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Topic of the week: Stocks are too expensive? Really?
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It is undisputable that stock market valuations are very stretched when ‘\ =
compared to historical standards. Some metrics are even at an all-time |
high.
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But taking into account the level of risk-free rates, valuations appear Stéphane Déo
justifiable or even reasonable. In particular the low level of yields has Head of markets strategy

a mechanical impact on the discount factor, with the consequence of
lifting multiples.

Finally, we find that elevated valuations are a signal of market

correction only if profits are unusually high as well. This is not
currently the case.

Market review: Powell waiting for a sign from Congress

Fed keeps status quo, may adjust QE to incoming data

. . . Axel Botte
US curve steepening continues with 5s30s above 130bp Global strategist
Equities buoyed by continued monetary accommodation

ECB to fully absorb net German bond issuance in 2021

Chart of the week
China: loans to the banking sector through one- China’s strong recovery has given rise
year medium-term lending facility to much speculation about an imminent
CNY bn "normalization" of its monetary policy.
( ) The record amount of liquidity injected
1000 into the banking sector, CNY 950 bn, or
800 Source: Bloomberg $ 145 bn, by the Chinese Central Bank
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come under pressure due to the rise in
highly rated corporate defaults. Fears
about a liquidity crisis kept the 10-year
sovereign bond yield at its highest
since November 2019 at 3.3%. The
Chinese banking sector will remain
under pressure as corporate defaults
are expected to continue in 2021, which
will involve Pboc intervention.
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Figure of the week

Aline Goupil- Raguéneés
Or rather 307 out of 598 that was last Friday, the Developed countries strategist
number of stocks in the Euro Stoxx with a positive

return year-to-date.

The index was however down 2.2% year to date.
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e Topic of the week

Stocks are too
expensive? Really?

It is undisputable that stock market
valuations are very stretched when compared
to historical standards. Taking into account
the level of risk-free rates, the conclusion has
to be much more nuanced in comparison, the
equity risk premium is unusually generous.
Moreover, high valuations are not necessary
the sign of a forthcoming correction, they are
a risk when combined with profits being also
largely above trend. This is not currently the
case.

High valuations compared
to history

Let's start with the obvious. The current stock market
valuations, when compared to historical standards, are very
high.

This is the case in a large number of regions. In the below
chart we show three stock markets: Europe, USA and the
world. In order to make the various valuation metrics
comparable, we show the percentiles. A number of these
metrics are in the top percentile, i.e. they are simply at
historical highs. Most of the remaining ones are also in the
neighborhood of their previous highs.

Stock market valuation:
percentile compared to past

100%

80%
60%
100% 9 99% 99% oy0, 100% 96% 9% 100%
20% 8% ° 88 91% 86% 78
63%
20% 39%
0%

PE PE12- PtB Pto FCF PE PE12- PtB Pto FCF PE PE12- PtB Pto FCF
m frw Sales Yield m frw Sales Yield m frw Sales Yield

M Euro Stoxx S&P 500 MSCI World Sources: Ostrum & Bloomberg

Part of these findings could be attributed to the fact that profit
have been depleted by the covid crisis and would thus be
more relevant to use trend-adjusted profits. This is exactly
what the “Shiller PE” does, using cyclically adjusted earnings
after adjusting for inflation, hence his other name the “CAPE”
for “Cyclically Adjusted PE”. As shown in the below chart this
actually does not change significantly the conclusion. Even
when this normalization is used, markets appear to be quite
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expensive.
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End of the story: from an historical perspective the stock
market is indisputably expensive.

It is worth highlighting that those high valuations of the
market as a whole come with valuations dispersion that are
equally high. If we use the MSCI Euro Zone index for
instance the growth stocks command a premium of nearly
60% compared to the rest of the market. Less spectacular in
the USA, the premium is nevertheless a lofty 40%. In both
cases those numbers are very close to historical highs.

The concentration of the US market and the fact that the
performance has been driven by a handful of stocks, notably
tech stocks, has attracted a lot of comments. Some of those
stocks are indeed trading on impressive multiples. The chart
below shows that, if the pattern is different, Europe is not
immune from this divergence of performance. Far from it as
valuation spreads are extreme.

Relative premium (PE) of growth stocks
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Hence the problem is not only the fact that stock market
indices are expensive, but also the fact that part of the
market has even more extreme multiples.

Relative valuations are
more well-behaved

If most valuation metrics are stretched, the equity risk
premium (i.e. valuation compared to interest rates) sends a
different signal. On a relative basis, stocks are not that
expensive at all.
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The equity risk premium is indeed quite high, again when
compared to historical standards. Which means that the
expected return demanded by markets to hold stocks is
unusually large when compared to that of interest rates. Or,
put differently, the return on the equity risk is unusually
generous.

This, obviously, owes much to the level of the risk-free rate
which provides a basis for comparison that makes stocks
prices look favorable. Stocks are expensive, but compared
to an even more expensive asset class, the risk-free rate,
they look comparatively pretty. This is the TINA argument
“There Is No Alternative”. It is a “bad student” argument,
stocks are too expensive, but we find an even worse asset
class to compare with. This would hardly be a convincing
argument for an investor.

There’s another argument though, and a better one we
believe. Equity market valuations must adjust to the lower
yield environment as it will influence the discounting factor
that will be used in pricing futures flows received by a stock
market investor. The accrual value of these flows should be
higher with lower rates, hence justifying equally higher
valuations. On that vein, the Banque de France, an
institution unlikely to show much complacency about
speculative bubbles, has shown in a recent paper that the
level of PE are justified if the decline in risk free rate is taken
into account: « What are the factors behind current high
stock market valuations? »

To illustrate this argument, we compare in the following chart
the dividend yield and the average credit yield at several
levels of rating.

Asset class returns
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During the last decade and until 2009, the dividend yield was
hovering about AA yields. Since 2014, it has moved closer
to a BB. At the end of 2019 it was closer to a single-B and
when dividend yields stabilize to a post-covid level it is likely
to return to a yield akin to single-B. As a consequence, to

® powerto act

obtain a return equivalent in the credit market investors have
to take on more risk and go down the credit curve.

Let’s go back to the Shiller PE, often quoted as a proof that
markets are too rich. However, the chart below, also drawn
from the Shiller's data base, tells us a very different story.
The intuition behind the Shiller PE is that high valuations
signal forthcoming lower returns, and conversely. This ratio
has indeed become famous as it led Shiller to correctly
forecast the bursting of the dot-com bubble in 2001.

However, what really matters in terms of signal for future
performance is not really the absolute level of the Shiller PE
but its relative price compared to the risk free rate. This is
the point of the series computed in the chart below: in
Shiller’s terms it’s called the “Excess CAPE Yield” as it is the
difference between the CAPE yield (simply the inverse of the
CAPE) and the long term real yield. This takes us back to
the equity risk premium which, according to the below
numbers, is close to its long-term average. Conclusion: the
stock market retains a potential for positive performance, the
order of magnitude is 5% per annum over the coming
decade.
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This, we believe, is the core of the debate. Absolute
valuations are indisputably very stretched. But relative
valuation, when low risk-free rate is taken into account, are
justifiable or even reasonable.

An argument that holds, obviously, only as long as rates
remain at their current level. It is fair to say however that the
risks appear to be asymmetric: while we can plausibly
imagine scenarios where valuations drop significantly, on
the contrary a scenario with a further sharp increase is
difficult to imagine.

There’s much talk about supposedly high valuation because
the intuition is that a market with high valuations is bound to
correct at some point in the future.
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Unfortunately, this view is as appealing from an intuitive
point of view, as it is wrong from an empirical point of view.

Below we use the S&P data that allow us to go back to 1954.
The chart below shows, depending on the initial level of the
market’s PE, what has been the probability of a bull market
of the following 12 months. When the PE is above 22.5, the
historical probability of having a bull market is desperately
close to 50% Valuation have a predictive power equivalent
to that of a coin tossing.

% of positive market performance over one year
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One might object that, when valuations are high, corrections
can be large while bull markets are much more limited. A
very fair point, alas data again are against that intuition. With
high PE the historical return of the stock market 12 months
hence is basically zero.

Market Performance over 12 months
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15.1%

1% 10.0% LE0%

10% 7.8%  7.5%  7.2%

9

% I I I I I 06% -01% 01%
0% al

59 5107.575t010 10to 125to 15to 17.5to 20to 22.5to 25to 27.5to
125 15 125 20 225 25 27.5 30

The conclusion is straightforward: when PE are very low,
they send a very reliable signal of future performances. In
that case the market is quite likely to enter a bull rally.
However, when valuations are very high, the relevance of
the signal is simply appalling.

This result does not satisfy us, a 50/50 signal is hardly useful
for the investor. So, we tried harder, and used a more
sophisticated approach, using a partition algorithm, with the
idea to find the conditions that lead to a market correction.
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The conclusion can be found in the decision tree below. And
the findings are instructive: the danger zone, from an
historical perspective, is when the markets’ PE exceeds
16,2. Passed that point, the market return over the following
12 months has been on average 6.0% and the market has
been up 76% of the time. But there is a sharp contrast when
the level of corporate profits is also elevated: a PE above
16.2 associated with profits 18.6% above their long-term
trend form a very nasty cocktail indeed. When it has been in
that configuration, the market has lost on average 11.9% the
following 12 months and it has been up only 15% of the time.

Meanwhile, the same stretched valuation while profits are
close or below their long-term average, leads to a far less
anxiogenic situation. That configuration has led to positive
returns 76% of the time with an average performance of
8.6%.

Decision tree
market performance over one year

PE > 16,2
yes no

Profits 19% too high
yes no

Av. perf: -11.9%
% of bull mrkt: 15%

Av. perf: +8.6% Av. perf: +12,9%
% of bull mrkt: 76% % of bull mrkt: 88%

Sources: Ostrum & Bloomberg

If the current situation is indisputably one of stretched
valuation, it is also one profits being comfortably sub-trend.
In the past this situation has tended to be supportive of stock
price returns.

The finding is obvious, valuations are very stretched, or even
indeed at their all-time high. At the same time, the level of
profits is clearly below of its long-term trend, courtesy of the
covid crisis. One can imagine a normalization through a
decline in those valuation, but one can as well imagine that
profits will return closer to their trend, even if this later
solution would not be sufficient to drive multiples back down
to their long-term average.

One can also imagine that no normalization of valuation is
needed. With the current low risk-free rate, valuations are
pushed up by the search for yield but also by the mechanical
impact on the discount factor. If that was to be true, the stock
market could have a nice run in the future.

Stéphane Déo
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Market review

Unchanged Fed monetary stance in the
US only added fuel to the current
downward trend in the US dollar and run-
up in risky assets. US curve steepening
also continued last week. The euro burst
through the $1.22 ceiling.

The message from the Fed last week is broadly in line with
previous communication. The economic outlook has
improved and the prospects for a vaccine do represent light
at the end of the tunnel. That said, public policy is still much
needed in the short run to make up for lostincome as federal
unemployment benefits expire. The Fed expressed
concerns about the termination at the end of the year of
credit facilities decided by the Administration. Jerome Powell
made it clear that the Fed was ready and able to restart
swiftly these backstop facilities that were targeted to small
businesses and municipalities. The republican majority in
the Senate however strongly opposes reuse by the Biden
Administration of the Treasury’s funds invested in these
facilities. This only highlights the importance of the Senate
elections in Georgia in early January. It is of the utmost
importance to avoid that partisanship in Congress limits
room for maneuver of the incoming government at the worst
time possible. In turn, the highly politicized debt ceiling
debate will come back to haunt markets sometime in 2021.

Jerome Powell indicated that monetary stimulus will be
adjusted to incoming economic data. The Fed will hence
remain behind the curve both in terms of employment
developments and the eventual pickup in the inflation rate. It
is akin to a new paradigm in which the Fed reacts to current
data releases instead of relying on its best judgment on
economic prospects. It is all the more remarkable that the
Fed’s macroeconomic projections have been a revised up
markedly from September. Economic growth is projected to
reach 4.2%y in the fourth quarter of 2021 after a contraction
of 2.4%y (4T20). The unemployment rate is forecasted to
decline to 5% by end 2021. Fed forecasts imply 4.5%ar
growth in the three months to December 2020. Next year,
the required sequential expansion rate is about 2% in
annualized terms. As regards the Fed Funds rate, zero rates
are here to stay until the end of 2023. Five policymakers
nevertheless envisage rate liftoff in 2023. Changes in asset
purchases may be the best policy tool to smooth out
fluctuations in activity. Monthly bond purchases have been
maintained at about $80b Treasuries and $40b MBS.
Continued support to mortgage markets may be somewhat
surprising given that strength in residential investment has
been a driving force behind the recovery. The issue may be
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that lack of coordination of economic policy whereby
mortgage refinancing at ever lower rates is being used as a
substitute for income transfers to households. This is highly
dubious.

As regards bond markets, Treasury yields have ranged
between 0.88% and 0.95% on 10-year notes around the
FOMC. Curve steepening continues with 5s30s spreads
breaking above 130bp (2016 high) as the Fed failed to alter
the duration of its bond purchases. Fed intervention may
remain neutral in terms of curve as long as mortgage
demand remains strong. On the German market, the weekly
yield change was more homogenous along the maturity
spectrum. The German debt agency announced its issuance
program for 2021. It comprises a new 30-year Green bond
and increases in 7- and 15-year maturities. Net bond
issuance amounting to €130b will be fully absorbed by ECB
bond buying. German Bund scarcity will likely reappear with
renewed tensions in repo rates. In parallel, sovereign
spreads continued to narrow across countries favoring high
Italian spreads in particular. The spread on 10-year BTPs
now hover about 110bp. Iberian debt spreads are trading
about 0% before ECB suspends purchases through the
holidays season.

The expected absence of central banks only amplified the
trends prevailing in the currency markets. US external
disequilibrium weigh on the US dollar (as DXY trades under
90) and stimulate a reach for alternatives including gold and
its digital equivalent bitcoin which broke above the $23k
ceiling. The euro appreciated above $1.22 driving high-beta
Scandinavian currencies higher. Currencies linked to
commodity prices (AUD, CAD) have been well oriented. In
turn, possible PBoC monetary tightening hints at continued
CNY appreciation.

The dollar adjustment does underpin risk-taking in global
financial markets. US equities have made new record highs
thanks to technology stock gains despite the antitrust
regulatory push weighing on the largest companies. Nasdaq
is indeed trading above 12 700. Despite higher crude prices,
backwardation in oil futures market sparked some profit
taking in energy stocks.

The drop in the greenback also magnified the rush into
emerging bonds. Final investor flows accelerated cutting
spreads further by 11bp last week to 354bp. In Europe,
equity markets have remained well oriented. Lastly, the
banking regulator will limit dividend payouts, which appeared
to have caused some selling across the banking sector.

Axel Botte
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e Main market indicators
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CDX High Yield
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Currencies

EUR/USD
GBP/USD
USDJPY

Commodity Futures

Crude Brent

Gold

Equity Market Indices
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Nikkei 225
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VIX - Implied Volatility Index
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195 bp
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33 bp
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1wk (bp)
+6

+10

1wk (bp)
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-1wk (%)
+1.22
+2.37
+0.56
-1wk ($)
$1.5
$40.6
-1wk (%)
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1.05
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-6.13

-1m (bp)

+1
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-1m (%)
+3.29
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-1m ($)
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4.02
1.42
-8.22

YTD (bp)
-12

EUR Bunds 2s10s 16 bp

-145

USD Treasuries 2s10s 81 bp

YTD (bp)
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+1

+18
YTD (bp)
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+9.18
+2.07
+4.95
YTD ($)
-$9.1
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15.22
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11.30
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Source: Bloomberg, Ostrum Asset Management
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or an investment manager in terms of the Mexican Securities Market Law (Ley del Mercado de Valores) and is not registered
with the Comision Nacional Bancaria y de Valores (CNBV) or any other Mexican authority. Any products, services or
investments referred to herein that require authorization or license are rendered exclusively outside of Mexico. While shares
of certain ETFs may be listed in the Sistema Internacional de Cotizaciones (SIC), such listing does not represent a public
offering of securities in Mexico, and therefore the accuracy of this information has not been confirmed by the CNBV. Natixis
Investment Managers is an entity organized under the laws of France and is not authorized by or registered with the CNBV
or any other Mexican authority. Any reference contained herein to “Investment Managers” is made to Natixis Investment
Managers and/or any of its investment management subsidiaries, which are also not authorized by or registered with the
CNBV or any other Mexican authority.

The above referenced entities are business development units of Natixis Investment Managers, the holding company of a diverse line-
up of specialised investment management and distribution entities worldwide. The investment management subsidiaries of Natixis
Investment Managers conduct any regulated activities only in and from the jurisdictions in which they are licensed or authorized. Their
services and the products they manage are not available to all investors in all jurisdictions. It is the responsibility of each investment
service provider to ensure that the offering or sale of fund shares or third party investment services to its clients complies with the
relevant national law.

The provision of this material and/or reference to specific securities, sectors, or markets within this material does not constitute
investment advice, or a recommendation or an offer to buy or to sell any security, or an offer of any regulated financial activity. Investors
should consider the investment objectives, risks and expenses of any investment carefully before investing. The analyses, opinions,
and certain of the investment themes and processes referenced herein represent the views of the portfolio manager(s) as of the date
indicated. These, as well as the portfolio holdings and characteristics shown, are subject to change. There can be no assurance that
developments will transpire as may be forecasted in this material. Past performance information presented is not indicative of future
performance.

Although Natixis Investment Managers believes the information provided in this material to be reliable, including that from third party
sources, it does not guarantee the accuracy, adequacy, or completeness of such information. This material may not be distributed,
published, or reproduced, in whole or in part.

All amounts shown are expressed in USD unless otherwise indicated.

An affiliate of: VNATl XIS
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