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Key themes and investor takeaways
We think the investment environment in the second half
of 2021 will be defined by a few key themes:
		The economic recovery is underway ............................................................................ 3
n Global economy heating up: vaccination and policy drive demand
		
n Pandemic hangovers: investor risks and challenges
		
n A rising tide will no longer raise all ships: the case for active management
		
n Incorporating cyclical themes into portfolio allocation
		
n A “new world” core: multi-asset income
		

		Scenarios for inflation......................................................................................................... 13
n Using the U.S. as a blueprint for global trends
		
n Our base case: inflationary pressures firm modestly
		
n What could be different? Scenarios for post-crisis inflation
		
n Factors to consider in asset allocation
		
n Levers of manager value creation
		
n Investing for regime change
		

		Is the liquidity premium dead?......................................................................................... 24
n Pandemic disruption short-lived; search for yield persists
		
n What could result in a liquidity shock?
		
n Beyond the liquidity premium
		
n Generating business risk premium
		

Based on our views, we believe the following takeaways are key for investors:
Theme

Economic reflation
can continue

Inflation risk is
a key focus

Valuations across asset
classes are elevated

Market
Implication

Economic reopening
will likely support growth,
but record-high valuations
mean investors must find
durable revenue growth.

Inflation may firm modestly,
impacting multiple levers
of asset class value and
changing the tradeoff
between asset classes.

While the liquidity premium
may be durably lower in
years ahead, the business
risk premium for investors
is alive and well.

n

How to
Invest

Multi-sector bond
strategy1

n

Small-cap equity

n

Infrastructure

n

Floating-rate loans

n

Global asset allocation

n

Cyclical and value equity
sectors

n

Middle market segment
of private equity and
private credit

n

Managers focused on
business risk premium

We pride ourselves on leveraging the breadth and depth of the New York Life Investments
platform in guiding our business partners through the rapidly changing investment environment.
Learn more about the New York Life Investments Multi-Asset Solutions team and our
partnerships on page 35.
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1. A multi-sector bond strategy can pick and choose from a complete menu of income investments, offering greater flexibility since it can invest in a variety
of fixed-income assets, from investment-grade corporate debt to junk bonds issued by firms with below-average credit ratings to emerging-market IOUs.
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The risks of reflation
In our 2021 outlook, we anticipated that COVID-19 vaccinations and sustained fiscal and
monetary policy support would drive a strong economic expansion. Now, the recovery
is well underway. Global mobility is improving, consumer spending is on the rise, and
estimates of economic and corporate earnings growth are accelerating. This is particularly
true in the United States, where analysts’ expectations have been consistently revised
higher since the start of the year—the strongest in three decades.
These revisions to growth have supported ever higher risk asset prices. With leading
economic indicators peaking and sustained upside surprises less likely, investors must
search for new sources of return beyond the profit recovery. At the same time, the
unprecedented nature of the pandemic has created unique risks and has made tracking
those risks less straightforward.

We believe that cyclical reflation has more room to run. Peaking economic growth
need not cede to a sustained downward trend just yet. But the “easy” part of the
cycle may now be over; a rising tide may no longer raise all ships.
In the near term, the greatest risk for investors is the potential for more durable inflation.
Price pressures impact household and business balance sheets, as well as the trajectory
of monetary policy, which has been an important support for markets. Our base case
perspective is that inflationary pressures firm only modestly from here and that long-term
bond yields, while likely to move higher in the near term, are unlikely to face a permanently
higher regime. However, given the uncertainties around, and importance of this dynamic,
we offer alternative scenarios and thoughts for asset allocation.
Complicating the story for investors is the potential extension of a decade-long “lower for
longer” rate environment. This secular decline in yields has served both to reduce future
return expectations on traditional fixed-income assets and render it difficult to generate
portfolio income on a meaningful basis. In public markets, this means leaning more on
yield-focused equities and a global allocation to generate income in a portfolio.
The global search for yield also creates incessant demand for private assets. Now, despite
the pandemic disruption and thanks to substantial policy support, that dynamic continues
and raises the competitive stakes for investors.
Amid these risks and uncertainties, our view is that investors must consider both tails—
balancing the “hot,” volatile near-term environment with a likely lower-return, long-term
future. In public markets, this means a tactical allocation to themes that benefit from an
improving economic backdrop—value and cyclical sectors, infrastructure investments,
and bond strategies that can leverage interest rate volatility and global opportunity. In
private markets, it is essential to work with seasoned managers who have experience
across multiple cycles and can leverage multiple levers of value creation—operational
expertise, pricing power, and deal access.
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The economic recovery
is underway
The ongoing vaccine rollout paired with substantial monetary and fiscal policy support in
the developed world has pushed demand to record highs. Global estimates of corporate
and economic growth are accelerating. This is particularly true in the United States, where
analysts’ expectations have been consistently revised higher since the start of the year.
Now markets expect 7% real U.S. GDP growth and 63% profits growth in 2021—the
strongest expectations in roughly three decades.

2021 has seen the strongest expected change in earnings-per-share (EPS)
over the next twelve months (NTM) in at least 30 years
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Sources: New York Life Investments Multi-Asset Solutions, Bloomberg Finance LP, 6/22/21. Bloomberg analyst estimates for earnings
data beginning each calendar year. The “low” represents the lowest reduction in expectations for earnings at any given point throughout
the year (a combination of years 2008, 2009, 2020), the “high” represents the highest growth in expectations for earnings throughout
the year, which happens to be the year of 2018 only. The “median” represents the value separating the higher half from the lower half of
the data sample provided. Past performance is no guarantee of future results.
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In the U.S., reopening has encouraged increased mobility and economic activity.
Consumer spending at restaurants has rebounded fully, and more than two million
passengers now pass through TSA checkpoints daily—74% of pre-COVID-19 levels.
The service-based economy is healing. And while further stimulus checks may not
be forthcoming, households have built up more than 10% of GDP in excess savings.
This suggests that strong spending could continue well into 2022.
Reopening is also making its way to business operations. On aggregate, inventories
are being drawn down—typically a sign that production will soon need to pick up.
Investment in human, physical, and working capital has also increased, with
productivity surging 5.4% in 1Q21.2
All the while, financial conditions remain accommodative. The combination of
increasing demand and available capital suggests these investments can continue,
which would promote even stronger growth.

Financial conditions remain accommodative, and small firms are accessing credit
National financial conditions
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Sources: New York Life Investments Multi-Asset Solutions, Federal
Reserve Bank of Chicago, Federal Reserve Bank of St. Louis, 6/22/21.

Sources: New York Life Investments Multi-Asset Solutions, Federal Reserve
Bank of Chicago, Federal Reserve Bank of St. Louis, 6/22/21. This chart
plots the National Financial Conditions Index (NFCI), along with contributions
to the index from the three categories of financial indicators (risk, credit, and
leverage). The contributions sum to the overall NFCI Index, a comprehensive
weekly update on U.S. financial conditions in money markets, debt and equity
markets, and the traditional and “shadow” banking systems.
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2. Source: Bureau of Economic Analysis, 1Q21 (data as of 6/30/21).
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Pandemic hangovers
Risk assets have already priced in much of this positive economic news. With leading
economic indicators peaking and further surprises unlikely, investors must search for
new sources of return beyond the recovery in profits. At the same time, some
pandemic-related risks linger—making skilled security selection just as important.
Who gets to party? The virus is still circulating globally. Challenges with
vaccine supply in some countries mean that the pace of reopening and recovery will
vary globally; so too will the policy support designed to bridge the gap created by
this ever-drawn-out pandemic. Some countries, such as those in Western Europe,
are quickly mobilizing vaccinations and maintaining policy support. This creates
investment opportunity, so we are overweight international developed markets in
our portfolios. Others, such as emerging markets, have little space for additional
fiscal packages and instead may be dealing with the most pervasive pandemic
scarring. As a result, we expect significant dispersion of returns across markets,
regions, and even individual countries.
A line at the door—Strong demand may be too much of a good thing. After an
abrupt economic shutdown, reopening was likely to have its challenges. The most
acute challenge in this cycle so far has been widespread shortages. From raw
materials, to transit availability, to shortage of container freight capacity, to re-hiring
workers, supply is struggling to meet demand. These constraints may continue
through this year, putting further strain on prices, order fulfillment, and even business
plans. For investors, higher costs impact both asset allocation—explored in a later
section—and security selection. Active management may be required to choose the
companies best able to pass price increases onto customers.

Cost to firms are on the rise and could impact company margins
U.S. producer prices
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Sources: New York Life Investments Multi-Asset Solutions, U.S. Bureau of Labor Statistics, 6/22/21. Past performance is no
guarantee of future results.
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Corporate debt binge creates risk. According to the Securities Industry and
Financial Markets Association (SIFMA), U.S. corporations, including financial firms,
issued $2.2 trillion in bonds with maturities greater than one year in 2020 — an
increase of 60% over 2019. Moreover, total credit to the private non-financial sector
increased by nearly 10% in one year. For comparison, during the financial crisis, in
2008, total private credit decreased more than 10% in three years (displayed in the
chart below). Access to capital markets allowed businesses to weather the severe
cash flow shortfall caused by the pandemic. Now, with the economy reopening,
the question is how businesses will manage their balance sheet going forward.

Debt binge—company borrowing levels create risk
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The good news is that strong economic fundamentals, improving pricing power,
rising revenues, and supportive monetary policy continue to provide a constructive
backdrop for risky debt. And, while corporate issuance has maintained an aboveaverage pace so far in 20213, investors’ demand for that debt and companies’ ability
to cover debt costs remain strong. For this reason, we do not yet consider corporate
debt a systemic risk. However, these debt dynamics would become more concerning
if rates significantly rise without higher sales (i.e., higher volumes or prices). Investors
must be cognizant of the business strategy to manage debt even as borrowing costs
rise. A skilled fixed-income manager can assess individual cash flow dynamics and
the corporate balance sheet risks.
Policy tailwinds may now become headwinds. Swift and sizable monetary and
fiscal policy support helped avoid the worst-case outcomes facing the U.S. economy
last year. Now, as the economy begins to thrive, those supports are likely to diminish.
n

Monetary: To support market functioning amid unprecedented risks, Federal
Reserve (Fed) policy has been extraordinarily accommodative. The Fed immediately
lowered its policy rate to the zero-lower-bound, and its balance sheet expanded
from $4.2 trillion in March 2020 to nearly $8 trillion in June 2021. Borrowing
conditions for the real economy are unlikely to shift significantly in the next 12
months, but the process of unwinding the Fed’s accommodative stance could
present a significant market headwind. Uncertainty about the path of Fed policy
exacerbates this challenge. While the Fed appears resolute in its pursuit of
maximum employment, emerging price pressures create concern for the real
economy and markets.

n

Fiscal: The CARES Act, the COVID Relief Act, and the American Rescue Plan
offered a total of $5.1 trillion in support to the economy. In the next few months,
many of these direct transfers will have reached their end. The result is a net
fiscal drag, which poses another market headwind. What’s next? We expect
an infrastructure bill can be passed with or without bipartisan support, creating
additional economic activity and some targeted investment opportunities within
specific industries and sectors. However, the dispersion of that spending over
many years could be at odds with higher taxes, which would more immediately
and more broadly impact corporate profitability. For example, a potential 28%
statutory tax rate (up from 21%) could reduce overall corporate earnings by as
much as 5% and is not currently built into analyst expectations.

3. According to SIFMA, the pace of U.S. corporate bond issuance has slowed in 2021 ($985B from Jan 2021–May 2021,
compared to $1.2T from Jan 2020–May 2020. However, this is still 53% above issuance levels for the same period in 2019
($625B Jan 2019–May 2019).
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Finding the best places to party: active management
and reflation
At the start of the year, we advocated for investors to refocus their attention from
multiple expansion and toward fundamentals. Already, a shift in performance is
underway. The improving economic backdrop has ushered in a high-conviction
trend toward reflationary themes and active management.
The case for active management: Immediately after the pandemic, equity prices
rose due to robust and sustained policy support. Now, at high valuations 4, earnings
growth is more likely to drive investment gains. With input and wage costs rising,
operational margins will likely come under pressure in the coming months. That isn’t
to say that corporate profits will contract, but that outperformance will be driven
instead by companies that can maintain or grow their margins despite rising costs. At
any point in time, there are winners and losers within the active management arena;
the probability of selecting a winner is variable, as is the potential payout. That said,
in today’s environment, we are seeing a greater percentage of active equity managers
outperform their benchmark than has been the case in recent years. What’s more,
the size of the outperformance has been increasing across major asset classes.

Active management outperforms first half of 2021
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Sources: New York Life Investments Multi-Asset Solutions, Morningstar, 6/18/21. The “Pandemic 2020” period begins in
January 2020 and ends in November 2020. Post-vaccine analysis begins in December 2020. Large blend is represented by the
Morningstar Large Blend category. Foreign large blend is represented by the Morningstar Foreign Large Blend category. Small
blend is represented by the Morningstar Small Blend category. Past performance is no guarantee of future results. An investment
can be made into a fund listed within a respective Morningstar category, but not directly into a Morningstar category itself.
Category definitions can be found at the end of this report.

4. The forward P/E ratio on the S&P 500 Index is now at 21.2. That’s 38% above the long-term average of 15.4, but still 14%
below the 1999–2000 peak of 24.5. The index can potentially rise 15.5% from here without any additional growth in earnings,
and valuations would remain below the peak of the dot-com bubble, according to earnings data provided by Refinitiv.
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We expect that active management can continue to add value in this environment.
Passive management works best when leadership is concentrated, but falters as
market breadth improves—as has been the case since vaccines were announced
last year. With this in mind, we think a few key investment factors are likely to drive
investment outperformance relative to the S&P 500 Index in the coming months—
and can help reduce volatility, generate income relative to the benchmark, reduce
the impacts of inflation, and capitalize upon the continued global expansion.

Investment factors to capitalize upon the global expansion

QUALITY

CYCLICAL VALUE

GLOBAL ALLOCATION

Careful credit selection and
strong equity analysis

Yield-focused equity

Strategic bond and
developed markets

n

Monitor high debt burdens

n

Look for positive momentum,
which is likely to continue

n

Identify companies with
productive use of debt and
resilient operating margins

n

Identify companies,
industries, and sectors
poised to benefit from
a reflationary (inflation +
growth) environment

n

Consider including ESG
integration as long-term
risk mitigation factors

n

Increase exposure to
international developed
and export-oriented
securities, which benefit
from global recovery

n

Work with go-anywhere
managers who can use
multiple levers of global
value creation

Opinions of the Multi-Asset Solutions team.

Incorporating cyclical themes into a portfolio
There is no one-size-fits-all approach to incorporating tactical income-generating
investments into a portfolio. Instead, the appropriate course should be informed
by two factors: (1) the client—their goals, time horizon, risk tolerance, values, and
personal investment philosophy, and (2) the nature of the investment idea itself—
its exposures, diversification, and construction.
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In today’s reflationary environment, we consider four tactical allocations:
Investment

1

The rationale

n

A case can be made for unconstrained
bonds as most, if not all, of an investors
core fixed-income exposure.

n

For a diversified 60/40 investor looking
for a bit more risk within their fixedincome sleeve, we advocate for a
30% exposure to unconstrained bonds,
with additional exposure to leveraged
loans and high yield.

Since 1926, small-cap companies have provided
investors with a stronger chance of delivering
inflation-beating returns—particularly during
inflationary periods like the 1940s and 1970s.
There are many potential reasons for this. Perhaps
inflation presents a business risk; small caps may
be more willing and able to pass higher inflation
onto consumers in the form of higher prices.

n

Historically, an investment in small caps
comes with more risk. Carefully assess
the appropriate size of allocation, and
consider using an active manager.

n

Small-cap companies represent less
than 10% of the Russell 3000 Index.
Bigger or smaller allocations relative to
total equity exposure may be appropriate
based on investor circumstances.

n

Floating rate bonds benefit from: 1) the potential
for tightening monetary policy in the future, as
well as 2) strong corporate fundamentals amidst
a booming economy.

n

n

With core bonds yielding slightly over 1% and
investment-grade corporates at less than 2%,
generating meaningful income is a challenge.
Comparatively, floating-rate loans have yielded
4.9%, considerably more than investment-grade
bonds, and comparable to other higher-yielding
asset classes, but with virtually no interest rate risk.

A diversified 60/40 style investor should
consider a 5% allocation to leveraged
loans within their fixed-income sleeve.
However, those with conviction in rising
interest rates could consider a larger
allocation funded from core bonds.

Satellite

n

Infrastructure is likely to be a contributor to the
inflationary surge (via government spending and
rising input costs), as well as a beneficiary thereof.

n

Infrastructure is a tangible asset with
contractually-driven, inflation-linked revenue
growth. In addition, policy support, technological
needs, and decarbonization will likely spur
additional infrastructure opportunities.

Infrastructure, despite its regional
and capital diversification, consists
of a relatively narrow range of industry
and sector exposures. Therefore,
most investors should consider a
maximum allocation of 9.5% 5 within
any equity sleeve.

Satellite

n

Small-cap
equity

3
Leveraged
loans

4
Infrastructure
equity

Type

Bond markets can be inefficient and carry a high
asymmetric return profile. An unconstrained
approach can help manage these risks through
diversified sources of alpha (liquidity and market
structure), sector and geographical rotations,
and bottom-up security selection.

n

Global
unconstrained
bonds

2

Allocation strategy

n

n

Core

Satellite

Combined with attractive valuations, these factors
suggest infrastructure could hold is value well in
an inflationary environment.

5. Source: New York Life Investments, June 2021. Opinions of the Multi-Asset Solutions team.
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A “new world” core: multi-asset income
While we expect cyclical expansion to continue this year, it won’t continue forever.
And while much remains uncertain, the most likely scenario is that the U.S. economy
returns to a moderate pace of growth with low interest rates. Yes, inflation and rates
may increase modestly relative to pre-pandemic levels (see more in our next section),
but structural factors appear poised to maintain their gravitational hold on global
rates. Significant cash, chasing fewer high-returning opportunities globally, also
exerts downward pressure on U.S. yields.

Yields have been declining for decades
12.4%

A four-decade long grind lower in rates
reduces fixed-income returns
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10-year U.S. Treasury Bond yield
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U.S. Aggregate Bond Index annualized return

Sources: New York Life Investments Multi-Asset Solutions, Bloomberg LP, Standard and Poor’s, 12/31/20. 10-year yield is
represented by the generic 10-year Treasury Note at the start of each decade. The returns are total returns annualized over
that decade. Past performance is no guarantee of future results, which may vary. An investment cannot be made directly into
an index. Index definitions can be found at the end of this report.

In the post-financial crisis era, low yields have led investors toward stocks—the idea
that “there is no alternative” (TINA) to equities when the future return profile of other
asset classes are capped. In response, equity market valuations are in a new and
potentially persistently higher range. This puts investors in a troubling predicament,
where the sources of return are even more uncertain. Where is the next TINA?
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Valuations are tight even compared to bonds,
and inflation poses a significant risk to equity multiples
Transitory inflation still priced
into the market
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Sources: New York Life Investments Multi-Asset Solutions, Bloomberg
Finance LP, 6/22/21. The earnings yield gap is the 12-month
earnings on the S&P 500 Index divided by the total share price less
the yield on the 10 Year U.S. Treasury. Earnings yield is the inverse of
the P/E ratio. Earnings yield is one indication of value; a low ratio may
indicate that the S&P 500 Index is over-valued while a high ratio may
indicate it is undervalued—comparing to U.S. Treasurys helps to
normalize investor decisions. Past performance is no guarantee of
future results. An investment cannot be made directly into an index.
Index definitions can be found at the end of this report.
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Sources: New York Life Investments Multi-Asset Solutions, Bloomberg
Finance LP, 6/22/21. Past performance is no guarantee of future
results. An investment cannot be made directly into an index. Index
definitions can be found at the end of this report.

In the near term, higher inflation accompanied by higher long-term interest rates
should prompt investors to seek out equities with shorter durations where cash flows
are returned to investors—through dividends or share repurchases—more quickly
than businesses that use cash flows to invest in future growth. A quicker return of
profits seems less risky than holding stocks whose assessed value is closely tied to
lofty growth expectations where shifts in interest rates can immediately impact the
present value.
In response, we see more investors hedging both tails—balancing the “hot,” volatile
near-term environment with a likely lower-return long-term future. This means
balancing the cyclical themes mentioned above with a “new economy core”
allocation, maintaining a diversified allocation but with attention to yield-focused
equity, global diversification, and careful credit selection.
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Scenarios for inflation

backdrop have been driving the strongest medium-term inflation outlook
in some time. However, the evidence so far suggests that supply-demand
imbalances are likely temporary and that underlying inflationary pressures
will firm only modestly in the coming years.

13

n

Substantial uncertainties remain in the wake of an unprecedented crisis.
We explore three plausible inflation scenarios and share asset allocation
ideas for each.

n

We use the United States as a benchmark for our scenarios, but view the
trends driving inflation outcomes to be similar for many countries.
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As the economic recovery gains traction, inflationary pressures are building, and
markets are responding.
On the one hand, this is a normal part of a healthy economic cycle: production
declines during downturns, only to face growing resource constraints as demand
rebuilds over the course of an expansion. On the other hand, the COVID-19 cycle
has been unprecedented in many ways, raising an important question for investors:
could inflationary pressures be here to stay?

Inflation and inflation expectations have firmed somewhat
U.S. economic and market inflation data
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Sources: New York Life Investments Multi-Asset Solutions, Bloomberg LP, 6/23/21. As of publication, G20 inflation data is for May 2021 for 19 out of 20 countries
and April 2021 for one country.

In our view, the answer is likely to be no. It’s one thing to experience a price
adjustment on the back of an unusual crisis with significant supply chain disruptions
and sizable policy support; it’s quite another to have durable price pressures, which
is a more complex process. Still, risks to this perspective are plentiful. The pace of
labor market tightening and the path of monetary and fiscal policy are yet unknown
and will determine the pace of inflation in the years ahead.
Given the importance of this discussion to asset allocation, security selection, and
take-home returns,6 it is a worthwhile exercise to consider what would happen if data
develops differently than we expect from here. In this piece, we focus on the three
most likely scenarios and provide asset allocation ideas.

6. Since 1972, inflation has eaten away at 40%-50% of returns, largely due to the high and volatile inflation of the 1970s.
During the more recent benign inflation environment, which started in 1998, inflation has still eaten away at 20%-25% of
returns across asset classes. Sources: Michael DePalma and Michael Ning of MacKay Shields, Bloomberg LP, 6/21/21. Later
in the piece, we explore managers’ options for mitigating the impact of inflation on portfolios.
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Using the U.S. as a blueprint for global trends
Our scenarios are predominantly shaped by two drivers—monetary and fiscal
policy—which influence the pace at which the output gap closes and maximum
employment is reached. By both measures, U.S. action through the COVID-19
pandemic has been stronger than in other areas of the world; for this reason, we
use it as the blueprint for our inflation scenarios. The country’s accommodative
policy stance, should it continue, could lead to a sustained positive output gap
and, with it, pressure on resource allocation and prices.
Many of the trends seen in the U.S. can be used to describe circumstances in other
countries. For example, many central banks have acknowledged treating inflation risks
asymmetrically, focusing too much on preventing inflation overshoots at the expense
of growth and employment. To address this perceived imbalance, many central
banks are in the process of changing or have already changed their strategies—
tolerating or even encouraging inflation in exchange for a stronger economy and
higher employment. Some central banks may choose to react with incremental
changes; others with more extensive ones, influencing the likelihood of our inflation
scenarios for different countries.
Similarly, most governments loosened the fiscal reigns, at least temporarily, in the
name of fighting an unprecedented crisis. Automatic stabilizers and COVID-19
support packages have gone a long way to prevent a worst-case scenario for
businesses and households. Should fiscal accommodation continue in the years
ahead, its impact on aggregate demand and employment could lead to more
sustained supply pressures. Those countries unwilling or unable to sustain fiscal
support may experience less inflationary pressure.
With these drivers in mind, we focus on the U.S. in the following analysis, but we
view trends as broadly similar in many other countries, albeit of a differing magnitude.

Our base case: inflationary pressures firm modestly
In the U.S., recovery from the COVID-19 pandemic is well underway as vaccinations
continue and health-related restrictions ease. Aggregate demand has strengthened,
aided by monetary policy’s favorable impact on financial conditions and fiscal policy’s
support of household and business balance sheets. At the same time, supply is
constrained—both in terms of restarting production after large-scale shutdowns,
as well as labor shortages due to ongoing virus safety and childcare constraints,
and, in some cases, the extension of federal unemployment insurance benefits.
The resulting supply-demand imbalances have already created upward price pressure.
Certainly, the size of these imbalances and their impact has been exceptional in the
near term—much like many aspects of the COVID-19 crisis. It takes time for global
supply chains to come back online and for the labor market to mobilize.
Prices have already responded to these imbalances—rising inflation figures have
surprised to the upside in recent months—but evidence does not yet point to
inflationary pressures beyond temporary supply-demand imbalances. Instead,
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we expect that growth and consumption will revert to more typical patterns once the
reopening surge passes, while on the supply chain, production picks up, bottlenecks
are cleared, and labor force participation climbs. In fact, there may already be
evidence of inflationary pressures waning. Oft-cited examples of surging inflation
such as lumber and used car prices appear to have peaked or may soon do so.7

Outside of the sectors facing temporary supply-demand imbalances, there is not much
evidence of inflationary pressure
Contribution to month-on-month core CPI change (United States)
1.0%

Core CPI Change

Housing and health care

COVID-19 and supply-sensitive sectors

All other

0.5%

0.0%
Jan 19

Mar 19

May 19

Jul 19

Sep 19

Nov 19

Jan 20

Jul 20
Mar 20

Sep 20

Nov 20

Jan 21

Mar 21

May 21

May 20

-0.5%

Sources: MacKay Shields, Bureau of Labor Statistics, 7/13/21. COVID-19 and supply-sensitive sectors include lodging away from home; airfare; apparel; new, used,
and rental vehicles; recreational goods and services; and household furnishings.

That said, we have reason to believe that inflationary pressures could firm at modestly
higher levels relative to the pre-pandemic expansion.
During the post-global financial crisis (GFC recovery, tighter financial conditions,
Fed concern about inflation, and fiscal austerity contributed to an unusually long labor
market recovery. Banks, companies, and households struggled to rebuild their balance
sheets. Sluggish growth and inflation became the norm.
By contrast, the policy response to the COVID-19 health and economic crisis has been
sizable and swift, even generating concerns about overheating and inflation risk. For
one, fiscal policy has taken a stronger role, stepping in to support companies and
households through zero-revenue and periods of unemployment. The U.S. Federal
Reserve’s response was also prompt and meaningful, with programs designed to
maintain smooth market functioning and give corporations access to needed capital,
bridging the liquidity gap created by the pandemic. What’s more, the Fed’s new
policy strategy framework, which prioritizes maximum employment alongside a more
balanced perspective of inflation risks, may result in monetary accommodation that
extends for longer, supporting growth further.

7. As of 6/23/21, lumber prices, while still above their five-year average, were down nearly 48% from their May 7 peak. Used
car prices, as tracked in the Manheim U.S. Used Car Survey, showed a similar dynamic—still growing but at a less rapid pace.
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As a result, we expect a quicker, stronger, and more durable economic recovery.
However, we anticipate that price pressures will firm only moderately relative to their
pre-pandemic growth rates. In the near term, resurging demand and restrained
supply may persist for some time, but an uncontrolled inflation spiral seems unlikely.
Despite the Fed’s framework shift—one that should sustain recovery by not
preemptively tightening interest rates—the central bank has demonstrated only a
modest tolerance for inflation above their 2.0% target, and remains attentive to the
risks associated with higher inflation. The Federal Open Market Committee’s (FOMC)
June meeting, perceived as hawkish, reinforced its inflation-fighting credentials and
reduces the risk that it will have to make sharper policy adjustments down the road
to re-anchor expectations.
In addition, structural disinflationary forces should regain their dominance once
pandemic-related disruptions fade (see below). Supply constraints are already starting
to ease, fiscal stimulus will soon fade, and pent-up demand is not open-ended.
While the COVID-19 pandemic has undoubtedly impacted the cyclical factors driving
inflation, the crisis and its accompanying policy response may also be nudging the
structural factors impacting inflation.

The structural factors impacting inflation
Demographics

Globalization

Inequality

Debt

Technology

Pandemic drove
significant
decline in
labor force
participation;
this should be
temporary.

Attention to
supply gaps
in essential
products
may drive
supply chain
fortification

Wealth
inequality
pernicious,
but income
inequality could
be improved
by government
transfers

Rising
government
debt crowds out
private sector

Accelerated
uptake of and
investment in
innovation

Immigration
reform to
improve
demographics

Stronger trade
barriers could
increase price
pressures

Maximum
employment
and higher
wages would
support higher
aggregate
demand

Tax changes
and related
proactive
savings
could reduce
aggregate
demand

Productivity
improvements
contribute
to stronger
growth, but
lower unit labor
costs.

Previous
impact on
inflation
Pandemic
impact

Post-pandemic
impact on
inflation
Look for

Policies such
as affordable
childcare
to improve
labor force
participation
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Redistributive
tax policies
could improve
inequality
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Our estimation of these structural factors suggests that the underlying inflation trend
will firm only modestly as the recovery continues. To reverse these disinflationary
forces, large-scale policy commitments—and durable ones—would likely be required.
As a result, policy commitments to improving education, immigration, and labor force
participation are signposts to monitor for a shift in the underlying inflation trends.
Redistributive policies aimed at addressing inequality could also move the needle.
For now, any determination that they will be inflationary beyond the next 2-3 years’
recovery period remains somewhat speculative.

What could be different? Scenarios for post-crisis inflation
Having reflected on our base case views, we also recognize a heightened degree of
uncertainty about the inflation outlook. This stems from a confluence of factors, namely
an economy and labor force that are likely to have been reshaped by the pandemic in
ways that are still not fully understood; a central bank that is willing to accept higher
inflation in exchange for a strong labor market; and expansionary fiscal policy that will
also reallocate resources towards lower- and middle-income households.
As such, we will be closely monitoring the path of inflation moving forward. The two
other scenarios we perceive as most likely are:
A return to lowflation: In this scenario, the disinflationary forces that prevailed
pre-pandemic reassert themselves. The Fed’s new reaction function proves
“evolutionary, not revolutionary”—too modest to move the needle on inflation
over the medium term and inflation expectations recede from their current levels.
Further fiscal spending faces substantial headwinds due to a gridlocked Congress
and concerns about rising national debt levels.
Prolonged higher inflation: In this scenario, the Fed misjudges accelerating
inflationary pressures and contributes to the firming of inflation expectations at higher
levels. A fiscal policy agenda that favors prolonged deficit spending in support of
lower- and middle-income households results in stronger aggregate demand on a
sustained basis, while discouraging labor force participation and increasing labor
costs. A lack of progress in vaccine campaigns in emerging markets leads to more
persistent supply chain bottlenecks. Stronger worker bargaining power results in a
price-wage spiral, with higher labor costs passed along to consumers given weak
productivity growth. Inflation expectations become unanchored. A change in Fed
leadership could also play a role in this scenario if Chair Powell is replaced by a more
dovish official when his term expires next February.
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Scenarios for post-pandemic inflation8
These scenarios reflect inflation targets for the 2-3 year period starting mid-2022 after
consensus expects supply-demand imbalances to have faded.

Return to lowflation
Scenario

n

n

Policy support results in
stronger growth and
employment outcomes in
the post-pandemic economy.

n

Policy response overshoots
crisis needs and shifts
structural forces impacting
price pressures.

n

Inflation is sustained
between 2%-3.5% for years
after the crisis.

n

Inflation exceeds 3.5%.

Inflation remains durably
below the Fed’s 2% Core
Personal Consumption
Expenditure (PCE) target.

n

U.S. large-cap equity

n

Growth equity

n

Core fixed income, including
U.S. Treasurys and credit

n

Favor middle market
in private debt and
private equity

n

Core real estate debt
and equity

Prolonged higher inflation

n

30%

Probability
Assets class
preference

After a year of supplydemand imbalances, the
disinflationary forces that
prevailed pre-pandemic
reassert.

Base case scenario:
moderate inflation

60%
n

n

International
developed equity
Cyclical and value
equity sectors

10%
n

Emerging markets equity

n

Private equity

n

Commodities

n

U.S. small-cap equity

n

Precious metals, gold

n

Value and
income-focused equity

n

Treasury Inflation-Protected
Securities (TIPS)

n

Listed infrastructure

n

Convertible bonds

n

Private equity

n

Commodities currencies

n

Liquid alternative assets
(hedge funds, mergers,
and acquisitions)

n

Real estate equity

n

Leveraged loans

n

Core bonds

n

Municipal bonds

n

Credit, private credit

n

Senior real estate debt

n

Leveraged loans

8. Given the accommodative monetary policy setting, a strong growth outlook, and the relatively short time horizon for our scenarios, we set aside a recession
scenario in our analysis. Including a recession scenario would increase the weight we assign to the “return to lowflation” scenario. We focus herein on PCE inflation
since it’s the Fed’s target. In our asset class analysis in later sections, we use consumer price index (CPI) data. For reference, CPI figures tend to run about 25 basis
points higher than PCE. Probabilities assigned are the views of the Multi-Asset Solutions team based on conditions at the time of publication. For illustrative and
informational purposes only. There is no guarantee that these scenarios will come to pass as described.
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Factors to consider in asset allocation
The scenarios we have explored to this point have been somewhat simplistic, but
inflation has different impacts on varying sources of investment return. This section
explores some of those nuances and their tradeoffs in asset allocation.
The nature of inflation matters. Unexpected changes in price level can prompt
a stronger market reaction than expected price increases. However, the order of
magnitude in inflationary pressures matters less than the duration of those changes.
Sustained price pressures, or lack thereof, likely carry the strongest implications for
asset allocation.
Rising inflation can have a dual impact on asset returns. Many investors think
of inflation as a tax on returns, but that’s not its only impact. Inflation can have a
positive impact on an asset’s value when rising prices result in rising cash flows.
For example, companies with pricing power can “pass-through” inflation to their
customers. By contrast, inflation expectations and corresponding higher discount
rates can result in the market devaluing an asset’s future cash flows, resulting in
lower present values. The net impact of these two forces determines an asset’s
behavior in an environment of rising inflation.

Rising inflation can have a dual impact on asset returns
Valuation

Cash flow increase
(upward pull on returns)

Discount rate increase
(downward pull on returns)

The net impact of these forces determines
an asset’s behavior in an inflationary environment.

Source: MacKay Shields, 12/31/20.
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A tradeoff exists between inflation sensitivity and risk-adjusted returns:
When looking at asset class performance over time, there appears to be a
tradeoff between inflation protection in the near term and risk-adjusted return
in the longer term.
For example, equities can overcome inflation over long horizons, but their shortand medium-term record as an inflation hedge is relatively poor. Equity earnings
tend to grow faster in years when inflation accelerates, but the market has applied
a higher discount rate to those cash flows, lowering valuations.9 By the same token,
commodities have had a consistently positive relationship with inflation, but have
performed relatively poorly over the long term. Investors who prove successful in
timing inflationary surprises may be rewarded, but holding the asset class for too
long could detract from performance.

Tradeoff between inflation sensitivity and risk-adjusted returns
Inflation beta vs. risk-adjusted return, 1972-2020
1.6%

1.4%

TIPS

Risk-adjusted return

1.2%
Aggregate
Bonds

U.S. Treasury

1.0%

0.8%
Value Equity
U.S. Equity

0.6%

Resources Equity
REITs

U.S.
Small-Cap

0.4%

Growth Equity
Industrial
Metals

International
Equity

Gold

Softs

0.2%

Commodities
Energy

Livestock Agriculture
Grain

Precious Metals

0.0%
-4

-2

0

2

4

6

8

10

12

Inflation beta
Sources: MacKay Shields, Bloomberg Finance LP, Kenneth R. French Data Library, U.S. Bureau of Labor Statistics, S&P Global, MacroTrends,
Ibbotson, 12/31/20. Aggregate Bonds is Ibbotson Intermediate Treasury series until 1972, Bloomberg Barclays Gov/Credit Index from 1973-1975
and Bloomberg Barclays Aggregate Bond Index from 1976-present. Please note that past experience need not be reflected in future performance.
For example, the highly attractive performance of bonds during this time period was driven in part by the relentless downward trend in interest
rates, which cannot be repeated. We decided to use this time period in order to incorporate the higher-inflation scenarios of the 1970s and 1980s
in our analysis, thus providing a more holistic scale of inflation scenarios. These choices precluded the inclusion of emerging markets debt and
equity, for which comprehensive data is only available at later dates. Given numerous differences between developed markets and emerging
markets securities at that time, and the many differences between emerging markets then and now—consider: China had not liberalized, companies
were smaller and riskier, currency crises were numerous—we felt this omission was appropriate. Past performance is no guarantee of future
results. An investment cannot be made in an index. Index definitions can be found at the end of this report.
9. Sources: MacKay Shields, Bureau of Labor Statistics, Robert J. Shiller, Yale University, Bloomberg Finance LP, S&P Global, 12/31/20. From 1972–
2020, periods of accelerating inflation in S&P 500 earnings growth were 4% stronger than on average, but the higher discount rate resulted in a
1.7x decline in price-to-earnings ratio. In periods of decelerating inflation, S&P 500 earnings growth was 6.1% weaker than on average, but the
lower discount rate resulted in a 2.7x higher price-to-earnings ratio.
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Market expectations play an important role in investor gains: For the sake
of simplicity, we isolated the inflation variable displayed in the previous chart.
However, and despite its importance, inflation does not occur in a vacuum.
Instead, the interaction between actual economic growth and inflation, and
market expectations for those variables, is a key driver of asset prices.

Economic growth plays an important role in asset class impact
Excess returns over cash, sample of asset classes, 1972-2020

Inflation
surprise

8.4%
18.0%

5.8%

16.2%
3.6%

3.2%

1.7%
-1.1%

-2.7%

Stagflation
Disinflationary
slowdown/
recession

8.8%
4.1%

6.2%

-2.2%

-3.1%

-1.4%

Both inflation and economic
growth outperforming expectations

Growth
surprise

Disinflationary
growth
13.5%

13.5%

8.8%
-2.6%

4.6%

-4.0%

0.1%

-11.7%

Equity

REITs

3.4%

Bonds

Commodities

Resources Equity

Gold

Sources: MacKay Shields, U.S. Federal Reserve Bank of Philadelphia, Bloomberg Finance LP, 12/31/20. Inflation and growth surprises are defined as the difference
between realized inflation and growth and the forecasted values from the Philadelphia Fed’s Survey of Professional Forecasters. We particularly like this survey
because it is widely cited, broad in scope, and has a long history dating back to 1968. Historical asset performance can then be divided into four groups representing
all of the possible combinations of growth and inflation surprises. Past performance is no guarantee of future results. An investment cannot be made in an index.
Index definitions can be found at the end of this report.

Recent performance fits neatly into this framework. Since the second half of 2020,
the U.S. economy has posted a series of upside inflation and growth surprises,
putting it into the upper right quadrant of this chart. In this environment, we would
expect to see strong performance of equity and industrial commodities, higher
interest rates and lower precious metals. That’s exactly what the market has
experienced in the past ten months: according to Bloomberg (as of 6/23/21), spot
gold is down over 13% since its peak last August; the 10-year Treasury yield is
100 basis points higher, the S&P 500 Index is up 30%, and copper is up over 40%.
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The framework may also give us some clues as to where risks could be looming
down the road. Current expectations on both inflation and economic growth are at
the highest levels in the past decade. Should either growth or inflation expectations
be missed, asset performance will likely experience a profound shift out of the upper
right quadrant of the diagram. If both are missed, market volatility could spike, and
risk asset prices could suffer.

Levers of manager value creation
Asset allocation. The ability to anticipate a change in inflation regime—before
market pricing fully reflects that change—can add meaningful portfolio alpha. Of
course, this is easier said than done. In addition to country and regional drivers of
that change, investors must also consider that growth and inflation in countries like
the U.S. and China can have meaningful impacts on financial conditions and asset
prices in other areas of the world. For this reason, asset allocators must consider not
only the inflationary environment, but the likely durability of that environment. This
assessment will drive important changes in either tactical or structural allocation.
Given the variety of speeds in which countries are managing the COVID-19 health
and economic crises, inflation and rate differentials could persist, generating
currency volatility. The choice to hedge or partially hedge currency volatility can
impact investor return.
Security selection. Skilled managers can assess company characteristics that
would thrive in an inflationary scenario or persist in a disinflationary one. As the
macroeconomic environment changes, and as market breadth expands and narrows,
it is particularly important to identify company characteristics such as:
n

Pricing power: Can companies pass price increases to consumers?

n

Credit evaluation: Would an inflationary environment result in higher borrowing costs,
impacting a borrower’s debt sustainability? Will rating changes impact pricing?

n

Business model drivers: Can the company leverage cyclical trends? In this cycle,
trends would include factors like economic reopening, a renewed CAPEX cycle,
and “peak digital demand.”

Sources of return. Asset prices are not the only sources of investor return that can
impact the tradeoff between assets as conditions change. For example, while gold
may benefit from higher inflation, stronger economic growth also leads to an increase
in real rates, which lessens the allure of non-interest-bearing assets. Or, as with asset
classes (such as real estate equity), the intersection of higher incomes, lower cap
rates, and manager skill will greatly impact the success of any strategy.
Client focus. For some investors, inflation protection is essential. Insurance
companies, sovereign wealth funds, pension funds, and even retail investors with
specific liabilities will see those liabilities rise as inflation does. The best multi-asset
allocation will be that which aligns sources of return with investor goals.
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Is the liquidity
premium dead?
Executive summary

24

n

Each quarter, we survey managers across the New York Life Investments
platform to gather views, identify priority themes, and pressure-test
investment ideas.

n

The rapid return of abundant liquidity and high valuations in private markets
has been a focus for our managers. Despite the likelihood of modestly rising
interest rates in the coming years, factors driving demand for private asset
classes are likely to endure, raising concerns about futures sources of return.

n

While the liquidity premium may be durably lower in years ahead, the
business risk premium for investors is alive and well.

n

This section examines how the oft-cited “search for yield” is playing out in a
new economic cycle, how managers are adapting, and priorities for excelling
in a challenging and highly competitive market.
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Pandemic disruption short-lived, search for yield persists
“Search for yield” was a common refrain in the wake of the financial crisis. Record-low
interest rates and sluggish growth prompted a large and consistent flow of capital to
higher-yielding asset classes, including private markets.

The search for yield continues
Persistently lower bond yields...
Global markets bond value by yield ranges

...have led to a consistent uptrend in fundraising
Private capital fundraising activity, $B

100%
2,855
2,819
2,673
2,618
2,895
2,780

2,050
1,869

1,846
1,782
1,593

60%

1,813

1,665
1,443

40%

1,322

20%

Sub-zero

12/2001
0-1%

1-2%

12/2006
2-3%

12/2011
3-4%

4-5%

12/2016
5-10%

5/2021
Over 10%

Sources: New York Life Investments Multi-Asset Solutions, Bloomberg Finance
LP, Pitchbook, 6/30/21. Past performance is no guarantee of future results.

$897.2

$1,118.4

$1,066.3

$1,000.2

$874.2

$794.6

$775.9

$625.1

$509.3

$409.4

$363.3

$395.6

$712.4

$798.2

$576.2

0%
12/1996

468
$259.3

Bond Value

80%

’06 ’07 ’08 ’09 ’10 ’11 ’12 ’13 ’14 ’15 ’16 ’17 ’18 ’19 ’20 ’21*
Capital raised ($B)

Fund count

*as of March 31

Sources: New York Life Investments Multi-Asset Solutions, Bloomberg
Finance LP, Pitchbook, 6/30/21. The COVID-19 pandemic impacted
fundraising in 2020. As a result, 2020 fundraising volumes may not be
indicative of a reversal in the fundraising uptrend.

Abundant liquidity increases opportunities, but also exacerbates competitive
challenges. Even before the pandemic, pressure to put money to work led to
increasing valuations across asset classes. High valuations reduced return potential
and encouraged investors to take on more leverage and invest in lower-quality
companies.
All the while, investors feared that a disruption to liquidity would bring a “reckoning”
to risky investor behavior.
The COVID-19 pandemic appeared to be that reckoning, at least for a time. But swift
monetary and fiscal support helped to stabilize the corporate environment. Company
defaults, while numerous, were far below financial-crisis levels. Expectations for
corporate defaults have all but moved into the rear-view mirror.
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The Global Financial Crisis acted as a receding tide that lowered all boats,
regardless of asset class, sector, or geography. The COVID-19 pandemic prompted
a very different dynamic; a sectorial and geographic bifurcation. Still, demand for
quality assets in favored sectors is elevated and is resulting in fierce competition
leading to compressed yields. Adding value requires anticipating future trends
and making smart moves where we have a high level of conviction. In real estate,
anticipating demographic trends, including migratory patterns, has always been
important. The pandemic has accelerated some of those trends, to the benefit of
those investors already positioned to capture that upside.

PAUL BEHAR
NEW YORK LIFE
REAL ESTATE
INVESTORS
(Real estate)

Portfolio managers’ survey shows improved perspective on default rates
Market data supports managers’ perspective

What do you expect for default rates during this cycle?
In Q2 2020, expectations were
for a somewhat protracted
default cycle, although not
as bad as during the global
financial crisis (GFC).

By Q2 2021, those expectations
had improved measurably, with
most expecting a significantly
better scenario for companies
relative to the GFC.
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Sources: New York Life Investments Multi-Asset Solutions, Quarterly boutique survey, Q2 2021, conducted June 1– June 7, 2021.
Bloomberg LP, 6/23/21.
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This dynamic has led investors to wonder: If the pandemic and corresponding
zero-revenue environment couldn’t shake up the scale of liquidity in private markets,
what can? And if an abundance of available capital keeps valuations at record levels,
can investors still capture the incremental yield they seek in private markets anyway?
If not, why accept the longer lockup period?
In other words: is the liquidity premium dead?
Prudent investors will tell you that just when you start wondering whether market
discipline will return, it tends to surprise you. While expansionary periods tend to be
constructive for both underlying economic growth and liquidity, it is important not
to become too complacent. Both cyclical and structural factors could result in a
damaging liquidity shock.

What could result in a liquidity shock?
Black swan:10 An unexpected economic or geopolitical shock results
in deterioration in economic (credit) and market (liquidity) conditions.
Fiscal and monetary support may prove insufficient in maintaining
orderly capital market functioning.
Higher interest rates: Stronger trend growth and higher inflation raise
interest rates, potentially reducing attractiveness relative to public asset
classes. For this to occur, we would need to see:
n

Stronger trend growth: Sustained stronger productivity and labor
force participation contribute to higher long-term economic growth
rates, resulting in a higher cost of capital.

n

Stronger inflation: If “transitory” inflationary pressures prove durable,
higher policy and market interest rates would follow. (For more
context, see the previous section on inflation scenarios)

n

Receding international demand: The “search for yield” is not a
domestic phenomenon; global appetite for U.S. assets contributes
to lower market interest rates. Its abatement, whether due to the
emergence of relatively more attractive stores of value or due to
reduced trust in U.S. policy stability, could weaken or reverse
that effect.

Market structure: A regulatory, capital, or competitive dynamic
reduces the attractiveness of private assets relative to public asset
classes. Investors are left without options.

10. A black swan is an unpredictable event that is beyond what is normally expected of a situation and has potentially severe consequences.
Black swan events are characterized by their extreme rarity, severe impact, and the widespread insistence they were obvious in hindsight.
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Careful navigation of these risks is important for adding value to the multi-year lockup
periods that private market investments require. But few investors consider these
risks urgent, and many believe that demand can sustain a liquidity shock. The
low-yield post-financial crisis environment pushed many investors to assess and
develop comfort in private asset classes. Greater comfort with these higher-yielding
asset classes makes a flight to public markets unlikely.

Private asset classes were less utilized before the Global Financial Crisis, in part
because their risk factors and levers of value-add were less known. The global
search for yield prompted more investors to consider and develop fluency in
private asset spaces. This comfort may make it less likely that capital dedicated
JENN COTTON
MADISON CAPITAL
FUNDING
(Private credit)

to the space evaporates. Alternative asset classes are often actively managed
and offer unique attributes compared to other asset classes.

Additional flexibility in some private markets, such as private equity, may also mitigate
the risk of capital outflows from the space. Investors have created ways to break from
traditional structures for those who need faster liquidity, or, by contrast, who want to
hold strong businesses with attractive prospects for growth longer than their initial
hold period. These innovations in funding have created additional comfort with the
asset class and may contribute to its buoyancy.
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Beyond the liquidity premium
With demand for private assets posed to persist, investors have to consider other
sources of value creation. Just as declines in the risk-free rate have driven investors
to assets benefiting from a liquidity premium, a declining liquidity premium means
investors must leverage other sources of return.

The building blocks of return
Investor return

Market characteristic

Market characteristic

Market characteristic

Manager’s skill

Risk-free rate

Equity risk premium

Liquidity premium

Business risk premium

Investor’s expected return
from a risk-free asset
over a period of time,
often represented by U.S.
Treasury yields

Excess return earned by
an investor when they
invest in the stock market
over a risk-free rate.
This return compensates
investors for taking
on the higher risk of
equity investing.

CHRIS STRINGER
PA CAPITAL
(Private equity)
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Additional compensation
required to encourage
investment in assets that
cannot be easily and
efficiently converted into
cash at fair market value.

Return generated by
taking on the uncertainty
of a company’s future
cash flows, which are
affected by the operations
of the company, its
capital structure, and
the environment in which
it operates.

When making an investment, we consider all the building blocks of return.
The risk-free rate, equity risk premium, and now even the liquidity premium
have declined amid persistently low interest rates and a global search for yield.
However, investors’ value-add need not be tied to these factors, which are
outside of our control. There is ample opportunity to generate returns where
investors can access innovation or an active business-building approach —
opportunities that aren’t available in public markets.
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Generating business risk premium as valuations climb
Given the flood of capital to private markets, managers have record dry powder. This
cash is being invested at record valuations, which creates challenges and increases
competition for investment teams. Private markets managers are often “buy and hold”
investors, with lockup periods of anywhere from 3-12 years; a lot can happen in the
economic environment and capital markets during that period, reducing investors’
margin for error.

Record dry powder is unlikely to go anywhere fast
Private debt capital overhang ($B)
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As a result, a manager’s investment thesis needs to factor in not only broader capital
markets considerations but specifically the value creation options for the business,
including—but not limited to—what can be done to pivot if the macroeconomic
cycle turns.
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VIJAY PALKAR
GOLDPOINT
PARTNERS
(Private equity)

Respect the macro, but invest in the micro. Economic and financial tailwinds
and headwinds are powerful, but they are also uncontrollable. Prudent
investors will focus on controllable levers of value creation that are independent
of broader market moves. These levers are focused on the businesses
themselves — how can we grow profitability organically or inorganically?
Investing alongside top-quartile managers with decades of experience creating
value across various economic cycles helps build conviction that these levers are
repeatable. It’s critical to have a robust, high-quality sourcing base of manager
relationships and deal flow, allowing for selectivity to pick the “best of the best”
deals exhibiting both attractive macro and micro dynamics.

At the same time, investors face a dearth of alternatives. If the only way to capture
additional yield is to lever up positions or move lower in quality, those positions
require more rigorous due diligence.
Credit evaluation is still key. In debt products, protecting principal and generating
income are primary goals. The return profile for investors is asymmetric: upside
potential is capped, while downside could mean a default scenario. The ability to
evaluate credit can add significant value in periods of vulnerability. And while
quantitative analysis is a vital component of this process, qualitative analysis —
including an understanding of market dynamics and the borrower’s levers of value
creation — is just as important.
Know what to avoid. Modeling downside scenarios is a bit of art. Managers with
long histories and deep knowledge of the market can refer to how similar business
models have reacted during different crises. This experience is valuable not only in
manager selection, but also within teams as they react to unforeseen challenges.
Find a durable capital base. Investors backed by a long-term, persistent capital
base can leverage two benefits during various market periods: (i) opportunistically
purchase well-priced assets in macroeconomic downturns and provide flexible,
durable partnership to select borrowers facing near-term constraints, and (ii) more
readily invest when tailwinds are strong and debt issuers have their choice of
capital providers.
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Market dynamics being what they are, investors can’t simply deploy dollars
in private assets. They need to have access to the best deals from trusted
partners. Relationships are about more than just doing deals. Proving that
you can act as a counterparty of choice, capable of writing a large check,
ARON DAVIDOWITZ and likely to be there for future add-on deals or refinancing — across various
PRIVATE CAPITAL
market cycles — that’s how investors source the best opportunities in today’s
INVESTORS
environment and create mutual value for investors and issuers.
(Private placements)

A long-standing approach to the market can also help in sourcing the best
opportunities over time. In order to turn down unattractive deals, investors must have
a strong pipeline that allows them to be selective. This takes time and infrastructure,
which aren’t always available for new entrants.
Don’t race to the bottom. With so much cash chasing deals, new market entry
results in higher prices, elevated leverage levels, and weaker covenants—potentially
lower returns with higher risk. Relying on good management teams with strong
relationships and multiple levers of value creation can win hard-to-access deals
without sacrificing covenants.
Cutting costs isn’t the only way. A common concern about private equity is that
managers cut costs to generate value. While this is one important lever of value
creation, focusing on business growth may be a more sustainable approach. Investing
in talent and operational excellence can be a stronger path to scaling cash flow.
Choose your market wisely. Pulling on those different levers of value is not always
straightforward; that’s part of the logic behind a liquidity premium in the first place. In
some markets, investors can trade in and out of deals and loans more quickly. For
others, assessing opportunities, selecting managers, and evaluating solid borrowers
can take years of infrastructure creation. This highly manufactured value-add can
generate higher or more durable returns, but it’s not available everywhere. In private
debt, and private equity in particular, we consider the middle market to provide a
stronger source of potential value-add.
Leverage a repeatable playbook. Both the Global Financial Crisis and the
COVID-19 pandemic were highly unusual economic cycles with vastly different
consequences. The next cycle will look different, too. The complexities of private
capital give investment teams more opportunities to create value. How do you know
if a buyer is capable of that? You can only do it by looking at the manager’s history.
Managers with a proven, repeatable playbook, tested across multiple market cycles
and strong market reputation, are more likely to weather the next storm.
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Different cycles, different funding environments
Private Capital Fund Size ($M)
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Consider cross-asset relationships. Some asset classes, such as private debt
and private equity, are deeply intertwined. This link may result in correlated risks;
distress in one asset class can impact another. However, it can also create
coordinated levers of value. Leveraging general partner (GP) relationships across
asset classes could generate new opportunities.
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What’s next?
There are always uncertainties in the investment environment, but they may be
more pronounced after the COVID-19 pandemic. It’s not difficult to consider how
financial conditions could tighten, but ample policy support and available capital
make it tempting to join the trends towards higher leverage, weaker covenants,
and higher risk.
Instead, investors can leverage true business acumen to add value. While there
may be debate about the persistence of the liquidity premium, the business risk
premium is alive and well.
All the while, the macro backdrop for private assets is strong. We expect robust
growth, moderate inflation, and improving credit fundamentals in the coming
years — all constructive for private investment. Low global yields likely mean that
the “search for yield” is here to stay, which means flows to private assets are
likely to continue.
But performance dispersion of private capital firms is wide. When testing new
waters, it is essential to work with managers who have sailed in rougher seas.
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Finding an edge through a
thoughtful investment philosophy
The Multi-Asset Solutions (MAS) team approaches each investment decision with deep
expertise, skill, and quality inputs. Underpinning this process is a core philosophy of
partnership and collaboration, predicated on integrity, consistency, and wise investing.
The team’s collective experience is enhanced with a thoughtful combination of fundamental
and quantitative analysis. Using these inputs, the team identifies investment opportunities
based on four core variables.

Four tried and tested inputs
identify investment opportunities

Economic cycle:
Assessing economic
growth and business
conditions

Value signals:
Searching for sound
investments at a
discount

Momentum:
Following pervasive
market trends

Investor sentiment:
Mitigating the impact
of and capitalizing on
swings in investor
sentiment

If you are interested in learning more about our methodology, or in applying these
investable ideas to your portfolio, please contact the Multi-Asset Solutions team at:
NYLI_MultiAssetSolutions@newyorklife.com.
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Why the Multi-Asset Solutions team?
We are New York Life Investment’s specialists in multi-asset investing, assisting our
partners in their persistent pursuit of investment success.

Access

Skill

Navigation

We leverage the depth
and breadth of the
New York Life Investments
platform to support our
clients and partners.

We identify smart
investments while providing
profitable and secure
long-term outcomes.

We guide our partners
through the rapidly
changing investment
environment using research
and innovation.

Partner with us
Our mission is to build, preserve, and grow financial assets alongside our partners with
integrity and respect through quality investments, education, and innovation.

Multi-Asset Strategies

Market Intelligence

Customized Solutions

Asset allocation strategies
designed to capitalize on
market opportunities within
a variety of investment
objectives.

Investment services
designed to support our
partners and our investors.

Strategic partnerships
designed to help meet
investment objectives
through holistic solutions.

n Allocation funds
n Model delivery
n Separate accounts
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n Market insights
n Risk analysis
n Investment strategy
n Financial education

n Global tactical allocation
n Risk modeling
n Income generation
n Inflation protection
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Definitions
Active investing (also called active management) is an
investment strategy involving ongoing buying and selling
actions by the investor. Active investors purchase investments
and continuously monitor their activity to exploit profitable
conditions. Active management typically charges higher fees.

The Philadelphia Fed’s Survey of Professional Forecasters
is a quarterly survey of economists’ macroeconomic forecasts.
It is commonly used as a benchmark for economic expectations.

Alpha, often considered the active return on an investment,
gauges the performance of an investment against a market
index or benchmark that is considered to represent the
market’s movement as a whole. The excess return of an
investment relative to the return of a benchmark index is
the investment’s alpha.

The price-to-earnings ratio is the ratio of a company’s share
price to the company’s earnings per share. The ratio is used for
valuing companies and to find out whether they are overvalued
or undervalued.

Alternative asset classes typically refer to investments that
fall outside of the traditional asset classes commonly accessed
by most investors, such as stocks, bonds, or cash investments.

Reflation is an act of stimulating the economy by increasing
the money supply or by reducing taxes, seeking to bring the
economy back up to the long-term trend, following a dip in the
business cycle.

A basis point is one one-hundredth of one percent.
Capital expenditures (CAPEX) are funds used by a company
to acquire, upgrade, and maintain physical assets such as
property, buildings, an industrial plant, technology, or equipment.
Cyclical stocks represent companies that make or sell
discretionary items and services that are in demand when
the economy is doing well. They include industries such as
restaurants, hotel chains, airlines, furniture, high-end clothing
retailers, manufacturers, and lenders (banks).
Diversification is a risk management strategy that mixes
a wide variety of investments within a portfolio.
Dry powder refers to cash or marketable securities that are
low-risk and highly liquid and convertible to cash.
Earnings per share (EPS) is calculated as a company’s
profit divided by the outstanding shares of its common stock.

The U.S. 10-year Treasury Note is a debt obligation issued
by the United States government with a maturity of 10 years
upon initial issuance.
A value stock is a stock that tends to trade at a lower
price relative to its fundamentals, making it appealing to
value investors.

Index definitions
The Bloomberg Agriculture Subindex is a commodity group
subindex composed of futures contracts on coffee, corn, cotton,
soybeans, soybean oil, soybean meal, sugar, and wheat.
The Bloomberg Barclays Gov/Credit Index is a broadbased flagship benchmark that measures the non-securitized
component of the US Aggregate Index. The index includes
investment grade, US- dollar-denominated, fixed-rate Treasurys,
government-related and corporate securities.

Environmental, Social, and Governance (ESG) refers to
the three central factors in measuring the sustainability and
societal impact of an investment in a company or business.

The Bloomberg Barclay’s U.S. Aggregate Bond Index is
an index that broadly tracks the U.S. investment-grade bond
market. The index is composed of a range of securities from
corporate bonds and Treasurys to asset-backed securities.

Excess return is the return of a portfolio in excess of its
benchmark where in excess is calculated geometrically
by subtracting the benchmark’s return from the portfolio’s
return in each period.

The Bloomberg Barclays US Agg Total Return Value
Unhedged USD Index is the Bloomberg Barclays Aggregate
Bond index, but in unhedged USD.

A general partner (GP) refers to the private equity firm
responsible for managing a private equity fund. The private
equity firm acts as a GP, and the external investors are LPs.
The investors who have invested in the fund would be known
as Limited Partners (LP), and the PE firm would be known
as General Partner (GP)
Gross margin is a company’s net sales revenue minus its cost
of goods sold (COGS). In other words, it is the sales revenue
a company retains after incurring the direct costs associated
with producing the goods it sells, and the services it provides.
The Manheim U.S. Used Car Survey examines the economic
underpinnings of the used vehicle market and sector-specific
trends that influence supply and pricing. It is commonly used
as a benchmark of changes in used car prices.
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Passive management refers to an investment style for which
investors expect a return that closely replicates the investment
weighting and returns of a benchmark index.

The Bloomberg Barclays Global Negative Yielding Debt
Index tracks global negative yielding debt.
The Bloomberg Barclays U.S. Treasury Inflation Notes
Index Value Unhedged USD measures the performance of
the U.S. Treasury Inflation Protected Securities (TIPS) market.
The Bloomberg Commodity Index is calculated on an excess
return basis and reflects commodity futures price movements.
The Bloomberg Energy Subindex is a commodity group
subindex composed of futures contracts on crude oil, heating
oil, unleaded gasoline and natural gas.
The Bloomberg Gold Subindex is a commodity group
subindex of the Bloomberg Commodities Index composed
of futures contracts on gold.
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The Bloomberg Grains Subindex is a commodity group
subindex of the Bloomberg Commodities Index composed
of futures contracts on corn, soybeans, and wheat.

The MSCI EAFE Index is a stock market index that is designed
to measure the equity market performance of developed
markets outside of the U.S. & Canada.

The Bloomberg Industrial Metals Subindex is a commodity
group subindex of the Bloomberg Commodities Index composed
of futures contracts on aluminum, copper, nickel, and zinc.

The Chicago Fed’s National Financial Conditions Index
(NFCI) provides a comprehensive weekly update on U.S.
financial conditions in money markets, debt and equity markets
and the traditional and “shadow” banking systems.

The Bloomberg Livestock Subindex is a commodity group
subindex of the Bloomberg Commodities Index composed of
futures contracts on live cattle and lean hogs.
The Bloomberg Precious Metals Subindex is a commodity
group subindex of the Bloomberg Commodities Index
composed of futures contracts on gold and silver.
The Bloomberg Softs Subindex is a commodity group
subindex of the Bloomberg Commodities Index composed of
futures contracts on cotton, coffee, and sugar.
The Core Consumer Price Index is an aggregate of prices
paid by urban consumers for a typical basket of goods,
excluding food and energy.
The FTSE NAREIT All Equity REITs Index is a free-float
adjusted, market capitalization-weighted index of U.S.
equity REITs.
Morningstar Foreign Large Blend: Foreign large-blend
portfolios invest in a variety of stocks of large international
companies. Most of these portfolios divide their assets among
a dozen or more developed markets, including Japan, Britain,
France, and Germany. These portfolios primarily invest in stocks
that have market caps in the top 70% of each economically
integrated market (such as Europe or Asia ex-Japan). The blend
style is assigned to portfolios where neither growth nor value
characteristics predominate. These portfolios typically will
have less than 20% of assets invested in U.S. stocks.
Morningstar Large Blend: Large-blend funds are generally
representative of the overall U.S. stock market in size, growth
rates, and price. Stocks in the top 70% of the capitalization
of the U.S. equity market are defined as large cap. The blend
style is assigned to portfolios where neither growth nor value
characteristics predominate.

The Producer Price Index (PPI) is a family of indexes that
measures the average change over time in the selling prices
received by domestic producers of goods and services. PPIs
measure price change from the perspective of the seller.
The Russell 1000 Growth Index measures the performance
of the large-cap growth segment of the U.S. equity universe.
It includes those Russell 1000 companies with higher price-tobook ratios and higher forecasted growth values. The Russell
1000 Growth Index is constructed to provide a comprehensive
and unbiased barometer for the large-cap growth segment.
The Russell 1000 Value Index measures the performance
of the large-cap value segment of the U.S. equity universe.
It includes those Russell 1000 companies with lower price-tobook ratios and lower forecasted growth values. The Russell
1000 Value Index is constructed to provide a comprehensive
and unbiased barometer for the large-cap value segment.
The Russell 3000 Index is a capitalization-weighted stock
market index that seeks to be a benchmark of the entire
U.S stock market.
The S&P 500 Index is a stock market index tracking the
stock performance of 500 of the largest companies listed
on stock exchanges in the United States. It is widely
regarded as the standard for measuring large-cap U.S.
stock market performance.
The S&P Global Natural Resources Index includes 90
of the largest publicly traded companies in natural resources
and commodities businesses that meet specific investability
requirements, offering investors diversified and investable
equity exposure across three primary commodity-related
sectors: agribusiness, energy, and metals & mining.

Morningstar Small Blend: Small-blend funds invest in
stocks of small companies where neither growth nor value
characteristics predominate. Stocks in the bottom 10%
of the capitalization of the U.S. equity market are defined
as small cap.
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For more information
800-624-6782
newyorklifeinvestments.com
IMPORTANT DISCLOSURES
The Multi-Asset Solutions team is a part of New York Life Investment Management LLC, an indirect wholly
owned subsidiary of New York Life Insurance Company. Real Estate Investors is an investment division within
NYL Investors, a wholly owned subsidiary of New York Life Insurance Company and an affiliate of New York
Life Investments. Madison Capital Funding is a wholly owned subsidiary of New York Life and its subsidiary,
New York Life Insurance and Annuity Corporation (“NYLIAC”). PA Capital LLC is a registered investment
advisor under the U.S. Investment Advisors Act of 1940 as a relying advisor of New York Life Investments
Alternatives LLC (“NYLIA”), its reporting adviser. PA Capital is an affiliate of New York Life Investments.
Goldpoint is a wholly owned subsidiary of New York Life Investments Alternatives and an affiliate of New
York Life Investments.
Impact investing and/or environmental, social and governance (ESG) managers may take into consideration
factors beyond traditional financial information to select securities, which could result in relative investment
performance deviating from other strategies or broad market benchmarks, depending on whether such
sectors or investments are in or out of favor in the market. Further, ESG strategies may rely on certain
values-based criteria to eliminate exposures found in similar strategies or broad market benchmarks, which
could also result in relative investment performance deviating. Opinions expressed are current opinions
as of the date appearing in this material only and are subject to change.
This material represents an assessment of the market environment as at a specific date; is subject to change;
and is not intended to be a forecast of future events or a guarantee of future results. This information should
not be relied upon by the reader as research or investment advice regarding any funds or any particular
issuer/security. The strategies discussed are strictly for illustrative and educational purposes and are not
a recommendation, offer or solicitation to buy or sell any securities or to adopt any investment strategy.
There is no guarantee that any strategies discussed will be effective.
Any forward-looking statements are based on a number of assumptions concerning future events and
although we believe the sources used are reliable, the information contained in these materials has not
been independently verified and its accuracy is not guaranteed. In addition, there is no guarantee that
market expectations will be achieved.
This material contains general information only and does not take into account an individual’s financial
circumstances. This information should not be relied upon as a primary basis for an investment decision.
Rather, an assessment should be made as to whether the information is appropriate in individual
circumstances and consideration should be given to talking to a financial professional before making
an investment decision.
“New York Life Investments” is both a service mark, and the common trade name, of certain investment advisors affiliated with New York Life
Insurance Company. Securities distributed by NYLIFE Distributors LLC, 30 Hudson Street, Jersey City, NJ 07302, a wholly owned subsidiary of
New York Life Insurance Company.
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