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For asset allocation, look beyond inflation

We are New York Life
Investments’ specialists
in multi-asset investing,
assisting our partners
in their pursuit of
investment success.

Inflation is now a given for asset allocation—and there is no shortage of market
commentary about the topic. Price increases, once attributed to pandemic-related
imbalances, are now under another wave of pressure. Themes contributing to this
pressure — COVID lockdowns in China, the Russia-Ukraine war, de-globalization,
climate change, and so forth — are less predictable in the size and timing by which
they will impact the U.S. economy.
In our view, these dynamics conspire to make high inflation very likely for the
remainder of 2022, and possibly beyond. Ironically, this means inflation is no longer
the deciding factor for asset allocation—growth is. The good news is that long-term
inflation expectations remain well-anchored, meaning that our team, the Fed, and
much of the market expect inflation to subside to some degree—if not as soon as
hoped. However, until that time, what matters most for investors is whether economic
growth can keep up with price growth.

With inflation now a given, optimal allocation depends on
whether growth can keep up
While low-inflation scenarios may
return on a longer timeline...

...we view high-inflation scenarios as
most relevant in the next 6-9 months

Goldilocks

Persistent inflation

Low inflation, high growth

Disinflationary forces prevail
Low inflation, low growth

High inflation, high growth

Stagflation

High inflation, low growth

GROWTH

Multi-Asset Solutions Team

INFLATION

Source: New York Life Investments Multi-Asset Solutions team, May 2022. For illustrative purposes only.

1

For asset allocation, look beyond inflation

Scenarios for 2022
Inflation is likely to stay elevated throughout the remainder of the year. For investors, this leaves one major question:
Will growth keep up?
We expect it will, which drives our modest overweight to risk assets. For more pessimistic investors, we share
an alternative allocation.

Scenario*

Persistent inflation

Stagflation

High inflation, high growth

High inflation, low growth

Growth outpaces inflation. Risk asset returns are
positive, but asset class leadership is volatile,
requiring investor agility.

Likelihood*

Inflation outpaces growth; cost pressures cause
headwinds for businesses and consumers, making
defensive asset allocation more appropriate.

70% (base case)

30%
Key drivers

Reopening

There is still “room to run” in economic normalization;
spending on services moves towards pre-pandemic norm.

Economic normalization disappoints; high prices make the
swing back into travel and leisure less robust.

Consumers

Strong wage growth sustains consumer balance sheets
despite high inflation.

Cost of living increases outpace wage growth.

Corporates

Companies invest in higher capacity and more resilient
supply chains. Where possible, they pass higher costs onto
consumers and preserve margins.

Companies cannot add spare capacity. Profit margins suffer.

Investment considerations
Equities

n
n
n

Fixed income

n
n
n

Real assets

n
n

Resilient
themes

n
n
n

Quality earnings (ability to preserve margins)
Value
Small caps

n

Short-duration high-yield
Floating rate
Short-duration munis

n

Diversified (upstream and downstream) resources equities
Master Limited Partnerships (MLPs)

n

n
n

n

n

Quality earnings (track record of profitability)
Large caps
Defensive sectors such as utilities, staples, healthcare
Add duration once interest rate expectations have peaked;
move to investment-grade
Short-duration munis
Precious metals and gold; gold miners
Real estate equity

Secular themes: Infrastructure and ESG investing
Build portfolio flexibility: Multi-sector bond strategies
Maintain portfolio resiliency: Multi-asset income and asset allocation products

Source: New York Life Investments Multi-Asset Solutions team, May 2022.
*These estimations reflect the views of the Multi-Asset Solutions team and are for illustrative purposes only. Our research shows that “high inflation” scenarios are best defined as those
where average core consumer price inflation, a measure that excludes volatile food and energy prices, is above 3.0% on average. A “high growth” scenario is one in which real growth,
gross domestic product growth less average inflation, is greater than, or equal to 1.0%. A “low growth” scenario represents real growth of less than 1.0%.
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The Fed impacts both inflation and growth
Investors have been highly focused on the Fed with respect to inflation and growth—and with good reason.
The Fed’s relationship with both is a chicken-egg problem: the Fed’s policy approach is determined by price
stability (inflation) and labor market health (economic growth), but the Fed’s policy also impacts inflation and
growth through adjustments to interest rates and market liquidity.

Expectations for the Fed’s 2022 tightening cycle have become more hawkish even
as growth expectations slow
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Source: New York Life Investments Multi-Asset Solutions team, Bloomberg Finance L.P., April 2022. Federal Funds Rate (FFR) is the U.S. Federal Reserve’s policy
interest rate. The 2022 GDP Forecast figures used here reflect the Bloomberg Survey of Forecaster’s consensus.

The latter is where investors are most focused at present. The big question is whether the Fed’s policy tools will
be able to bring inflation down steadily in a “soft landing,” or whether the Fed will need to brake too hard to bring
inflation to more reasonable levels—creating slack in the labor market and broader economy. Recession may
now be a necessary or unavoidable part of the cycle, rather than the “policy mistake” investors fear.
Hanging in the balance is not just the U.S. economy, but investor sentiment. The Fed’s impact on the cost of
capital and market liquidity can impact market functioning and flows as well — the very factors that would
influence an optimal asset allocation.
For all these reasons, we agree with investors and prominent market commentary that the Fed’s policy is a
dominant input to asset allocation decisions. That said, there is more at play besides the Fed—particularly
when it comes to the timing and degree of a growth downturn. And while the Fed paints the backdrop for
investment outcomes, we believe other dynamics will influence the landscape the Fed has to work with.
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The three factors driving growth and tactical allocation
To determine which scenario and, therefore, which asset allocation makes most sense for investors,
we are focused on the three key questions outlined below.

Is reopening over?
The COVID era was marked by a dramatic upturn in demand for physical goods, eclipsing the need for services
that could not be safely accessed — including travel, restaurants, and leisure, among other things. But it’s difficult
to track the pace of post-COVID normalization because we simply don’t know whether things will go back to
“normal” or if the pandemic structurally altered consumer behavior to the point of changing services demand
for the long run.

Our take
We believe that no matter where the long-term trend settles, there may be some “reopening”
momentum left from which the economy can benefit. As of February 2022, consumer spending on
services was $500 billion below trend (annualized), while spending on goods was around $300 billion above
trend. What’s more, wages in leisure and hospitality outpace all other major industry segments—pointing to
ongoing normalization in consumer demand for services.

There may be some “reopening” left from which the economy can benefit
Goods spending is still above its pre-pandemic trend,
while services is catching up

1000

Consumer spending relative to pre-pandemic trend ($US, billions)

Wages in select service industries now outpace
the recovery of sentiment
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Sources: New York Life Investments Multi-Asset Solutions team, Bureau of
Economic Analysis, 4/8/22.
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Sources: New York Life Investments Multi-Asset Solutions team, Federal
Reserve Bank of Atlanta, Current Population Survey, Bureau of Labor Statistics,
Bloomberg Finance LP, and Institute for Supply Management, 4/8/22. Wage
growth is defined by a 12-month moving average of monthly median wage growth.
Purchasing Manager’s Index (PMI) readings above 50 indicate positive sentiment.

What we’re watching
Mobility indicators. While the full extent of “normalization” is unknown, mobility indexes ranging from
coffee demand in downtown areas, to office occupancy rates, to Broadway ticket sales, point to significant
room for growth—supporting growth relative to inflation.
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Can the tight labor market keep consumers afloat?
2022 is shaping up to be a battle royale between wages and prices. Today’s labor market is strong by every
measure: unemployment is back to pre-pandemic levels and job openings are plentiful. The problem for many
American households, however, is that it’s just not enough. Wage growth of 5.6% year-over-year, though far above
the approximate 3.0% average from 2017-2019, does not keep up with headline inflation of 8.5% year-over-year
(as of March 2022). And the state of household balance sheets is not completely clear: Per the Federal Reserve
Bank of New York, U.S. households saved over $1.6 trillion during the pandemic when the savings rate spiked to
33.8%. But the savings rate has now dwindled to 6.3%, closer to the long-term average of 6.0%, and anecdotally,
for many families these savings went to uses such as debt repayment. This means that an important backstop of
U.S. consumer spending throughout the pandemic may not carry the economy much further.

Our take
We expect resilient American consumption for the next few quarters, though likely accompanied by
lower savings rates. Why the optimism? In previous cycles, lower-wage workers have had less buffer against
economic shocks due to lower savings rates and a higher percentage of their income spent on staples. This
cycle may be different because lower-skilled and the lowest-quartile earners have had the strongest wage
support behind them (see below). While we are concerned this tailwind won’t last forever—higher gas, food,
and rent prices are challenging—we expect it may give the economy a few more months’ worth of support.

Low-income earners have significant wage support
Low and mid-skill wage earners saw earlier and
faster earnings recovery than high-skilled workers

Wage growth of bottom quartile earners
far outpaces higher-paid segments

4.8

6.5

4.0
3.5

Sources: New York Life Investments Multi-Asset Solutions team, Federal Reserve
Bank of Atlanta, Current Population Survey, Bureau of Labor Statistics, 4/8/22.
Wage growth is defined by the 12-month moving average of median monthly wage
growth. High-skill workers include managers, professionals, and technicians.
Mid-skill workers include office and administrative workers, operators, production
employees, and sales employees. Low-skill workers include food preparation and
serving, cleaning, individual care services, and protective services employees.
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Sources: New York Life Investments Multi-Asset Solutions team, Federal Reserve
Bank of Atlanta, Current Population Survey, Bureau of Labor Statistics, 4/8/22. Wage
growth is defined by the 12-month moving average of median monthly wage growth.
The bottom quartile represents the lowest 25% of average hourly wages. The top
quartile represents the highest 25% of average hourly wages.

What we’re watching
Sentiment vs reality. If surveys of consumer sentiment, retail sales, and the earnings of key consumer
companies dwindle, more defensive positioning is appropriate—consider adding exposure to large-cap
equities, which have more buffer in a consumer downturn.
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How will companies adapt?
For many companies, physical materials and labor are not just more expensive, but also less
available than before the pandemic. When confronted with rising input costs, companies tend to
have three choices:

Pass costs on. To preserve profit margins, companies may respond to higher input costs by
maximizing revenue. The extent to which this is possible depends on the health of the customer
segment (discussed above) and the “elasticity” of demand for the product—if higher prices cause
demand to drop, a company will likely focus on its bottom line instead.

Retrench. If a company cannot pass costs on to its customers, it must preserve margins from
the bottom by cutting costs or preserving market share at the expense of margins. This choice is
disinflationary and negative for growth in the long term and can be disruptive for equity returns in
the near term. While we do not see widespread business retrenchment as likely or necessary, we
may see less optimistic forward guidance from companies in coming months, which may impact
sentiment about growth in the near term.

Invest. Companies may add spare capacity with short- or long-term investments—called capital
expenditure (capex)—or may choose to hire or purchase productivity-enhancing technology.
capex considerations in response to a more dissonant world have been around since the U.S.-China
trade war days; many firms feel the pressure to diversify supply chains and build inventories. Though
inventory investments could boost demand in the short term, the intentional building of redundancies
and inefficiencies is likely to have a mixed impact on growth over the medium and long term—with
higher costs to firms weighing against job creation for the economy as a whole.

Our take
While the margin preservation story will vary across sectors and companies, we believe it will be
more important to focus on earnings quality than investment style or sectors. We look for exposure
to profitable companies with an established history of positive earnings growth.

What we’re watching
Corporate earnings and forward guidance. Company reports will inform us which companies are able
to deliver quality earnings amid today’s growth and inflation pressures.
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INDEX DEFINITIONS
The Purchasing Managers’ Index (PMI) is an index of the prevailing direction of economic trends in the manufacturing and service sectors.

DEFINITIONS
Capital expenditures (capex) are funds used by a company to acquire, upgrade, and maintain physical assets such as property, plants, buildings,
technology, or equipment. Corporate earnings are the net benefits of a corporation’s operation. Earnings growth is the annual compound annual
growth rate (CAGR) of earnings from investments. Earnings quality, (also known as quality of earnings) is an accounting term that refers to the ability
of reported earnings to predict a company’s future earnings. Forward guidance is a tool used by a central bank to exercise its power in monetary
policy in order to influence, with their own forecasts, market expectations of future levels of interest rates.

For more information
800-624-6782
newyorklifeinvestments.com

IMPORTANT DISCLOSURES
The Multi-Assets Solutions team is a part of New York Life Investment Management LLC, an indirect wholly owned subsidiary of New York Life
Insurance Company.
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 and its affiliates do not provide tax advice. You should obtain advice specific to your circumstances from your own legal,
accounting, and tax advisors.
“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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