that may change if the need to finance current fiscal 
deficits starts to have a significant impact on the bond market.

Let us take a closer look at the interest rate outlook and current 
Federal Reserve policy.

On March 17, Federal Reserve Chair Jerome Powell explained the 
new reaction function for changes in monetary policy. In his own 
words: “The fundamental change in our framework is that we’re not 
going to act preemptively based on forecasts for the most part.” He 
also said: “With regard to interest rates, we continue to expect it will 
be appropriate to maintain the current 0 to ¼ percent target range 
for the federal funds rate until labor market conditions have reached 
levels consistent with the Committee’s assessment of maximum 
employment and inflation has risen to 2 percent and is on track to 
moderately exceed 2 percent for some time.”

This means that the FED intends to be very patient before any 
changes in monetary policy are made in order to avoid any 
premature tightening that could lead to an eventual slowdown in the 
economy. They feel comfortable with this policy since inflation has 
consistently stayed under 2% for about two decades, which, in their 
view, means that the risk of higher inflation on a sustained basis is 
very low. The bottom line for financial markets is that the FED would 
be fine with inflation overshooting 2% and staying there for a while, 
but that in turn means that bond investors should require a higher 
return to accept the risk. This should be expressed in the term 
premium, or the excess return requirement on longer maturities  
over shorter ones. Simply put, the yield curve should steepen 
to reflect the FED’s intention to boost inflation by not acting 
preemptively to reign it in. 

As we can see in the chart below, which shows the yield spread 
between the 2-year Treasury note and the 30-year Treasury Bond 
since 2001, that is already happening.

Another issue for the US bond market is the massive fiscal stimulus 
that has been administered since the pandemic started in 2020. Last 
year Congress enacted just over $3.1 Trillion in extra spending related 
to Covid-19, and this year another $1.9 Trillion stimulus package was 
passed. That’s a total of $5 Trillion, or roughly 25% of GDP in about 
a year. On top of that, President Biden has just presented a $2.25 
Trillion Infrastructure investment package. The bottom line is that the 
budget deficit, which was about 15% of GDP in 2020, is likely to be 
at least as high again in 2021. This means significant new supply of 
bonds in a market that already worries about inflation. This is taking 
place in an economy that, according to Goldman Sachs, is forecast to 
grow at 9.8% in nominal terms this year. In this environment, active 
management can be a significant value added.

As already mentioned, an important question going forward will be: 
how will other assets classes, in particular Equities, react to higher 
rates? In previous Financial Outlooks we have discussed the relative 
valuation of US Equities from a CAPE (Cyclically Adjusted Price 
Earnings) ratio perspective when compared to real interest rates. 
As we can see in the chart below, which shows the spread between 
the earnings yield on the S&P 500 Index using the inverted CAPE 
ratio and the real yield on 10-year TIPS (Treasury Inflation Protected 
Securities), Equities are still considerably “cheaper” than before the 
Financial Crisis of 2008-9. The data goes back to 1997, when TIPS 
were first issued by the US Treasury.

The yield spread, although lower than in years past, is still fairly 
high. This suggests that Equities, as an asset class, should be able 
to handle rising rates without meaningful problems. Within the 
asset class, leadership appears to be transferring from Technology 
and sectors that benefitted from the pandemic over the last year, 
to Financials and other sectors with low valuations. We would 
expect this rotation to Value to continue for the foreseeable future, 
especially if interest rates continue to rise.

2/30 Yield Curve

     Real Yield Spread Between the S&P500 and 10-Year TIPS
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Bond Markets
Radha Lai, Portfolio Manager

Mark McDonnell, Senior Portfolio Manager

As the economy continued to grow and more fiscal stimulus was 
unleashed, the US bond market gave back some of the solid returns 
of 2020. After gaining 7.51% in 2020, the Bloomberg Barclays  
U.S. Aggregate Index lost 3.37% in the first quarter as interest rates 
rose in the long end of the Treasury market. Treasuries lost 4.25%, 
Corporate debt lost 4.65%, Agencies lost 2.86%, and Securitized 
debt lost 1.18%.

Over the last quarter, Treasury rates increased, most significantly  
for maturities between 2 year and 10 years. For the short end of  
the curve, the market did not price an increase in the Federal Funds 
rate in 2021. For longer maturities, the market started to price in the 
Federal Reserve increasing its Federal Funds rate in 2022 or 2023, 
pushing up the yields on longer maturities.

It would seem that corporate debt was a worse proposition than 
Treasuries but not necessarily, since they have significantly different  
maturities on average. As corporations took advantage of lower funding  
cost, they termed out their debt. On average, they issued longer debt. 
Some corporations purchased their shorter maturities outstanding 
debt and issued long term debt. This continued a trend, increased the 
duration of the Corporate sector now at 8.23 years versus a duration  
of 6.79 years for the Treasury sector. Practically speaking, for every  
1% decrease in rates, one should expect an increase in the price  
of 8.2% for corporate bonds and of 6.8% for Treasuries.

A corporate bond is affected by the changes in the underlying 
Treasury rate and the spread, or additional yield for the credit risk 

of a corporation. Bond 
investors review the “Excess 
Return” or the return 
on a corporate bond by 
comparing its performance 
to a duration matched 
Treasury. Viewed this way,  
a corporate bond performed 
better than the comparable 
Treasury of similar duration.

The next chart shows the changes in BBB rated corporate spreads.  
The credit spread compressed, more on the longer term, since  
the stimulus package is viewed as helpful for the economy. In the  
twenty-year sector, Treasury rates rose 87 basis points while BBB  
rated corporates rose 63 basis points. As the rates rose, corporate 
debt became more attractive to investors with long duration liabilities, 
compressing credit spreads.

As value investors, we owned corporate bonds in that 10 to 20-year 
sector of the credit markets. While we do hold some corporate debt 
in shorter maturities, we saw the tight spreads in those maturities 
as too rich on a relative value basis. Mortgage Backed Securities 
remained resilient even as Treasury yields rose due to continued 
support by the Federal Reserve.

Since the beginning of 2021, we have been shorter than the 
benchmark index in overall duration. We saw the economy 
strengthening as a result of the stimulus and the impact  
of vaccinations. This allowed us to mitigate some of the impact  
of the rise in interest rates this quarter.
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We will continue to position the portfolios 
moderately shorter than the portfolio’s 
benchmark index in duration as well as 
maintain a modest underweight in our 
sector allocation to corporate bonds. We 
look to position our corporate exposure 
in maturities that have the tailwind of 
both adequate spread to Treasuries and 

a favorable roll down the curve. Over the 
quarter, we increased exposure in MBS 
across the coupon stack to include current 
production coupon bonds favored by the 
Federal Reserve. We will continue to look 
for opportunities to rebalance MBS holdings 
across the coupon stack to manage 

duration risk arising from a further rise 
in rates or a rally in the event of a slower 
than expected economic recovery. Overall, 
we are comfortable maintaining a slight 
underweight to the MBS sector as spreads 
are trading at the lower end of the range 
due to continued support by the Fed.

STRATEGY
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Credit Curve BBB - Q1 Change

Year-to-Date Excess Returns by Maturity
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The Great Flattening 
Year-to-date excess returns have been driven entirely by long-
dated debt, with a sharp flattening in 10s30s curves, particularly 
BBBs, a main contributor. Although 30y bonds should be 
supported by higher hedge-adjusted yields, the move in 10s30s 
credit curves causes us to be more neutral on the long end. 

As risk-free yields have risen, long-end bonds have significantly outperformed the intermediate  
part of the index this year. While US corporate index spreads are essentially flat year-to-date, 
generating 33bp in excess returns, the distribution of returns has been significantly weighted 
toward the long end. Intermediate corporate bonds (1-10 years to maturity) have negative 
excess returns while 10y+ debt has returned 50-170bp (Figure 1). 

Credit curves have flattened significantly year-to-date, with 10s30s curves flattening over 7bp 
for single-As and nearly 16bp for BBBs (Figure 2), helped in large part by strong technicals. 
Higher yields have likely resulted in increased demand from insurers and pensions, which has 
significantly outweighed mutual fund outflows in the long end (see The Mystery of the Missing 
Retail Outflows). Indeed, year-to-date, the >12y bucket is the only one with net buying from both 
domestic and international buyers, based on dealer to client and dealer to affiliate TRACE data. 
Part of the outperformance in the long end can also be attributed to the compression in 
liquidity premia in the 20y bucket. 

 

 
We expect the technical backdrop for the long end to remain robust. The majority of the move in 
10s30s credit curves has happened in March, as the sharp move higher in Treasury yields has 
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FIGURE 1. Year-to-Date Excess Returns by Maturity FIGURE 2. 10s30s Year-to-Date Flattening Has Been Substantial
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Aaa -2.88% 0,08
Aa -4.27% 0,97
A -4.87% 0,55
Baa -4.31% 1,31
US Treasury -4.25% 0
Government-Related -2.86% 0,64
Corporate -4.65% 0,95
Securitized -1.18% 0,17



U.S. Equities
Jan Erik Warneryd, Chief Investment Officer
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The first quarter of 2021 saw continued strength in US Equities, 
led by the Energy sector which, having been the worst performing 
sector in 2020, has been leading the market so far this year 
(see sector performance below). As can be seen in the chart, all 
11 sectors in the S&P 500 Index had positive returns in Q1 2021. 
As discussed in the “Our Point of View” section of this Financial 
Outlook, the quarter saw strength in Value stocks and Small caps. 
This may be a reversal of the trend that started about a year ago, 
when the market, simply put, divided into pandemic winners and 
pandemic losers. In the last few months, the pandemic losers 
have started outperforming as the market became increasingly 
comfortable pricing in a return to post-pandemic normalcy.

Regarding Value, it may be worth taking a look at sector and  
sub-sector valuations to get an idea of the potential if the  
market’s reassessment continues. Price/Earnings ratios, based  
on 2021 earnings forecasts, vary from 36.8 for the Consumer  
Discretionary sector, to 11.6 for Telecommunications. Banks are  
at a P/E of 14 and Pharmaceuticals and Biotech at 13.7. The 
overall S&P 500 Index is at 22.1 times 2021 expected earnings  
(all numbers are based on I/B/E/S consensus estimates as 
reported by Morgan Stanley on 03/26/21). The wide range in 
valuation mirrors the market’s expectations for earnings growth:  
a strong consumer-led comeback but continued low future growth 
in mature industries like Banking and Telecom. 

As Value investors, we believe the price you pay, or, in the case 
of Equities, the earnings yield, is a good first approximation 
of the long-term return we can expect from our investments. 
If we consistently overweight sectors with low valuations and 
underweight those with high valuations, we hope we can do better 
than the overall market. We find further support of this belief in 
the fact that one of the few things Professors Robert Shiller and 
Eugene Fama, who (along with Lars Peter Hansen) shared the 
Nobel Memorial Prize in Economics in 2013, would agree on is that 
a portfolio of Value stocks should outperform the broad market 
over time. They arrive at this conclusion from very different starting 
points but the historical evidence supporting Value investing  
is there whether you believe that markets are efficient (Fama)  
or influenced by behavioral factors (Shiller).

After many years of under-performance (see below) the Value 
factor (low P/E and low Price/Book value) should start to mean-
revert if history is any guide.

This chart shows the relative performance of the S&P 500 Index  
vs. the S&P 500 Value Index since Q1 2016.

While financial markets are increasingly pricing in a post-pandemic 
world of strong growth, fiscal and monetary policy have not even 
started to return to normal. As discussed elsewhere in this Financial 
Outlook, the authorities are fully focused on providing, if anything, 
more stimulus than needed. They are compelled to do this because 
the danger of over-stimulus is seen as lower and more manageable 
than the alternative. After two decades of well-behaved inflation, 
the FED and the Treasury Department are willing to wager that  
the economy can grow strongly as the economy recovers from  
the pandemic without a lasting increase in price pressures. With 
10-year Treasury Note yields at about 1.70%, interest rates still 
provide a significant tailwind to the US equity market.

We have a fairly positive outlook for the 
US equity market overall, but we think 
leadership is shifting from “pandemic 
winners” to companies and sectors that 
lagged in 2020. We do believe many 
companies are trading at lofty valuations 
and that there are speculative elements 

in the trading of some “meme-stocks” 
and SPACs, for example. In line with what 
we have outlined above, our S&P 500 
Sector Selection strategy is overweight the 
sectors with the lowest relative valuation: 
Financials, Health Care and some Telecom 
Services companies. We are underweight 

Consumer Discretionary, the most 
expensive sector, as well as not invested  
at all in Energy and Real Estate. We believe 
interest rates will rise steadily and that  
a Value-tilted portfolio should do well in 
that environment, as long as the economy 
stays healthy.

STRATEGY
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