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in the Strategic Asset Allocation and Solutions Division of MainStay Investments.

On the radar screen

1. Pressure on the 
European Central Bank 
to engage in more 
aggressive policy action 
is mounting. Action at 
the September meeting 
is unlikely but possible, 
most likely in the form 
of an Asset Backed 
Securities purchase 
program. Any change 
in policy is likely to 
be well received.

2. Perceived slack in 
labor markets is the 
critical element driving 
monetary policy in 
the U.S. at present 
with wages viewed 
as being of particular 
importance. Any sign of 
incipient wage inflation 
this fall could spook 
bond investors and send 
yields markedly higher.

3. Preliminary back-
to-school retail sales 
reports are encouraging. 
We look for solid, 
full season results 
supported by swelling 
consumer confidence.

4. News out of Ukraine 
has quieted some, but 
we are prepared for 
the possibility of more 
eventful developments 
as the fall wears on. 
Growing volatility in 
energy markets would 
be unsurprising.

Diverging paths? If ever there was any doubt as to 
whether or not the U.S. economy was bouncing back 
from its winter doldrums, that doubt was vanquished 
with publication of a 4% second quarter Gross Domestic 
Profit (GDP) growth rate. Since then, a broad swath of 
strong data releases and an onslaught of better than 
expected earnings reports reveal an economy that shows 
no signs of ebbing momentum. In such an environment, 
it is curious that the Federal Reserve persists in policies 
of “extraordinary accommodation” tailored for crisis 
conditions. True, quantitative easing will soon come to an 
end, and dramatic improvements in labor market metrics 
are redirecting attention on the inevitability of rate hikes, 
but for the time being policy will remain highly supportive. 
That much was made abundantly clear by the Federal 
Open Market Committee (FOMC) chairwoman Janet Yellen 
during her recent address to a confab of the world’s central 

bankers in Jackson Hole, Wyoming. Our read on the 
situation is that they won the war on the recession some 
time ago, and our fear is that in maintaining monetary 
accommodation for far too long they are inciting the next 
war, which will be against inflation.

“ The game is to have them all 
running about with fire 
extinguishers when there is a 
flood, and all crowding to that 
side of the boat which is already 
nearly gunwale under.”

—C.S. Lewis
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Ironically, as the U.S. prepares to gradually retract 
monetary stimulus in response to indisputably strong 
economic activity, Europe is maneuvering to move in 
the opposite direction and may be joined by the Bank of 
Japan. Europe’s problems are many, including a bloated 
social welfare system, an onerous tax burden required 
to support those benefits, rigid labor markets, excessive 
regulation, and an undercapitalized financial sector. 
We empathize with the desire for policy action but are 
unconvinced that monetary policy will remedy these 
ills as it is difficult and unpopular structural reforms 
that are needed. By flooding capital markets with more 
near-free money, the European Central Bank (ECB) 
will do little more than add to the glut of excess global 
liquidity already threatening price stability everywhere. 
We would express similar sentiments in regard to the 
Bank of Japan’s (BOJ) potential policy actions.

We have for quite some time now been believers in the 
bull market for stocks and wary of all flavors of fixed 
income. Thus far we’ve been half right. Stocks continue 
to climb convincingly higher, but we’ve been early on our 
call for higher yields at best and may yet be proved wrong 
outright. Maybe, but our confidence that yields will ratchet 
significantly higher only grows with time. Fundamentals 
demand that latent pressure on yields is building, or so 
we believe, and a significant move higher is somewhere 
on the not-so-distant horizon. If and when it comes, it will 
bring with it a good bit of discomfort for bondholders. At 
the same time, corporate executives will avail themselves 
of increasing pricing power to preserve and enhance 
earnings in real terms, further adding to the allure of 
equities. And so we maintain a heavy bias toward the latter.

“ Slack: Not stretched, not busy—lacking the expected 
or desired activity.” 
—Merriam-Webster Dictionary. 

Governors of the Fed have consistently pointed to slack 
in labor markets when justifying the unconventional 
monetary policy now in place. But how much slack really 
exists? The original metric of choice was the overall 
unemployment rate, but as that measure has fallen 
significantly faster than policy makers anticipated, 
focus has shifted to other indicators with wage inflation 
receiving special attention. A recent paper out of the 
Fed Bank of San Francisco, the institution which current 
chairwoman Yellen formerly headed, raised the possibility 
that true pressure on wages is likely being obscured by a 
phenomenon they dubbed “pent up wage deflation” (a fair 
definition of which would require a couple of paragraphs), 

and observed wages may be prone to a sudden spike 
higher sometime soon. Acknowledging as much, Fed 
members now point to a composite of 19 indicators as the 
most appropriate measure of labor resource utilization.

It all sounds unnecessarily complicated to us. Companies 
are adding jobs, fast. Competent individuals with the 
right skills who seek work can, for the most part, find it. 
The balance has shifted with labor becoming increasingly 
scarce in a variety of industries and geographies, thereby 
favoring employees over employers in negotiations. Real 
compensation is already rising and threatens to do so at 
an accelerating pace (how it is deflated, whether by the 
consumer price index or price consumption expenditures, 
makes a big difference). As we have stated above and 
several times before, current monetary policy does not 
strike us as being appropriate. Yields are likely to move 
higher, possibly rapidly and soon, while inflation may well 
be the next demon we have to battle.

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.

Quantitative Easing is an unconventional monetary policy in which a central 
bank purchases government securities or other securities from the market 
in order to lower interest rates and increase the money supply. Sovereign 
Debt occurs when a national government issues bonds in a foreign currency 
in order to finance the issuing country’s growth. Valuation is the process of 
determining the current worth of an asset or company.

An asset backed security is a financial security backed by a loan, lease, or 
receivables against assets other than real estate and mortgage-backed 
securities. For investors, asset-backed securities are an alternative to 
investing in corporate debt.

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.

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 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.”
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