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At a Glance
› Massive fiscal and monetary stimulus continues to support risk assets.

Summary

› Bubble-like behavior reminiscent of the late 1990’s is resurfacing.
› Unlike in 1999/00, this time there are no signs of policy shifts for several years to come.

› Point of View
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› Bond Markets
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› U.S. Equities
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› Our Team
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› The market is likely to price in tighter FED policy beyond 3 years.
› Equity markets are still attractive relative to bonds.
› We expect a modest rise in credit spreads as fixed income returns have to compete
with other risk assets.

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

As a consequence, we also saw significant movement from urban
to rural areas, perhaps creating a new equilibrium between the
high cost of city living and the cheapness and spaciousness
available further away. It appears, many people who were held
back from such moves by the need to commute to work are now
able to live the balanced lives they have been hoping for. While
this shift is real, and in many ways a welcome development, it
is possible that the market has gotten a bit carried away by the
new possibilities. For example, it isn’t clear why Tesla, selling just
under 500,000 cars in 2020, should be worth almost $700 billion
when competition in the electric car market is about to heat up
significantly. This valuation, by the way, is about 25 times sales, as
compared to Ford’s valuation of 0.3 times sales.
We believe the current exuberance is likely to continue as long
as monetary and fiscal policies stay stimulative. The greatest
risk is that the bond market starts to worry about the longer-term
consequences of having to issue government debt to finance the
massive budget deficits that are accumulating currently. Even
though rates have risen since the lows in the Spring of 2020, we
are still near record low Treasury rates across the yield curve.
The market is currently pricing in very little risk of inflation or
supply overwhelming buyers of Treasuries. Obviously, with the
FED buying $80 billion in Treasuries every month as part of its
Quantitative Easing (QE) program, supply has not yet become an
issue. However, this policy cannot go on forever, and with the new
administration in Washington, we are likely to see even more fiscal
stimulus, which will increase the accumulated debt further. The
combined effect of more stimulus and a strong economic recovery
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A topic of debate in recent months has been how the FED would
react to higher rates on longer-dated Treasuries. One camp of
investors believe they would have little patience with higher
rate expectations, expecting the FED to resort to intervening by
extending the maturity of their debt purchases, or even adopting
an outright “yield curve control” policy. Others, ourselves included,
believe that the FED is likely to let the yield curve steepen a bit
more in a gradual fashion, partly because it would reflect that their
current policies were successful in engendering a strong economic
recovery. The chart below shows the change in the shape of the
Treasury yield curve since June 30, 2020.
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Not all assets were treated equally, however: the Information
Technology sector in the S&P 500 Index returned 43.89% in
2020, while the Energy sector lost 33.68%. This performance
gap provides a snapshot of how the market separated pandemic
winners from losers: anything that could benefit from the changes
in behavior because of lockdowns and reduced mobility rallied and
any stocks that were viewed as getting hurt underperformed. In
fact, for those who were in the markets during the Nasdaq bubble
of 1999/00, it had the familiar ring of the “old economy/new
economy” dichotomy all over again. We witnessed a re-acceleration
of the shift from the physical to the virtual world when some bricksand-mortar retailers finally went under and office buildings in city
centers were abandoned by newly remote workers.

in 2021 could turn out to be the catalyst that finally ends the
almost 40-year bull market in bonds (see chart below showing the
yield on 10-year Treasuries since 1980).
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2020 will be remembered as a remarkable year. If there was ever
a time when markets lived up to their reputation as being “forwardlooking”, it was in 2020. Investors were able to look through an
unprecedented global recession caused by a pandemic as well
as severe political uncertainty both in the US and Europe. In the
midst of a highly polarized political climate in Washington DC, we
saw swift action of historical proportions to save the US economy
through massive fiscal stimulus. The Federal Reserve also took
part in the rescue effort by cutting the FED funds rate to zero as
well as restarting and widening the scope of their quantitative
easing programs. In addition, they initiated targeted lending
programs to help business and provide liquidity where needed.
After a relatively brief but steep downturn in March, financial
markets recovered quickly on the belief that the monetary and
fiscal authorities would do “whatever it takes” to restore prosperity.

Here we see that yields up to 3 years are unchanged in the last
6 months, but beyond that point, the curve has steepened. We
believe this steepening will continue and that it can coexist with
continued strong demand for risk assets until we reach a point
where higher rates will start to impact growth prospects. In
November 2018, that level was reached with the 10-year yield at
3.25%, where it ultimately triggered the end to the FED’s tightening
campaign. With 10-year yields around 1% currently, there appears
to be room for yields to go higher yet.

2

Bond Markets
Radha Lai, Portfolio Manager
Mark McDonnell, Senior Portfolio Manager
For corporate bonds, the sector allocation has several more elements
to it: which subsectors and what credit quality should one buy? Investment Grade credit quality ranges from AAA to BBB and performed
differently. One looks at corporate debt relative to matched treasuries
and the difference is called “Excess Return”. For 2020, BBB credit lost
0.14% versus Treasuries while A rated credit gained 0.62%. We maintained a greater exposure than the index to A rated debt in 2020.

Source: Bloomberg Barclays

The Interest Rate call is straightforward to define: Are interest rates
going up or down and will the curve shape change? Our macroeconomic views, especially with regards to the Federal Reserve policy,
drive that process. In 2020, interest rates dropped significantly.
The curve steepened with 2-year rates decreasing by 1.48% or
When making Security selection decisions, we have focused on credit
148 bps while the 30 years decreased by 74 bps. This decline,
quality. Credit quality is largely about a company’s ability to service its
driven primarily by the Federal Reserve’s response
to Covid-19,
debt. Gross leverage helps us understand that ability and is defined
Barclays | US Investment Grade Credit Metrics
drove US treasuries to post an 8% return.
as total debt/EBITDA. Typically, the higher the leverage the greater
the risk and unfortunately that ratio rose considerably last year.
FIGURE 1. US Corporate Index ex Financials Gross and Net Leverage
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Professional bond investors benchmarked against the Bloomberg
Barclays US Aggregate Index have three major decisions to make:
The Interest Rate call, the Sector Allocation call and Security selection.

We enter 2021 positioned for a modest
rise in interest rates by being moderately
shorter than the Index in duration. We
further expect a steeper yield curve as the
Federal Reserve has made it clear we will
see no rise in short term rates this year.
We are modestly underweight in corporate
bonds and above the Index in credit quality.
We are constructive on the economy and
therefore constructive on risk assets but
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We continue to monitor the U.S. MBS sector
of the Securitized market as increased
stimulus will lead to an opportunity to
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Agency mortgage-backed securities (MBS) saw
continued
buying
by the Fed and strong demand from banks during Q4’20. The Fed,
buying $40 billion MBS per month, focused on purchasing recently
produced coupons. We expanded the coupon profile of our mortgage
holdings during the quarter to establish exposure across the coupon
stack, an important consideration in actively managing exposure to
the Securitized sector.
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increase MBS exposure at more attractive
levels. Managing risk across the coupon
14
stack will
continue to play an important role
in the MBS sector as Fed buying caused
relative value dislocations across the
coupon stack. We are also closely watching
the potential duration extension of MBS
should rates increase which would reduce
the incentive to refinance.
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U.S. Equities
Jan Erik Warneryd, Chief Investment Officer

If and when an increase in interest rate and inflation happens
is of vital importance for the US equity market. Below is a chart
of the spread between the cyclically adjusted earnings yield
(inverted CAPE ratio*) on the S&P 500 Index and the real yield
on 10-year TIPS (Inflation-linked US Treasuries).

2020 turned out to be a very good year for the stock market. In
the fourth quarter, the S&P 500 Index was up 12.15% and for the
whole year 2020, the total return was 18.40%. As is shown below,
performance dispersion between sectors was quite significant. For
example, while Information Technology returned 43.89% in 2020,
the Energy sector lost 33.68%! This was, of course, mostly driven
by the market’s view of which sectors would benefit and which
would get hurt by the Coronavirus Pandemic. In addition, there
appears to be an element of pure speculation, not unlike what
we saw in the 1999/00 “Nasdaq Bubble” (witness Tesla’s 743%
rise to a market value of $669 billion in 2020). This time around,
however, there’s reason to believe these bubbly market conditions
will continue for a while longer, since they are driven by monetary
and fiscal policy, and therefore tacitly sanctioned by the Federal
Reserve and the Treasury Department.
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Until and unless there’s an end to current ultra-stimulative
financial conditions, it is difficult to see why the liquidity created
wouldn’t continue to seek out risky assets, not just equities
but also others such as Bitcoin and precious metals.

STRATEGY
In our macro-driven Equity Sector Strategy,
we are patiently sticking to our long-held
value and low volatility tilts. We have
overweights in Health Care, Financials
and the Telecom providers AT&T and
Verizon, as well as a small overweight
in Information Technology. We are
underweight Consumer Discretionary and
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The chart above shows the relative attractiveness of US equities
(S&P 500 Index) relative to risk-free inflation-linked bonds. In
the late 1990’s, equity investors were satisfied earning a lower
earnings yield than the real yield on TIPS. Fast forward to 2009,
and equity investors as a group require an almost 8% return
premium to buy equities over TIPS…
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* The earnings yield is the inverted Price/Earnings ratio. For example, if the P/E is 20, the earnings
yield is 5% (1/20). The CAPE ratio is the Cyclically Adjusted Price-Earnings ratio, which uses average
10-year inflation-adjusted (real) earnings relative to the overall market value. This is also known as
the Shiller P/E, after Robert Shiller, the Nobel Prize winning Yale Economist who popularized it.
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As we now know, the -2% equity return premium in 1999 was far
too low, and the almost 8% premium in 2009 was, in retrospect,
too high. The current level, at about 4.2%, offers a reasonable
incremental real return over Treasury Bonds, indicating that
equities remain attractive relative to bonds. In fact, history would
suggest that equities could remain attractive even if real rates
increased by as much as 1-1.5% from these levels.
Perhaps the main concern right now should be about the exuberance exhibited by investors rather than the valuation of risky assets.
As mentioned earlier, an important difference versus 1999/00 is
that the FED isn’t doing anything to limit the “Animal Spirits” driving
the market currently. In the summer of 1999, the FED embarked
on a hiking cycle that took short rates from 4.75% to 6.50% in
a year. In spite of the hikes, the equity market rallied for most of
that period. This time around, to quote FED Chairman Jay Powell:
“We’re not even thinking about thinking about raising rates.”

the non-Telecom part of Communication
Services as well as having zero allocations
to Energy and Real Estate. We believe our
focus on lower-valued sectors will pay off
over time as sector performance tends
to mean revert and Value, as a factor,
has had a very strong track record over
the long term. Going forward, we believe

the performance of Value will be linked
to market sentiment about the return to
normalcy as vaccinations accelerate and
the spread of Covid is finally brought under
control. If we see real progress on the
pandemic front in the next few months,
we believe our Value tilted strategy
should do well.
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OPTIMUM QUANTVEST CORPORATION
We take a different approach to traditional US fixed income and equity investing. Our combination of macro-economic and fundamentallybased analysis aims to outperform over the long-term. While our expertise is investment management, becoming a trusted partner and advisor
defines our purpose.
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 US fixed income strategies combines a macro-economic perspective with
an inherent value bias, with an objective to reward investors over the long-term. Our equity strategy aims to outperform the S&P 500 Index
while maintaining lower than market volatility.
We collaborate with our sister companies in Montréal and Paris and share a proprietary analytical technology providing us with a quantitative
edge in making investment decisions.
Optimum Quantvest Corporation is a subsidiary of Optimum Group, a private and diversified financial group with international operations.
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To subscribe to a quarterly distribution list for our Financial Outlook report,
please email a request to info@optimumquantvest.com or call us at 203 425-1420.
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