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›  The Federal Reserve has started a tightening campaign by raising the Funds rate  
by 25 basis points in March 2022

›  In the next few months, we believe the FED will also start to reduce their balance  
sheet by selling Treasuries and MBS

›  Market expectations are for the FED to continue to raise the Funds rate to about  
3% by the middle of 2023, followed by rate cuts in 2024 as the economy slows

›  De-globalization is likely to reverse the favorable inflation trends of the last few  
decades and could result in higher rates for longer than the market currently expects

›  Higher rates will most likely impact all asset classes as the discount rate for future  
cash flows rises
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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 2022 was the first negative quarter in two 
years for the S&P 500 with a return of (4.6%). After nearly two 
years of strong performance since the early days of the COVID 
pandemic, the prospect of Federal Reserve rate hikes and the 
uncertainties surrounding the war in Ukraine finally caused the 
market to halt its rally. In mid-March, we got the first 25 basis 
point hike in the FED Funds rate, and the market now expects 
another 2.5% or so in hikes over the next two years. Beyond 
2024, however, the market expects the FED to start easing 
again, presumably in response to a slowing economy with falling 
inflation. This implies that the FED will follow a similar pattern 
to 2017-2019 when, after hiking to 2.5% (upper bound) in 
late 2018, easing resumed in the spring of 2019 even as the 
economy continued to thrive.

The chart below shows the history of real FED fund rates and 
recessions. What is clear is that the FED doesn’t usually start to 
ease when the real Funds rate is negative, the main exception 
being when the Pandemic forced the FED to cut rates to zero in 
March of 2020. This implies that real rates would first have to 
go positive before the FED would contemplate a reversal of their 
current tightening campaign. As the chart shows, the real FED 
Funds rate is currently around -7.65%, so we are very far from 
positive real rates at this point. The market seems to expect a 
very quick drop in inflation down to about 2.4% in the next few 
years according to the inflation swap market.

It is, however, possible that current market expectations of a 
fairly quick return to low inflation and low nominal interest rates 
are misplaced in light of important changes that have unfolded 
in the global economy in the last few years. 

If we step back and look at what has changed in the world since, 
say, 2018, a few big-picture trend changes stand out. It seems 
reasonable to conclude that Globalization has begun to move in 
reverse, coupled with a significant increase in inflation globally. 

Arguably, the peak in Globalization was reached when the Trump 
administration flagged its intention to level the trading playing 
field with China by introducing tariffs and quotas on trade. A few 
years later, the Pandemic revealed the downside for companies 
relying on outsourcing and just-in-time supply chains. Most 
recently, Russia’s war in Ukraine has upended established 
trade relationships in energy, commodities and agriculture. 
This affects not only trade with Russia but is also impacting 
how the West views the long-run implications of trading with 
China. Looking back over the last few decades, there appears 
to be a cause and effect relationship between, on the one 
hand, increasing global trade and outsourcing, and on the 
other hand, falling inflation. It also appears that the increasing 
efficiency gains, at least in the West, primarily benefited the 
owners of capital at the expense of labor. To simplify, workers 
in the West found themselves competing with workers in China 
as outsourcing accelerated, leading to stagnating wages and 
de-industrialization. It now appears as though we are seeing 
a simultaneous reversal in these factors and we need to think 
hard about what this means going forward.

The implications of this change are far-reaching and likely to 
lead the market to eventually question some of the assumptions 
that currently form the consensus. One such assumption, 
as witnessed by the outperformance of growth stocks in 
recent years, is that low interest rates make future earnings 
more valuable than ever before, thereby justifying high price/
earnings ratios. The combined effect of Globalization going in 
reverse and higher inflation is higher interest rates. So far we’ve 
mostly seen higher nominal rates, but it seems likely that real 
rates will eventually rise, too. Current market pricing, however, 
suggests that real rates will stay negative for at least a decade 
and probably longer. The current real yield on the 30-year TIPS 
(Treasury Inflation Protected Security) real-rate bond is -2 basis 
points.

The possible consequences if market pricing turns out to be 
too optimistic are likely to catch many investors offside. The 
asset allocations that worked in the last decade may well 
lead to underperformance going forward. Growth stocks may 
underperform value stocks as yesterday’s winning bets turn to 
losing ones and long bond holdings may no longer serve as the 
shock absorber when stocks fall, as higher discount rates will 
negatively impact the valuation of all asset classes, hitting those 
relying on low rates the most. Prudent investors will need to ask 
themselves if their portfolios are positioned for a repeat of the 
recent past or ready for a new paradigm.

CPI YOY Index vs FDTRFTRL Index

So
ur

ce
: B

lo
om

be
rg

1975-1979 1980-1984 1985-1989 1990-1994 1995-1999 2000-2004 2005-2009 2010-2014 2015-2019 2020-2022

-5

0

5

10

15

20

-10

-6

-2

2

6

10

7.87

0.25

- 7.62

— CPI YOY Index   on 12/31/21    7.87
— FDTRFTRL Index                         0.25

Last Price

— FDTRFTRL Index - CPI YOY Index on 12/31/21    - 7.62



Bond Markets
Radha Lai, Portfolio Manager

Mark McDonnell, Senior Portfolio Manager
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The first quarter of 2022 set an unfortunate record. At (-7.7%) it was 
the worst quarter for the investment grade corporate bond index 
in history, beating out such notables as the third quarter in 2008. 
Fortunately, as CreditSights illustrates and notes, performance  
tends to turn positive in subsequent quarters. It’s worth exploring  
how this happened.

The Covid economy has been opening up but the well-advertised 
supply chain issues brought a persistent amount of inflation with it. 
As seen in the Bloomberg chart good inflation in orange started in 
earnest by the end of the first quarter in 2021. Rather than falling off 
it persisted and combined with a demand for energy that substantially 
outstripped supply we saw headline inflation higher than 7%.

The Federal Reserve thought the low inflation that we saw in 2020 
was establishing a base effect and once that time had passed the 
few higher inflation prints would soon fade. Facing high and persistent 
inflation and a ten-year note yielding approximately 6% below inflation 
the Fed was seen to be substantially behind the curve. In December 
2021 the Federal Reserve had guided the markets to 3 hikes of 25 
basis points for all of 2022, leaving us with a Fed Funds rate of just 
under 1% priced in. By the end of the first quarter, we were pricing the 
equivalent of 8 hikes with some coming at 50 basis points at a time 
with a 2.50% Fed Funds rate. Concurrent with that was and still is talk 
of a rapid switch from Quantitative Easing to Quantitative Tightening. 

The change in the expected Federal Funds rates and its effects on 
the US Treasury yield curve is easy to see. The third chart illustrates 
those changes. The dotted copper line is the Treasury yield curve as of 
December 2021 and the blue line is the yield curve as of March 31st. 
Rates rose sharply with the Two year note taking the brunt of the 
change as we see its yield rise over 1.50% but the rest of the curve 
was not spared. This bear flattening as it’s called saw the Ten year 
note yield rise over 0.75%.

The rise in interest rates because of the newfound hawkishness of the 
Federal Reserve was the key driver of the losses in the first quarter. 
However, the shift from QE to QT also played a part. The credit sleeve 
of the Bloomberg Aggregate Index had a negative excess return of 
1.31% and the Mortgage Backed Securities sleeve had a negative 
excess return of 0.71%. It is a difficult and speculative endeavor to 
define causality. However, we can broadly say two things. The Federal 
Reserve went from being a net buyer of $40 billion a month in new 
issue mortgages to potentially a net seller. That must be a sizable 
component of the mortgage underperformance. Corporate bond 
spreads also move for a multitude of reasons, but we can look to 
former Chairman Ben Bernanke for part of the explanation.

Fortunately, we positioned the portfolios for both a faster rate of 
tightening and the effects of a monetary system transitioning from 
QE to QT. We were positioned underweight in duration, credit and 
mortgages. That served to give the portfolios some protection. 
We took some advantage of the changes in credit spreads by very 
selectively going down in credit quality where we believed we were 
better compensated for the risk.

We continue to believe rates will continue 
to rise and have positioned the portfolios 
with an underweight in duration. We 
are underweight mortgages especially 
in the lower coupon tranches that the 

Federal Reserve has been buying as we 
expect those to underperform now that 
Quantitative Easing is ending. We are 
underweight corporate debt in sectors we 
believe are fully priced and therefore not 

adequately compensating for the credit 
risk. We look to move to a more barbelled 
structure, when the opportune time arises, 
in credit quality over the next several 
months.

STRATEGY

US IG Worst Quarterly Total Return Performance and Subsequent 
Quarter Total Returns

US Consumer Price Index Year over Year
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I see the evidence as most favorable to the view that such purchases work 
primarily through the so-called portfolio balance channel, which …relies on
the presumption that different financial assets are not perfect substitutes in 
investors' portfolios… For example, some investors who sold MBS to the 
Fed may have replaced them in their portfolios with longer-term, high-
quality corporate bonds, depressing the yields on those assets as well. 

• Ben Bernanke, Jackson Hole, August 27, 2010
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4/4/22, 12:41 PM CreditSights - US Chart of the Day: IG/HY Quarterly Total Returns

https://www.creditsights.com/articles/440291?s=1145310&a=300415643&n=197432&ch=144 2/4

NOT FOR REPRODUCTION OR DISTRIBUTION

In HY, March 2022 ranks as the 10th worst quarterly total return performance as the asset class lost -4.5%. For the 10
worst quarters on record, the median loss is -5.6%; and the median loss is -3.8% for the 20 worst quarters on record.
Similar to IG, HY total returns generally turn positive in subsequent quarters, but we observe six periods where HY
posted another round of losses: December 2008, September 2002, December 2015, September 2001, December 2014
and March 2008. In the quarters following the 10 largest total return losses, HY median total return is 5.8% and 2.5%
in the quarters following the 20 largest total return losses.



U.S. Equities
Jan Erik Warneryd, Chief Investment Officer
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The US equity market experienced negative performance for the 
first quarter in two years in Q1 2022. For the quarter, the S&P 500 
was down 4.60% with Energy and Utilities as the only sectors with 
positive returns. All other sectors were down, with Communication 
Services, down 11.92%, the worst performer. See the chart below 
for details on sector performance.

The war in Ukraine and Federal Reserve tightening contributed 
to the gloomy mood in the market as uncertainty is again on the 
increase. The market had learned to live with the COVID pandemic 
but is now facing new headwinds while trading at extended 
valuations, particularly in the case of large-cap technology and 
digital media. As markets tend to mean-revert over time, the leaders 
over the last few years may not perform as well going forward while 
the laggards may stage a comeback. 

The outlook for interest rates is of particular interest to the equity 
market at this juncture. The FED has just started a tightening 
campaign which is expected to “normalize” rates in the next few 
years, taking FED Funds up to the 2.5-2.75% level. In Q1 22 the yield 
on the 10-year Treasury note rose from 1.50% at year-end 2021 
to 2.30% by the end of March 2022. As mentioned elsewhere, the 
market is convinced that, after peaking in 2024, rates will come 
down again as the FED eases in response to weaker growth. The 
question is whether rates at 2.50-2.75% will be enough to accomplish 

the FED’s desired drop in inflation back to the 2% level from today’s 
almost 8% in just a few years. In case the 2019 experience, where 
the FED backed down from planned rate hikes because of stock 
market jitters and fears of a slowing economy doesn’t apply this time, 
what are the possible consequences for the market?

If we look at the same chart as above, but use 10-year sector 
performance instead of Q1 2022, we get the following result:

S&P 500 total return 03/30/2012 to 03/31/2022: 291.59%

Please note that a significant restructuring of S&P 500 sectors 
occurred in September 2018, which impacts the returns on, in 
particular, the Communications Services Sector, previously called 
Telecommunications. As a general overview the chart above shows, 
in broad strokes, that Energy is the big laggard (even after an 
outstanding last 18 months) and Information Technology the  
big winner.

Given the significant changes we’ve seen in the last few years, 
including de-globalization, the Pandemic and high inflation resulting 
in higher interest rates, it doesn’t seem unreasonable to question 
whether market leadership will look different going forward. It may 
be time for investors to take a closer look at the sectors that have 
lagged over the last decade.
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U.S. Equities (cont’d)
Jan Erik Warneryd, Chief Investment Officer
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STRATEGY
In our S&P 500 Sector Selection strategy we 
favor overweights in Health Care, Financials 
and Telecom while underweighting 
Consumer Discretionary and the non-
Telecom part of Communication Services. 
We are also at a zero-weighting in Energy 
and Real Estate. Regarding Energy, while 
we agree with the short to medium case 
for allocating to the sector, we believe that 
the sector’s focus on fossil fuels ultimately 
makes it unattractive for long-term 
investors. We believe the current upheaval 
in energy markets could actually accelerate 

the move away from fossil fuels underway 
in Europe and elsewhere. In the short-term 
US Energy suppliers may benefit from the 
reorientation of supply sources from Russia 
to, among other countries, the US. Longer-
term, demand for fossil fuels will decline  
as geopolitical concerns have been added 
to the environmentally motivated drive 
towards alternative and renewable energy.

We continue to think Equities as an asset 
class are fairly valued (see below) relative 
to the bond market, but that may change 

if rates continue to increase. However, as 
long as the FED Funds rate, in real terms, 
stays negative, Equities will enjoy a tailwind 
from a valuation perspective. Currently, 
the long-term market expectation is for R* 
(the neutral real rate) to stay negative even 
in the long term.  Equity investors should 
watch for changes in the market’s outlook 
for R*. Significantly higher real rates, 
possibly through a combination of higher 
bond yields and falling inflation, may change 
the relative attractiveness of Equities.
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The chart above shows the differential between the CAPE (Cyclically Adjusted Price 
Earnings ratio) yield and the yield on 10-year TIPS (the forward-looking real yield  
on 10-year Treasuries). The current yield gap of about 3.5% is above the average  
for the 25-year period that TIPS have existed, giving us a market-based reading  
on real return expectations.
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