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Topics in the week’s Report

1. Inflation Expectations

2. Fed Speak 

3. Bond Market Review 

4. Link to Equity Valuations 
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Source: Federal Reserve Economic Database, St. Louis Fed, August 28.2020

Inflation expectations have risen considerably since the bottom of the recession. 

Long run inflation expectations fell to as low as 0.5%. 

Expectations are now back near 2.0% which has been the average since roughly 2014.

The recovery in inflation expectations is similar in pattern to 2008/09.

Inflation expectations

10 Year Break Even (in gold), Personal Consumption Expenditures (PCE) (in blue) 
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Fed committee announced a major pivot towards a 2% inflation target ‘over time’.

This will effectively allow the Fed to run/allow inflation over target of 2% after a period 

of time in which the inflation rate was below target. 

This means the committee will actively try to overshoot inflation stating ‘ appropriate 

monetary policy will likely aim to achieve inflation moderately above 2% for some time’

This new strategy is ‘flexible’ as to the time period for which the Fed will allow inflation 

to overshoot – 2 quarters ? 2 years ?

On unemployment, the goal is now ‘broad based and inclusive’ and ‘employment can 

run at or above real time estimates of its maximum level without causing 

concern’. Certainly, a more political approach on employment. 

These are major policy changes. 

In short, a big win for inflation. 

Fed virtual meeting and Jackson Hole Statement  



STRICTLY PRIVATE AND CONFIDENTIAL 44

With the U.S. 10 Year Treasury yield near 0.70%, inflation expectations near 2%, real yields are at negative -1.3% 

for U.S.10 Year Treasuries - universally overvalued and unattractive.  

It was a negative week for the U.S. 30 Year Treasury, as well as corporate bonds (which now have a much longer 

duration than historically) and municipal bonds.  

A notable negative for bonds. 

Source: Graph courtesy of StockCharts Inc, 2020 08 28
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Corporate bonds (below) are trading at new highs with spreads trading near all-time lows (graph next page) and real 

yields near 0%.  

In short, bond markets offer one of its worst risk reward trade-offs with zero to negative real returns mixed with low 

spreads and the Fed now promising to run inflation above target for a ‘flexible’ period of time. 

Corporate bonds: Near All Time Highs?  

Source: Graph courtesy of StockCharts Inc, 2020 08 28
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In short, bond markets offer one of their worst risk reward trade-offs of all time

Corporate bonds: Near All Time Highs? Continued… 

Source: Graph courtesy of Federal Reserve Bank of St. Louis 2020 08 28
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Interest Rates: Link to the Equity Markets 

Equities remain very sensitive to low rates. High equity valuations are supported by very low rates.

Even small changes in bond yields, could have a significant impact on market multiples. 

The multiple has expanded (see below) in response to low rates. 

The multiple may contract in a similar manner if/as/when rates rise. 

Source: Factset, 2020 08 28

S&P 500 One year Forward P/E 
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Considerations 

For 

Portfolio Design
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Incorporating Macro/Top down or Opportunistic Strategies

✓ Provide an offset to fundamental bottom up stock picking or passive equity managers, often with a broader tool-

box to navigate through market volatility. 

Reducing reliance on Morningstar style boxes.

✓ Correlations have risen within equity style boxes, especially during period of stress. New strategies, higher 

velocity markets have resulted in style boxes having much lower explanatory power in deconstructing market 

drivers. 

Increasing exposure to quality dividend payers

✓ S&P 500 and every industry offers higher dividend yields than the 10 Year treasury.  Many quality firms provide 

higher yields, stable business models, though low or moderate growth.   [See chart next page]

Increasing Exponential Growth Allocations:

✓ Innovative or disruptive firms exist in most industry segments, at varying market cap ranges,  providing 

significant return potential with high, but valid, valuations.

Adding ‘true’ Risk Offset Strategies:

✓ Risk offset strategies provide true downside protection, hedging and real diversification versus core equity and 

fixed income holdings.  Strategies such as long short equity, market neutral and option hedging offer strong 

diversification across all traditional portfolios. 

9

Implications for Portfolio Design
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Good yields available, can be captured within risk managed format

Source: Stock Charts for U.S. T-bills and U.S. Treasury, Interactive Brokers for all others, August 7, 2020

• Dividend yield of the S&P 500, is 

3x times higher than the rate on 

U.S. 10 Year Treasuries.

• Key sector provides yields in the 

2% to 3% range.

• Hybrids, such as Preferreds, yield 

near 5%. 

• High risk corporate debt, and bank 

loans provide near 3%. 

• Multi Asset Income strategies 

directly hedged to equity volatility, 

provide risk managed income carry 

solutions for sophisticated 

investors. 
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Disclosures

• This document is a general communication being provided for informational purposes only. It is educational in 

nature and not designed to be as advice or a recommendation for any specific investment product, strategy, plan 

feature or other use. 

• All examples used are generic, hypothetical and for illustration purposes only. This material does not contain 

sufficient information to support an investment decision and it should not be relied upon by you in evaluating the 

merits of investing in any securities or products.

• All users should make an independent assessment of the legal, regulatory, tax, credit, and accounting implications 

and determine, together with their own professional advisers, if any investment mentioned herein is believed to be 

suitable to their personal goals. 

• Investors should ensure that they obtain all available relevant information before making any investment. Any 

forecasts, figures, opinions or investment techniques and strategies in this document are for information purposes 

only and are based on assumptions and current market conditions and are subject to and will change without prior 

notice. 

• No warranty of accuracy is given and no liability in respect of any error or omission is accepted relating to any 

information within this document. Investment involves risks, the value of investments and the income from them 

may fluctuate in accordance with market conditions. With any investment, investors may not get back the full 

amount invested. Past performance is not indicative of future results. Current yields are not indicative of future 

results.

• Copyright 2020 AK Global Investment Management, LLC dba Boutique CIO. All rights reserved. This document 

may not be printed or reproduced without the written consent of AK Global Investment Management, LLC dba 

Boutique CIO. 


