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› Financial markets are starting to worry about lower growth coupled with higher inflation.
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› The Federal Reserve is likely to start tapering their Quantitative Easing program
in November.
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› We
 expect a continued modest rise in market interest rates.
› With

real rates in the US still significantly negative, monetary conditions will still
be stimulative even with slightly higher rates.

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
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Point of View
Jan Erik Warneryd, Chief Investment Officer

Adding the simultaneous threats of higher rates and slower global
growth together, some market participants are starting to talk about
stagflation, i.e. economic stagnation and inflation at the same time.
In fact, the bond market seems to expect a high likelihood of a policy
mistake: more tightening than the economy can bear and therefore
a low terminal FED funds rate. In the forward market for OIS Swaps
the 5y/5y swap was at about 1.72% on 9/30/21 (essentially, this is
where the market expects overnight FED Funds rates to be for the
five years starting in five years). This would indicate that the market
expects that whatever hiking cycle the FED embarks on in the next
few years won’t get very far before rates settle in the 1.5-2% range
for the long term.
The 9/22/21 “Dot Plot” below shows where Federal Reserve Open
Market Committee (FOMC) members see the Funds rate at various
points in the future and in contrast to market expectations, the FED
expects a long-term FED Funds rate of around 2.50%.
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In light of these circumstances, it appears that there is room for
rates to continue to go higher, given how low they still are, not the
least in real terms. The chart below shows the yield on the 30-year
US Treasury bond since 1981. As we can see, yields have steadily
fallen until recently and appear to still be in a downtrend. There are
several reasons for this trend, including demographic ones, changes
in inflation expectations and central bank policies.
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So, if rates continue to go up, what happens to the Equity market?
Isn’t it trading at close to records because of low interest rates?
Let’s take a look at the relationship between interest rates, in this
case the real rates available on TIPS, and Equity market valuation.
The chart below shows the spread between 10-year TIPS yields and
the CAPE (Cyclically Adjusted Price Earnings ratio) earnings yield
(1/CAPE) since TIPS were first launched in the late 1990s.
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Furthermore, with 30-year Treasury bond yields around 2%, the
market isn’t even demanding much of a return premium to accept
the longer-term risks around inflation and debt refinancing. After
many years of dovish central bank policy globally, the markets
have become conditioned to assume that interest rate risks are
permanently skewed to the downside, and that central banks
will worry much more about economic slow-downs and potential
deflation than over-heating and inflation.
Regarding inflation, current market expectations (breakeven rate of
inflation) are around 2.40% for the next 10 years, and 2.30% for the
next 30. Since 10-year yields are about 1.50%, the real rate on 10-year
TIPS (Treasury Inflation Protected Securities) is about – 0.90%. This
means that bond investors are guaranteed to lose almost 1 percent in
real terms per year over the next 10 years if they buy TIPS. In nominal
bonds, the losses will be much greater if inflation turns out to be higher
than 2.40% over the next ten years. Right now, CPI Inflation is up
5.3% year-on-year and, while described by the FED as “transitory”,
it is running at the highest levels seen since 1990, apart from a brief
spike in 2008, when the oil price approached $150 per barrel.
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After a flat third quarter in the US equity market, investors may
now be asking themselves if the stimulus-driven “bull market in
all assets” is coming to an end. With interest rates rising and the
Federal Reserve getting ready to taper its bond purchases starting in
November this year, will assets that benefitted from low rates start
to underperform? In addition, the market now has to worry about a
slow-down in China precipitated by the troubles of the real estate
developer China Evergrande, and an energy shortage.
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As can be seen above, at a yield spread of about 3.7%, the Equity
market looks fairly valued against real rates in the Treasury market.
I have chosen real yields to represent the “earnings yield” in
Government Bonds since corporate (Equity) earnings tend to grow as
the economy grows and therefore can be seen to be closer to “real”
than nominal over long periods of time.
The yield spread has ranged between -1.7% in 1999 to almost 8%
during the 2008/9 financial crisis, so 3.7% is still above the average
since 1997. This would indicate that the stock market hasn’t fully
embraced the low level of interest rates we’ve experienced in recent
years, and therefore should have a bit of “cushion” at current levels
that would allow it to absorb slightly higher interest rates without
much difficulty. When we last experienced a significant rate rise, in
the fall of 2018, the yield on 10-year Treasuries rose to 3.25% before
the stock market was meaningfully impacted, so we expect that a
10-year yield of 1.5% should not be a major obstacle for the Equity
market yet.
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Bond Markets
Radha Lai, Portfolio Manager
Mark McDonnell, Senior Portfolio Manager

There’s an old expression in investing: “Buy the rumor, sell the fact”.
We saw that play out in the 3rd quarter as bond investors waited
for Chairman Powel to announce a timeline for the cessation of the
Federal Reserve’s bond buying program. Corporate bond spreads
widened through the first half of the quarter, only to tighten into
September 30th as the consensus gelled around a November
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The
marketplace rewarded bondholders via tightened spreads,
October 1, 2021
enhancing the excess return of credit. Morgan Stanley does a good
job illustrating this point. Particularly noteworthy for those that invest
CREDIT STRATEGY
in investment grade bonds is the performance of BBB rated debt
relative to Single A rated debt. That outperformance has eliminated
much of the value in the BBB space.
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Corporate credit has performed well over this last year, especially
as one moves down in credit quality. In part because the corporate
balance sheets have improved considerably. Companies used the low
treasury yields and the accompanying tight credit spreads as well as
the increased earnings to put cash on their balance sheets and lower
Investment
the
overall costGrade
of their debt. This is good for investors.
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U.S. Equities
Jan Erik Warneryd, Chief Investment Officer

The US equity market was broadly flat in Q3, with the S&P 500 Index
managing just a 0.58% gain. This put the year-to-date performance
at 15.92%, which still makes 2021 a respectable year so far. For
the quarter, the best performing sector in the index was Financials,
followed by Utilities. Industrials and Materials were the worst index
performers in Q3. For the year so far, all index sectors have seen
positive returns.

$40 billion in Agency MBS every month in order to provide stimulus
to the economy. With the economy projected to grow by 5.9%
along with 4.3% CPI inflation in 2021, it has become increasingly
difficult to justify this level of stimulus. Tapering, slowing the
pace of purchases as the program is phased out, is the first step
in tightening monetary policy. The next step will be actual rate
increases, where the FED is evenly split between those members
who want to start hiking rates in 2022 and those who want to wait
until 2023 or beyond.

S&P 500 Index
Total Return (%) by Sector / Quarter End September 2021
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Towards the end of the quarter, worries over global growth in the
face of an energy shortage developing in Europe and China surfaced
along with the China Evergrande debacle, prompting speculation
on a slowdown in the Chinese real estate market.
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Reasons for the relatively lackluster performance, at least relative
to the torrid pace of earlier quarters, include interest rates climbing
once again, just as they did in Q1. This time the FED is indicating
that they may start the tapering of their Quantitative Easing (QE)
program in November and end it by the middle of 2022. Currently
the Federal Reserve is buying $80 billion in Treasuries and

STRATEGY

The equity market is focused on the path of interest rates because
of the impact they have on the discount rate on future cash flows.
One of the arguments in support of high multiples on growth
companies has been the increasing Net Present Value of future cash
flows (earnings) when discounted at ever-lower interest rates on long
bonds. If we get a sustained reversal where rates increase, those
cash flows will be worth less and, therefore, growth stocks should fall.
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We believe we may be approaching the
point at which the market starts to rotate
from large-cap growth stocks to sectors
such as Financials and Health Care that
have lower valuations. We think Equities
as an asset class is fairly valued, possibly
even somewhat cheap, relative to the
bond market, but that may change if rates
continue to increase. In our opinion,
a modest rise in yields to 1.75-2% in the

50

As we have pointed out in the past, the market has been led higher
by growth stocks, which are likely to be impacted by higher interest
rates, especially, as some investors fear, if they are accompanied
by slower growth. While growth stocks did well, value stocks
underperformed by a wide margin. The performance gap between
the S&P 500 Index and the S&P 500 Value Index for the 5 years
ending 9/30/21 was over 5% average per annum or about 44%
cumulatively. If higher interest rates are coming, we shouldn’t
be surprised if value starts to look better relative to growth.

10-year Treasury Note shouldn’t be a
significant problem for the stock market,
but a disorderly rise beyond that level could
lead to a setback. While it is tempting to
draw parallels to the 1999/2000 Nasdaq
bubble era, we should remember that
during that period the FED had been
tightening rates for almost nine months
before the stock market started to wobble.
Presently, the FED is committed to providing

stimulus for a long time, as they are keen
to point out that “tapering bond purchases
isn’t the same as hiking rates”. If the
long-term r* (R star, or the real neutral
rate of interest) is at zero or even negative,
as some economists believe, then Equities,
as an asset class, should be well supported
even if rates rise modestly as inflation
proves more than transitory.
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OPTIMUM QUANTVEST CORPORATION
We take a different approach to traditional US fixed income and equity investing by using a combination of macroeconomic and fundamentally
based analysis. With a track record of over 30 years, we have assisted pensions, insurance companies, corporations, endowments,
foundations and high-net worth individuals with their investment needs. Our approach to investing combines a macroeconomic perspective
with an inherent value bias. We collaborate with our sister companies in Montréal and Paris to enhance our analysis of the markets. While
our expertise is investment management, becoming a trusted partner and advisor defines our purpose.
Optimum Quantvest Corporation is a subsidiary of Optimum Group, a private and diversified financial group with international operations.
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