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 A majority of companies 
will report quarterly 
earnings in July. We 
anticipate a strong 
reporting season with 
results handily beating 
analyst estimates, 
helping to prop up 
equity pricing.

Wage gains and 
rising home prices 
are contributing to 
acceleration in inflation 
rates. Core Consumer 
Price Index has risen 
at an annualized rate 
of 2.3% year-to-date 
through May, above 
the Fed target rate. We 
look for even faster 
gains through the 
back half of the year.

Events in Ukraine 
and Iraq, along with 
production challenges 
in a number of other 
OPEC nations, threaten 
to curtail global energy 
supply. This is driving 
oil prices higher, 
adding to inflationary 
pressures and 
potentially impairing 
profit margins and 
impairing growth.

Continued high rates 
of job creation, which 
we expect, are an 
indication of a strong 
economy, but also feed 
directly into higher 
prices. We envision a 
fifth consecutive month 
of 200,000+ new jobs in 
the June payroll report.

A fast rising tide. As estimates of first quarter economic 
output continue to be downgraded, current period growth 
appears ever stronger. Surveys of both manufacturing and 
service sector companies are up significantly from earlier 
in the spring, supporting additional investment in business 
equipment and personnel. Those job gains in turn help 
drive consumer confidence higher, providing a boost to 
residential investment and retail sales in what becomes a 
highly virtuous cycle—good news begets more good news. 
With profit margins still well guarded in most industries, 
revenue gains are likely to flow right through to the bottom 
line, meaning that we should see strong profit growth 
in second quarter earnings reports. Wall Street analysts 
have been slow to revise their estimates upwards, so we 
expect a large number of substantial “beats” that should 
help push stock prices higher, all other things being equal.

While we of course welcome faster economic growth, 
it does come with a dark side in the form of a potential 
inflationary surge. Analysis by Federal Reserve Bank 

staff finds ample excess supply of labor and production 
capacity, quelling fears that rapidly falling unemployment 
and increasing capacity utilization will lead to a rapid rise in 
the rate of inflation. Accordingly, the Board of Governors 

continues to profess their intent to maintain a highly 
stimulative monetary policy for some time yet into the 
future. That view seems to be contradicted, however, by 
the facts on the ground as wage gains are growing larger 
and more broadly dispersed, backorders and vendor 
delivery times are rising, and measures of realized inflation 
in both the core and headline indices are accelerating.

We think we understand the motivations of the Fed, but 
we have been very surprised by the complacency of 
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“A nickel ain’t worth a dime 
anymore.”–Yogi Berra



market participants to date. Keep in mind that investors 
in most bonds (those not indexed to inflation) receive 
a stream of coupon payments and an eventual return 
of principal that are fixed in nominal terms, but that 
devalue as inflation rises. As such, one might expect to 
see bond yields rise (prices falling) as inflation begins 
to rear its ugly head, but instead yields have fallen as 
investors have seemingly been lulled by the Fed’s soothing 
words. This worries us quite a bit. In our eyes, rates 
have to rise eventually and the probability of a sudden 
and traumatic move higher grows greater as more time 
passes without material progress in that direction.

Anticipating an abrupt move higher in rates and an exodus 
out of the bond market, we view most long duration 
fixed-income opportunities as offering a poor risk/
return tradeoff today. Not so for equities. Corporate 
management will be able to use new found pricing 
power to propel both revenues still higher and earnings 
along with them. Current valuations are by no means 
stretched, and price multiples may be driven up as 
investors rotate out of bonds and into stocks. Improved 
earnings and larger multiples combine for healthy returns 
to investors. Eventually, inflation and higher interest 
rates, which together imply higher input costs, will 
weigh on corporate earnings and stock prices, but we 
think that day is still quite some time off in the future. 
For now, we look to make hay while the sun is shining.

“There is no asset class that too much money can’t 
destroy.”— Barton Biggs. With yields on traditional 
investment-grade bonds suppressed for many years 
now, there has been a record flood of money pouring 
into speculative grade debt that offers a more generous 
income stream. High-yield bonds and bank loans were 
once among our preferred asset classes, but as prices 
have been bid higher and the credit quality of new issuance 
has deteriorated, we’ve grown increasingly disenchanted. 
Spreads to Treasury bonds are not yet especially tight 
by historical standards and defaults are likely to remain 
subdued for some time yet so it’s altogether possible that 
these instruments will continue to deliver competitive 
returns for awhile longer, but we don’t think anyone 
buying these bonds today will be happy with the results 
a couple of years down the road—potential returns 
are quite meager when compared to the significant 
risks associated with holding these instruments. In our 
estimation, now is the time to reduce exposure before a 
liquidity event exposes just how expensive those markets 
have become. As noted previously, we anticipate that 
inflationary pressures will lead to falling bond prices at 
some point in the not too distant future. That’s true for 

investment-grade and speculative-grade issues alike, 
and as buyers of some of these less liquid securities 
become sellers they are likely to discover that it’s very 
difficult to find a good bid in that kind of environment. 
Prices could move downward frighteningly quickly in 
such a scenario. We ourselves would rather not be in 
the market in significant size when that day comes.

Past performance is no guarantee of future results. All 
investing involves risk, including possible loss of principal.

The information and opinions contained herein are for general information 
use only. MainStay Investments does not guarantee their accuracy or 
completeness, nor does MainStay Investments assume any liability for 
any loss that may result from the reliance by any person upon any such 
information or opinions. Such information and opinions are as of the date 
of this report, are subject to change without notice, and are not intended 
as an offer or solicitation with respect to the purchase or sales of any 
security or as personalized investment advice. There can be no guarantee 
that any projection, forecast, or opinion in this material will be realized.

Duration is a measure of the sensitivity of the price (the value of 
principal) of a fixed-income investment to a change in interest rates. 
Duration is expressed as a number of years. Rising interest rates mean 
falling bond prices, while declining interest rates mean rising bond 
prices. Valuation is the process of determining the current worth of 
an asset or company. There are many techniques that can be used 
to determine value, some are subjective and others are objective.

Consumer Price Index (CPI) is a measure that examines the 
weighted average of prices of a basket of consumer goods and 
services, such as transportation, food and medical care.

Organization of Petroleum Exporting Countries (OPEC) 
is an organization consisting of the world’s major oil-
exporting nations. OPEC was founded in 1960 to coordinate 
the petroleum policies of its members, and to provide 
member states with technical and economic aid.

Federal Funds Rate is the interest rate at which a depository institution 
lends funds maintained at the Federal Reserve to another depository 
institution overnight. The federal funds rate is generally only applicable 
to the most creditworthy institutions when they borrow and lend 
overnight funds to each other. The Federal Open Market Committee 
(FOMC), which is the Federal Reserve’s primary monetary policymaking 
body, telegraphs its desired target for the federal funds rate through 
open market operations. Also known as the “fed funds rate”.

Treasury securities are backed by the full faith and credit of the 
United States government as to payment of principal and interest 
if held to maturity. Interest income on these securities is exempt 
from state and local taxes. Stocks of small companies may be 
subject to higher price volatility, significantly lower trading volume, 
and greater spreads between bid and ask prices, than stocks of 
larger companies. Furthermore, small-cap companies may be more 
vulnerable to adverse business or market developments and may 
have more limited product lines than large-capitalization stocks.

MainStay Investments® is a registered service mark and name 
under which New York Life Investment Management LLC 
does business. MainStay Investments, an indirect subsidiary 
of New York Life Insurance Company, New York, NY 10010, 
provides investment advisory products and services.

Securities distributed by NYLIFE Distributors LLC, 169 
Lackawanna Avenue, Parsippany, NJ 07054, a wholly 
owned subsidiary of New York Life Insurance Company. 
NYLIFE Distributors LLC is a Member FINRA/SIPC.
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