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Key Themes and Investor Takeaways
We think the investment environment in 2020 will be defined by a few key themes: 

  Investing in a (still) late economic cycle  ..............................................................  3

  n Profit margins suggest the cycle is on its last legs

  n Deteriorating profitability will weigh earnings and impact security selection

  n Evidence of late-cycle earnings fatigue 

  n International perspectives

  Two-speed investment management ....................................................................  9

  n Proceeding in equities with caution

  n Fixed income spreads do not reward risk

  n Further diversification 

  Lower for longer: investing for a low-return future  ..........................................  14

  n Why are interest rates so low?

  n What does the new normal look like?

  n How to invest in a “low for long” environment

  n Implications for investors with long-dated liabilities

  What keeps us up at night?  ...................................................................................... 22

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

Theme Decelerating profit 
margins point to  
cycle’s near-end

Sentiment, not 
fundamentals, is driving 
short-term market moves

Identifying value has 
become more challenging

Market 
Implication

On a structural basis,  
move portfolios to a more 
defensive posture.

Tactical investment 
opportunities will be driven  
by the market’s interpretation 
of policy changes.

Consider enhancing  
historical valuation metrics 
with relative valuation and  
risk factor monitoring. 

How to Invest n Yield-focused equities

n High-quality credits

n Diversified income sources

n Emerging markets equity

n Cyclical securities

n Increased cash holdings

n Building income

n New risk factors (i.e. ESG)

n Portfolio construction

We pride ourselves in 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 24. 
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2020 is poised to be highly taxing on investor nerves.  

We believe, and our models confirm, that the U.S. economy’s maddening muddle will 
persist. The labor market is strong, consumers are spending, and financial conditions are 
favorable. However, cracks in the expansion’s foundation became more apparent in 2019. 
Profit margins have clearly peaked, earnings are under pressure, and risks are skewed to 
the downside. 

Valuations confound the investment environment further. A typical economic slowdown 
would favor removing risk exposure, including in equities. While high absolute valuations 
would support that tactic, relative valuations suggest that risk may still be better rewarded 
in equities than in corporate credit or government bonds. 

Structural economic shifts obscure visibility further still. Lower potential growth rates are 
resulting in lower inflation and yields, with important implications for portfolio management. 
Moving forward, valuations may be higher than has been historically typical, but average 
annual returns are likely to be lower. Traditional approaches towards asset allocation and 
portfolio diversification may no longer suit.

We favor a balanced approach to investing that emphasizes income generation, allowing 
investors to participate appropriately in yield, while relying less on price appreciation to  
add value to their portfolios. We are leaning into a structurally defensive portfolio positioning, 
while simultaneously adding positions in cyclical assets as a hedge against the possibility  
that the global economy does yet reaccelerate. 

Timing economic and credit cycles is extremely difficult, and volatility is sure to be  
present. Investors should consider active management, particularly in higher risk or  
lower conviction strategies.

Two-speed investment 
management

In response, we are shifting further toward a two-speed investment 
management thesis. Capital preservation is our strategic priority as the 
economic expansion fades. However, we acknowledge that liquidity conditions 
and sentiment drive short-term opportunities. As we sell into a market rising 
to all-time highs, we are building flexibility to take advantage of tactical 
opportunities as they arise. 
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Investing in a (still) late 
economic cycle

The U.S. expansion is the longest in its history. Investors, eager to avoid the perils of a bear 
market have watched closely for signs of economic deceleration. Those signs became clearer 
throughout 2019. We are monitoring a range of economic and market data to determine when 
the cycle may turn. While fears ebb and flow, the evidence suggests that a defensive portfolio 
posture is most appropriate for the next 12 months. In the short term, we are also using 
flexibility and hedges to take advantage of potential, if brief, upswings in economic data.

Where are we in the cycle? 
Economic cycles are not identical, but they tend to rhyme. Using historical evidence as a 
guide, we can put data into the sequence it tends to fall in the economic cycle. The result  
is a clearer picture of where we are in the economic cycle.  

Manufacturing dominoes have toppled: A transitioning Chinese economy and slowing 
global growth have weighed on the manufacturing sector; trade wars have exacerbated the 
impact. The manufacturing sector makes up only 10-12% of the U.S. economy, but it’s 
more cyclical. Weakness in the sector discourages broader business investment and tends 
to send early warning signs of a slowdown. 

Services sector dominoes look weaker: While the services sector is still growing, it  
has been uprooted. Fading CEO confidence and declining earnings mean that businesses 
will not invest, and that hiring will slow. Profit margins have peaked, telling us that earnings 
expectations for 2020 are likely to fall.  

The consumer is up next: Consumer spending makes up two-thirds of the U.S. 
environment. Consumption can slow while the labor market is still strong, but we won’t  
see a contraction in consumption until layoffs accelerate. At that point, it will be too late  
to adjust portfolios. We are moving more defensively now. 
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Profit margins suggest the cycle is on its last legs
The U.S. economy is still growing. Full employment, real income growth, and 
improved household balance sheets underlie a strong consumer sector. Fiscal 
stimulus at the federal level will uphold stronger government spending into 2020. 
State and local income and sales tax receipts have increased, creating opportunities 
for additional investment. The Fed’s dovish position has supported economic growth 
and given investors time to rebalance portfolios. 

The outlook for business profits, by contrast, concerns us. Revisions to national 
accounts data throughout 2019 revealed weaker corporate profits and lower profit 
margins than previously understood. Admittedly, interest rates are lower, alleviating 
some pressure, but we doubt that reduced interest cost itself is enough to boost 
profit margins in the face of higher labor costs and structural shifts. The resulting thin 
margins — or less profit for the same amount of revenue — reduce businesses’ 
willingness to hire and invest. This makes the economy even more sensitive to risk. 

Declines in profit margins precede economic downturns

Source: New York Life Investments Multi-Asset Solutions, U.S. Bureau of Economic Analysis, 11/18/19. 
Past performance is no guarantee of future results.

Considering these downward revisions and the one-off impact of recent tax cuts, 
profit margins have been losing steam since 2014. What’s more, free cash flow  
per share peaked in early 2018 and has since declined, indicating that the current 
expansion is in its later stages. We do not expect this trend to reverse.
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Deteriorating profitability will weigh earnings and impact 
security selection
Declining margin growth has important implications for investment strategy. From a 
top-down perspective, margins are the core component of profit growth, which in 
turn is one of the strongest drivers of equity returns. As companies struggle to sustain 
cash flow and generate positive earnings, their valuations could suffer, and default 
risks can rise. 

From a bottom-up perspective, the ability to grow margins is a major differentiator in 
company performance and should impact security selection. Investors will benefit 
from choosing quality companies that are resilient to margin compression. Solid 
business strategy fundamentals and financial health play important roles; so too does 
managers’ commitment to honest and consistent earnings reporting. Investment 
managers equipped to assess these factors will prove to be an asset to investors 
looking to maintain portfolio principal as the bull market comes to an end. 

Adding to our concern is the fact that some of our previous reasons for optimism 
faded throughout 2019. Productivity, once our beacon of hope for sustaining the 
business cycle, has been more sluggish than expected. This puts the economy on 
weaker footing than we thought before, leaving companies more vulnerable to 
exogenous shocks.

Investing in a (still) late economic cycle
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Investing in a (still) late economic cycle

Why are S&P 500 profits higher than NIPA profits? 

n Share buybacks return cash to shareholders but can also cover up falling profits by lowering the 
number of stocks outstanding.

n S&P 500 includes mostly large-cap companies; NIPA includes a broader base of companies.

n Tech sector earnings have dominated the S&P 500.

n Creative accounting techniques, such as different assumptions for depreciation, discontinued 
operations, and extraordinary items, can also alter prices.

Evidence of late-cycle earnings fatigue
A split has emerged between S&P 500 profits and economy-wide profits. National 
Income and Product Accounts (NIPA) profits, which include a broader universe of 
companies in the U.S. economy than the S&P 500, have already peaked, and appear 
to be on the decline. Since turning points in NIPA profits tend to occur several 
quarters ahead of turning points in S&P earnings, we are concerned that the current 
divergence forewarns S&P profits will fall. Nationwide profits and S&P earnings 
converge in the long run, but big upward divergences tend to occur just before 
recessions. Downward divergences, where reported earnings sharply undershoot 
economic profits, happen right after recessions.

Economic profits historically lead S&P 500 profits 
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International perspectives 
Countries outside the U.S. are also experiencing slower growth, and in many cases 
structural shifts that will obscure their return-generating properties in 2020. We are 
cautious on many international asset classes, but opportunities and hedges may exist 
where valuations are favorable. 

China is the world’s second-largest economy and faces two types of slowdown. First, 
the Chinese government is purposefully shifting the economy from a manufacturing-
driven to a consumption-driven growth model. This transition has been ongoing for 
years and will continue to weigh on Chinese and global inflation, as well as GDP growth 
rates. Additionally, aging demographics present government and business challenges 
that contribute to this structural slowdown.  

China’s gradual economic change could be made bumpier than expected due to the 
second slowdown it faces — a cyclical one, driven in part by trade wars. In response, 
the Chinese government has provided a regular stream of monetary and fiscal stimulus. 
Thanks to these policies, we believe the government will be successful in avoiding an 
economic crash. However, constraints from high debt burdens reduce the likelihood of 
a sustained upturn. 

Investing in a (still) late economic cycle

6-month Probability
12-month Probability

19% 42%

Quantitative approaches confirm our fundamental view

We on the Multi-Asset Solutions (MAS) team use advanced quantitative methods to process large volumes 
of data, providing an early warning sign of shifts in the credit and economic cycles. 

Our recession probability model uses a Random Forest (tree-based) classification algorithm to predict 
whether the U.S. economy will be in recession at any point over different time horizons. We train separate 
models for 1-, 6-, 12-, 24-, and 36-month horizons, which allows us to compare the significance of 
predictors over different horizons.

Right now, our model shows a 42% probability of recession in the next 12 months, down from its peak  
of 55% in September. This still-elevated risk level is driven by a broad array of factors, including several 
months of yield curve inversion, rising jobless claims, and slowing new orders. This result confirms our 
view that a two-speed investment management process is appropriate at this stage in the cycle. 

Recessions are notoriously hard to predict over horizons longer than three- to six-months, but above-
average risk serves as a warning that certain data patterns warrant monitoring. Fortunately, the near-term 
(6-month) risk remains lower (19%), but it too has risen throughout the year.

Probability of recession 
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The removal of further tariff threats could improve the cyclical component of China’s 
slowdown. However, we question whether major organizations would ramp-up 
production, increase business investment, or increase capacity utilization in today’s 
weak global environment, especially since uncertainty around global policy is likely  
to persist. As a result, we anticipate that China’s economy will continue to slow, and 
that it will maintain its drag on global growth. 

As a net exporter, the European Union is particularly sensitive to global trade 
dynamics and the slowdown in China. Industrial production and manufacturing 
surveys show sustained weakness, especially in Germany, where the U.S.-China 
trade war, Brexit, and late cycle headwinds pushed leading data into contraction 
territory. While we see nascent signs of stabilization, the European business climate  
is weak. Even the services sector, which proved resilient earlier in 2019, is beginning 
to soften. These conditions are made potentially worse by a handful of political and 
demographic risks that skew Europe’s growth prospects to the downside. 

Historical experience advises against buying into an upswing in European assets until 
we have seen sustained improvement in economic data.

In response to these conditions, the European Central Bank (ECB) has loosened 
monetary policy by cutting interest rates and re-starting asset purchases (quantitative 
easing). We believe the ECB actions will help put a floor on European equity  
markets, but looser financial conditions on their own will fail to promote a significant 
resurgence in growth. Without fiscal stimulus, we view European markets as higher 
risk without the potential upside.

At the outset, it appears the Japanese economy could provide some glimmer of hope. 
The government has infused 2 trillion yen (roughly 1% of GDP) in proposed fiscal 
stimulus through education subsidies, infrastructure investment, shopping vouchers, 
and tax breaks on big purchases. However, Japan has also been disrupted by slowing 
growth and trade wars — both globally and in its own trade dispute with South Korea. 
As such, we are not optimistic about its ability to add value relative to other regions. 

So far this year emerging markets have substantially underperformed U.S. and 
developed international equity markets despite similar corporate profits growth. As a 
result, valuations have grown more attractive in emerging markets broadly relative to 
other regions, which may face downward revisions. We believe an asymmetric return 
opportunity may be at hand: emerging markets could enjoy significant upside should 
global economic growth stabilize, while the risks appear to be no worse than equal  
to other markets in the event the current slowdown continues to worsen from here.

The trade-weighted value of the U.S. dollar is a key determinant of both profit growth 
and global economic growth in coming quarters. While U.S. interest rates have declined 
this year, there are no advanced economy central banks with a policy rate higher than 
the Fed. The dollar may be near its peak, but it’s difficult to see it sustainably lower 
unless the global economic and interest rate environment shifts. Historically, U.S. dollar 
bullishness has weighed on equity market momentum. We consider this a risk for U.S. 
equity markets, emerging markets, and energy-importing countries.  

In our portfolios, we are slightly underweight U.S. and other developed market 
equities where we believe risks are skewed to the downside. We remain neutral in 
emerging markets, as we believe they offer significant upside should the economic 
environment stabilize. Should even a partial trade deal between the U.S. and China 
come to fruition or a significant rebound in global growth stem from fiscal stimulus, 
we would reconsider our current aversion to risk assets with emerging market 
equities offering an appealing opportunity to add stock exposure to our portfolios.

Investing in a (still) late economic cycle
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Despite slowing economic conditions, financial assets have become more expensive, pushing 
expected future returns lower. Potential upside drivers are limited, while downside risks are 
considerable. Unless we see a clear turnaround —that is, three or four months of improving, 
not just stabilizing, data —we will continue to position our portfolios more defensively.

Still, we do not expect recession until at least the end of 2020. As a result, we are shifting 
further towards a two-speed manner of portfolio management. Strategically, in our one-to-
three-year view, we are focusing on capital preservation. This means adopting a more 
cautious stance toward corporate credit and equities. 

On the other hand, we recognize the roles of liquidity and sentiment in creating tactical 
opportunities. As we sell into all-time market highs, we are building flexibility to take 
advantage of those opportunities as they arise. 

Two-speed investment 
management 

The core of the portfolio is in low gear 

This expansion is long in the tooth, with the economy 
operating at or near full capacity. Growth is slowing and 
company profitability is at risk. Valuations have crept 
higher and risks are skewed to the downside. 

Move structurally more defensive:

n Large caps

n High-quality and short-duration credit 

n Long-duration government bonds

Satellite investments are committed to  
higher gear opportunities 

Recession is unlikely in the short term, but mixed economic 
data and the heavy influence of risk can create short bouts 
of market optimism. Build flexibility to take advantage of 
short-term opportunities. Consider pro-cyclical assets as 
a hedge against the possibility that faster growth is 
restored.

n Hold cash that can be redeployed tactically on 
better pricing

n Cyclical stocks

n Emerging markets equity

Focus on capital 
preservation 
while allowing for 
tactical upside
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Proceeding in equities with caution
Consumer spending is holding the U.S. economy upright, and so long as that remains 
the case, we would not expect U.S. earnings to suffer a sharp decline. Nevertheless, 
earnings growth is likely to stay anemic in 2020 as margins come under further 
pressure. Where a rising tide once raised all ships, high valuations and slower earnings 
growth requires a more selective approach to equities, paying close attention to 
profits, factors, styles, and geographies.

Follow the free cash flow. As described earlier in this report, earnings in 2019 did not 
necessarily reflect sustainable company strategies. In an environment of lower economic 
growth and decelerating earnings, generating reliable income in equities requires 
following the cash flow. Look for companies that have made reliable sales, show 
promise of growing their cash streams into the future, and have been good stewards 
of those profits [in the sense that they invest in projects with a high return on invested 
capital (ROIC) and find ways to return profits to shareholders]. These companies are 
better positioned to provide stable income for investors through growth slowdowns. 

Bigger may be better. Following cash flows pushes us to favor large-cap companies. 
Small-cap valuations are favorable but smaller companies tend to underperform late 
in the economic cycle. Heavier debt burdens leave them susceptible to tightening 
credit conditions, while higher labor costs disproportionately squeeze profit margins. 
Until we see a material improvement in the economic cycle, we expect large caps to 
outperform in aggregate. 

Value vs. Growth? Some of both. There is no doubt that growth companies trade 
at a premium to their value counterparts. Despite this, growth companies remain 
attractive as a long-term investment. Growth stocks offer a significantly higher ROIC, 
increasing their earnings power. Even with constant profit margins, low yields will 
continue to push investors to demand yield—including earnings yield.  

Value strategies have become cheaper—perhaps cheaper than reasonable 

Sources: New York Life Investments Multi-Asset Solutions, Russell, Bloomberg LP, 11/18/19.

Two-speed investment management 
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Value stocks, on the other hand, have underperformed for the last ten years. For 
most of that time, we believe this underperformance was justified, as more expensive 
growth companies offered higher ROIC and superior earnings growth. More recently 
however, value fundamentals have not come in materially worse, but the prices have 
continued to deteriorate, which means value strategies have become considerably 
cheaper—beyond perhaps what is reasonable. 

Fixed income spreads do not reward risk
High-quality, low-risk income is getting harder to find. We encourage focusing on 
capital preservation, income generation, and risk management. Where incremental 
risk is appropriate, we are increasing flexibility. 

Offensive opportunity: Increase interest rate sensitivity (duration). U.S. yields 
have fallen gradually over time, but investors continue to search for yield. Low and 
even negative rates abroad increase the gravitational pull on U.S. interest rates (see 
Lower for Longer section on page 14 for more context). Admittedly, it is possible that 
rates edge higher in the near term. However, as economic conditions continue to 
deteriorate, interest rate duration provides the best risk-adjusted returns to bad data 
or a swing in sentiment. With the yield curve upward sloping once again, investors 
can use 2020 to move neutral on duration across investment-grade strategies, 
depending on the balance of overall portfolio positions. We see U.S. Treasury 
duration as the most attractive source of “hard” duration to hedge risk assets. 

Credit markets require a conservative approach. We continue to see the 
risk-reward dynamic in corporate credit markets as unfavorable, particularly in 
high-yield securities and leveraged loans. High leverage and declining margins put 
these securities at risk for rating downgrades and possible impairment. 

In 2019, investors moved up in credit quality across fixed income securities. This left 
higher-quality credit more expensive and thus insufficient as a risk mitigation strategy in 
the asset class. Spreads have narrowed everywhere in 2019 but have narrowed least 
among the lowest quality issues. While higher risk securities (CCC) offer slightly better 
compensation, we see it as extremely risky. As a result, investors will have to think in 
more agile terms by shortening duration and looking elsewhere for portfolio upside. 

The riskiest high yield spreads show early warning signs

Sources: New York Life Investments Multi-Asset Solutions, BofA Merrill Lynch, Bloomberg LP, 11/18/19. 

Two-speed investment management 
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Despite these concerns, high-yield bonds are an important aspect of many investors’ 
strategic allocation and investment benchmarks. Even if credit spreads do not tighten 
further, the asset class offers an attractive stream of investment income that is likely 
to outweigh our expectation for gradually rising defaults in 2020. For investors looking 
to maintain high-yield exposure, we recommend keeping duration short. In addition to 
providing some flexibility to the credit cycle, short duration historically indicates less 
credit risk and less vulnerability to a sharp reversal in rates.  

Further diversification
A balanced approach to investing sounds safe and straightforward, but that is not 
always the case. Given the structural changes we could be experiencing in economic 
growth and interest rates, even income-focused stocks and bonds could produce 
returns below long-term historical averages. Meanwhile, bouts of higher volatility  
and correlations between asset classes can make it particularly difficult for investors 
to achieve their objectives. Under these conditions, investors may benefit from 
investments offering further diversification properties. Real assets, real estate, and 
municipal bonds are three relevant opportunities.  

Valuations in traditional asset classes are high, increasing need  
for diversification 

Sources: New York Life Investments Multi Asset Solutions, S&P, MSCI, CBOE, BofA Merill Lynch, 
Bloomberg, 11/18/19.

Real assets. Easier financial conditions, low inflation expectations, and low yields 
mean that larger market moves may be driven by changes in sentiment and liquidity. 
Those changes can happen quickly, and make building a resilient portfolio ever  
more important for investors. A combination of cyclically sensitive assets, valuable 
diversification, income-yield, and appreciation can bolster a portfolio from material 
risks. Precious metals provide short-term downside risk reduction. Property 
investment provides diversified income streams and appreciation potential. Should  
we be incorrect in our expectation for tepid inflation, real assets provide a good 
hedge against inflation risk. 

Two-speed investment management 
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Real estate. Investing in real estate offers another attractive diversifying strategy with 
solid fundamentals, attractive income, and lower correlations to economic and market 
forces. Real estate opportunities can be liquid or highly illiquid, as suits investors’  
risk and return constraints. We prefer working with managers that can match strong 
underlying fundamentals—demographic trends such as growing populations, high 
educational attainment, and robust labor markets—with an ability to navigate short-
term interest rate conditions and deal flow. Managers who are locally present and 
have built the appropriate relationships to access the best deals and economics can 
provide high value. 

Municipal bonds. Municipal bonds have experienced large capital inflows, which 
has driven pockets of high valuations in the asset class. Similar to other areas of  
the lending market, increased demand for new and existing issues has driven down 
yields on riskier municipal borrowers. The Tax Cuts and Jobs Act of 2017 also 
increased flows to the space, reducing borrowing costs further. As a result, it is 
important that investors utilize prudent decision-making and cautious active 
management in the asset class. 

Still, these bonds tend to be of higher credit quality than many corporate issues, 
offering lower historical default rates and higher recovery rates when compared to 
equivalently-rated credits. The after-tax yield can be more enticing for some investors 
with relatively lower risk than in corporate fixed income.  

Environmental, Social, and Governance (ESG) investing: Investors diversify their 
portfolios by adjusting exposure to risk factors, such as the economic cycle or credit 
risk, to achieve some balance across potential market moves. While ESG factors  
are in the early stages of incorporation, we believe these risks will be increasingly 
recognized as impactful on company profitability the same way that traditional risk 
factors are. We are already witnessing the importance of the governance factor, 
where the public is increasingly skeptical of companies lacking transparency. Shifting 
investor preferences will also play a role; younger generations are more concerned 
about long-term ESG risks and may demand more attention be paid to these factors. 

Two-speed investment management 

A note on investor behavior

If 2019 taught us a single lesson, it is that the price of a security is driven by more than just current or 
expected earnings. Fundamentals are only a starting point. Psychological and emotional factors have played  
a big role in shaping returns. 

Unfortunately, investor rationality is often the exception, not the rule. As prices swing lower, staying invested 
is often the best option for overcoming these short-term market stresses. As challenging as it can be, 
focusing on your investment goals rather than near-term market moves is the best way to weather market 
storms over time. If you’re confident in your strategy, maintain your position or even add to it as the market 
moves lower. By contrast, as valuations creep higher, be wary of investor sentiment outpacing fundamentals.
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Lower for longer: investing 
for a low-return future

These views were shaped with the generous support of our colleagues at MacKay Shields. 

As of November 15, 2019 a staggering $12.1 trillion in global investment grade bonds were 
trading with negative yields, down from a peak of $17 trillion in August. At the same time, 
21.6% of bonds within the Bloomberg Barclays Global Aggregate Bond Index, one of the 
most widely used global bond benchmarks, were trading with negative yields-to-maturity. 

The persistence of these statistics is generating anxiety among investors of all levels—from 
institutional investors to retirees in the U.S. and abroad. But this isn’t a new problem. As the 
chart below demonstrates, the higher-rates experience of the 1980s is an aberration, and 
interest rates have been moving structurally lower for more than a hundred years. 

The persistence of lower yields isn’t a new problem

Sources: New York Life Investments Multi-Asset Solutions, Shiller, U.S. Federal Reserve, Federal Reserve Bank 
of St. Louis, 11/18/19. 
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Why are interest rates so low?
In a rapidly growing, dynamic economy, we would expect the equilibrium interest 
rate to be high, all else equal, reflecting the high prospective nominal return on 
capital investments. By contrast, low interest rates are common in slowly growing  
or recessionary economies, where investment opportunities are limited or  
profitability is low.

The U.S. expansion is now in its 11th year, and so, short-term economic growth  
alone does not explain the current low interest rate environment. In fact, several 
factors contribute to lower interest rates, many of which are structural in nature. 

Today’s low rates are not as much of an outlier as many investors expect. History  
has seen several periods of negative real bond yields. The current level of the real 
U.S. 10-year Treasury yield (between -70 and +10 basis points (bps) depending on  
the inflation metric) is in the bottom quintile relative to the last 100 years. Still it is  
not a record low. 

Lower for longer: investing for a low-return future

Lower rates are the result of cyclical and structural factors

Cyclical factors bring down interest rates in the short term.

	 n Global economy is slowing

	 n Central banks are lowering interest rates

Structural factors point to a future of higher savings rates and lower interest rates. 

	 n Aging population and low birth rates slow labor force growth, creating a drag on potential economic growth 

	 n Technological innovation reduces inflation and cost of capital (interest rates)

	 n High debt, an unequal distribution of wealth, and insufficient retirement savings, create a mismatch  
 between wealth (financial capital) and consumption 

	 n Transmission mechanism of monetary policy is impaired

	 n “Shadow banking” makes capital more available, and thus cheaper 

	 n Higher savings rates —due to expected lower returns and higher health care costs—reduce consumption 
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What does the new normal look like? 
There are circumstances in which higher real interest rates would become more likely. 
In the short term, higher certainty around interest rates could encourage companies 
to invest in moderate-to-low return opportunities. In the long term, policies that 
support higher potential economic growth rates—higher productivity and stronger 
labor force participation—would improve average investor returns. 

While possible, we believe the barriers to sustainable higher-growth policy-setting  
are high. As a result, we encourage investors to plan for a “new normal,” which will 
include some important structural changes to the investment environment: 

Economic growth, inflation, and interest rates will be lower. The structural, 
demographic factors weighing on economic potential are likely to persist. Of course, 
economic growth and interest rates will still shift with the economic cycle and 
financial conditions. As ever, getting investment pricing right will require investors to 
estimate whether market interest rates are higher or lower than neutral for that phase 
of the cycle. 

Risk premia will be lower. Lower yields mean lower risk premia across asset 
classes. Investor risk may not receive adequate return for the risk they are taking, 
exacerbating the gravitational pull on investment returns. 

Equity multiples may be higher, but average investor returns will be lower. 
Lower average interest rates mean that equity multiples can be higher on average, 
taking into account a new neutral rate for seeking discounted cash flow. Bond yields 
may be lower for longer periods of time, and market sell-offs may be limited to 
corrections rather than outright bear markets. However, this higher average pricing will 
eventually be met with lower potential growth expectations. Investor returns will be lower 
on average, with boom-and-bust cycles creating opportunities for active investors. 

Lower for longer: investing for a low-return future

What do low interest rates mean for equity multiples? 

Traditional asset valuation discounts future returns to present values. If the expected long-term interest rate  
is lower, then the current value of a company’s earnings will be higher. 

However, if interest rates stay “lower for longer” in part because economic potential has declined, then 
companies will experience lower sales growth over time. 

Which impact wins? For equity valuations, it’s all a matter of timing and expectations. Lower rates contribute 
positively to equity prices at first, because they can change quickly without impacting long-term growth 
assumptions. This means that equity multiples can be sustainably higher for several years. Once market 
participants downgrade their long-term growth expectations, multiples can be lower on average. 
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Valuation metrics will adapt. “Lower for longer” inflation, interest, and growth  
rates make up a structural shift in asset pricing. As a result, comparing asset class 
valuations to their own levels in the past may become less effective. When all financial 
assets—risky or risk free—are expensive, investors may be cornered into making 
decisions based on relative valuation.

Investors may need to look beyond just time series analysis and start including 
cross-asset breakdowns. Consider return premia relative to risk-free alternatives and 
relative to inflation to make allocation decisions. Optimizing return and portfolio 
diversification may become a function more of factors than of asset classes. 

Identifying value has become more challenging

Sources: New York Life Investments Multi-Asset Solutions, IBES, S&P, Wilshire, U.S. Bureau of Economic 
Analysis, Schiller, Bloomberg, 11/18/19. Opinions of the Multi-Asset Solutions team.  

Risk distribution may have fatter tails. Slower economic growth and looser fiscal 
and monetary policy may dampen boom-and-bust cycle frequency. Add an ongoing 
investor search for yield, and market participants may grow more comfortable  
with riskier investments. We’ve seen it happen before in the dot-com and housing 
bubbles. Perhaps we are seeing it right now in corporate leverage. These bubbles 
may not cause recessions, but they can exacerbate drawdowns when they occur. 

Lower for longer: investing for a low-return future

Signals from U.S. equity valuations differ

Undervalued Extremely OvervaluedOvervalued

Enterprise Value to EBITDA

Price to NIPA Profits

Price to Book

Cyclically Adjusted P/E

Price to Earnings

Wilshire 5000 / Total US GDP

P/E + Misery Index

Price to Sales

Yield Gap

Low unemployment 
and low inflation make 
equities look attractive

Given low bond yields 
the relative value of 
equities look attractive 

Intrinsic measures of equities 
relative to the economy, profits 
or sales look expensive
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Passive investing may be less prudent. Lower overall returns and fatter-tailed risk 
distributions call the sustainability of passive returns into question. If stronger periods 
of economic growth only come when excess savings chase higher—and therefore 
riskier—returns, then following the overall market may not be suitable (or profitable)  
for the average investor. 

Average default and recovery rates will decline. Lower interest rates mean that 
debt coverage is more affordable for companies. As a result, zombie companies—
those with little or no revenues—can stay in business longer with assets of diminishing 
value. This dynamic is likely to make average default rates lower; recovery rates in the 
event of default will be lower as well. 

This business cycle dynamic will not be static. Persistent low interest rates could 
increase the proportion of zombie companies in the economy over time. If company 
costs, including debt service costs, rise, then default rates could also rise. 

Policy tradeoffs may shift. As the public grows accustomed to lower growth rates, 
it will also come to expect lower inflation. Extended quantitative easing programs are 
thus likely to become more commonplace.

Should governments spend more openly? If we expect lower interest rates to persist, 
then budget discipline becomes less urgent in the short run. 

On balance, lower interest rates reduce, but do not eliminate, concerns around higher 
government spending levels. According to a study by the Aspen Institute, the U.S. 
Federal fiscal outlook is unsustainable, even with projected interest rates that remain 
below the U.S. economic growth rate for the next 30 years. Fiscal debt and deficit 
levels will eventually steepen the yield curve and increase long-term borrowing costs 
for governments. 

If we expect lower interest rates, then a more balanced perspective on government 
investment is appropriate; a blank check is not. Governments already running fiscal 
deficits should be wary of additional spending, unless it is designed for high-return 
investment (infrastructure, education, etc.) or to cushion the impact of recessions.

Companies and investors may become more active. Lower interest rates have 
serious implications for both companies and their investors. Excess savings mean 
that companies have fewer options for profitable projects, and that investors will earn 
lower returns in the long run. As a result, these two groups may have a role to play in 
pressing for government policies that would alleviate a “low forever” reality by working 
on some of the structural causes discussed above: improving infrastructure/education 
and reducing wealth inequality. 

Lower for longer: investing for a low-return future
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How to invest in a “low for long” environment
The transition to a lower interest rate environment has been and will continue to be 
uncomfortable for investors. Households have saved and companies have invested 
with return expectations that may no longer be appropriate. This “new normal” 
environment does not mean that investors cannot reach their goals, but they must 
plan accordingly. 

Lower interest rates may change the way that various asset classes behave, 
challenging the conventional wisdom around asset allocation. For example, in  
much of 2019, stocks and bonds were more correlated than usual. This occurred  
in part because equity valuations proved sensitive to factors that typically drive  
fixed income: interest rate sensitivity and coupon (dividend yield). 

For many investors, it will be more appropriate to increase savings than to increase 
portfolio risk. But for those with the appropriate time horizon and risk profile,  
taking a deeper look into risk exposures can help inform better return and 
diversification decisions. 

This list is not exhaustive, but it illustrates the tradeoffs investors can consider in 
their portfolios. If asset class returns behave differently in the future than they have 
in the past, investors can ensure they are exposed to the risks that they can tolerate 
relative to their return. 

Lower for longer: investing for a low-return future

Low bond yields in the Japanese context 

Negative yields do not mean a positive return can’t be generated from a bond portfolio. We looked at a 
Japanese bond portfolio from 1995 — the time from which the Japanese 10-year bond yield fell closer to  
zero — to today. During this time, the bond portfolio yielded 3.6% total return per year in local currency terms. 

If investors think the U.S. is headed towards a Japan-like interest rate environment, then selling off bonds is 
the wrong conclusion. Sustained negative rates and a flat or inverted yield curve can reduce the opportunity 
for capital gains. Until we experience those conditions, even low-yielding government bonds provide a relatively 
safe and profitable way to achieve portfolio duration. They also provide a diversification benefit, helping to 
offset the impact of equity selloffs in an environment of rising macroeconomic uncertainty. 

Lower interest rates, then, do not spell the end of investment returns, but do require shifts in the product mix 
investors use to meet their goals. 
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Returns to Japanese assets in a low rate environment

Sources: New York Life Investments Multi-Asset Solutions, Nikkei, S&P, Bank of Japan, MSCI, Barclays, 
Bloomberg LP, 11/18/19. Returns represent the annual average return (%) over the period from November 
2009 – November 2019, total return (including dividend and coupon payments received to an owner  
of the security during that time period). Equities are represented by the Nikkei Total Return Index. 
Government bonds are represented by the Japan Benchmark 10-Year Government Index. Credit is 
represented by the S&P Japan Corporate Bond Total Return Index. Real estate is represented by the 
MSCI Japan Real Estate Gross Return JPY Index. 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.

Diversification still matters. While the process for diversification may change over 
time, it will not happen all at once. For most investors, bond allocations have been and 
should continue to be the natural and efficient diversifiers across a broad range of asset 
allocation strategies. Although diversification does not ensure against loss, investors 
who focus only on comparing a bond coupon to an equity dividend may miss out on 
some of the best investment opportunities and thus higher risk-adjusted returns.

Plan on a stronger dollar. The U.S. is near full employment with a lower but positive 
nominal policy rate. We are less optimistic with regards to potential economic growth 
for the eurozone and Japan. As a result, the ECB and Bank of Japan have moved 
all-in on quantitative easing and will be in no hurry to raise interest rates. In this 
scenario, the trade-weighted U.S. dollar is likely to maintain its higher average value. 
This will put a damper on U.S. inflation as imports from abroad are relatively less 
expensive when the dollar is strong. It also creates pain for commodity-importing  
(and especially energy-importing countries), who must pay more local currency for 
USD-priced commodities.   

Work with managers capable of country- and security-level analysis. In a 
world of lower average economic growth rates, there will be secular winners and 
losers across countries, strategies, and companies. Traditional heuristics, such as 
“growth vs. value” or “emerging vs. frontier markets” have already been disrupted  
and will become less powerful over time. Lower average returns will make tactical 
adjustment throughout boom-and-bust cycles even more important. As a result, 
active managers who invest in bottom-up research across these factor types will 
have more opportunity to claim reward. 

Lower for longer: investing for a low-return future

Annual returns over 10 year average, total return, 
November 2009 – November 2019 
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Implications for investors with long-dated liabilities
We feel it’s worth addressing the elephant in the room. “Lower for longer” interest 
rates present structural challenges for institutional investors with long-dated liabilities, 
particularly insurance companies. Long-dated liabilities and high sensitivity to interest 
rate volatility mean that these investors will have to work particularly hard to maintain 
the promises made to their clients over multi-year terms. Lower interest rates make 
financing and pricing some insurance products more challenging. 

Still, the right kind of institutional managers can provide resiliency and a permanency 
of capital to investment solutions, creating longer-term opportunities where other 
investors cannot. Investors should assess these companies similarly to the way they 
consider other investment opportunities. In times of disruption, it is best to focus  
on diversified companies with high-quality ratings. Consider whether the investment 
manager aligns with your risk tolerance, and whether they have the permanency of 
capital to take advantage of market dislocations. 

We discourage institutional investors from focusing solely on the asset side of their 
balance sheets. Liabilities are very sensitive to the yield curve. Moving underweight 
duration to pick up yield could create large asset-liability and duration mismatches  
as yields fluctuate. 

As active managers, we think it makes sense to emphasize caution and flexibility  
in our portfolio construction and not to place too much weight on the “new normal” 
baseline just yet. The environment will be difficult, but disruptions provide good 
opportunities for active investment managers. 

Lower for longer: investing for a low-return future
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Risks are always present in portfolio management, but we see risks for the next several  
years as skewed to the downside. With factors such as geopolitics, climate change, and 
populism, it also becomes more difficult to attach probabilities to possible outcomes. 

We encourage investors to focus efforts on risks that will impact portfolios in the next 6-12 
months. Risks with shorter-term or un-trackable impacts are unlikely to be worth chasing  
for most investors. 

There are a few key scenarios that would cause us to reconsider our portfolio positioning. 

Currency war: U.S. officials have at various times accused China, Germany, Russia, and  
Japan of gaining an advantage by acting to keep their currencies undervalued. At the same time, 
Trump has said he prefers a weaker currency as a means of improving for U.S. companies.

We see a sustained, outright currency war as unlikely. The U.S. dollar is broadly traded and 
difficult to manage. Large volumes mean that the Federal Reserve would have to cooperate 
for a currency war to last, which would endanger the institution’s independence. In a fragile 
economic and financial market environment, governments are unlikely to be eager to use 
foreign exchange reserves and other resources for a currency battle.  

However, the implications of a currency war would be widespread. Risk-off sentiment in 
financial markets would expand beyond currencies and into impacted country equity  
indices. Multinational businesses would suffer, as currency translation impacts make  
product placement and profitable sales more challenging. 

Illiquidity issues: Falling global yields have prompted an increase in demand for higher-
yielding private (or otherwise illiquid) market assets. This strategy can be effective when it  
meets investors’ risk tolerance and risk appetite. However, the proliferation of liquid instruments 
providing daily prices for illiquid securities (high-yield bonds, bank loans, etc.) should be 
treated with abundant caution. A scare in those markets could require non-strategic sales  
of public assets to meet redemptions. This raises the risk that changes in market sentiment 
and risk posturing could be difficult to accommodate without significant market disruption. 

Financial stability risk: Low interest rates and the accompanying search for yield can lead 
to excessive valuations, particularly in credit. We are not yet to pre-crisis levels, but it makes 
sense to watch closely for potential correction. 

U.S. 2020 election: As the U.S. presidential election draws nearer, clients will ask how the 
results could impact their portfolios. Our view is that the 2020 election will be a focal point 
but will drive little policy change. 

At first, markets and the economy will impact election results more than the other way 
around. History shows that if equity prices are higher in the three months before the 
presidential election, the incumbent party has generally won. Bear markets and recessions 
tend to kill presidential re-elections. 

What Keeps Us Up  
at Night?
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It is important for investors to remember that politics do not have a sustained impact 
on markets—it’s policy that drives change. A volatile political environment in 2020 is 
nearly certain, and the results of the election could drive major sector changes (health 
care, pharmaceuticals, etc.). Until those results are clearer, politics are likely to be 
more noise than portfolio signal. 

Longer-Term Risks
While not an immediate concern, we believe these structural risks could 
shape future market dynamics:

Climate disruptions impact markets. More frequent and severe weather-related 
shocks can have profound impacts on global economic activity and inflation. In the 
medium term, an increasing probability of fat tail catastrophic events could make it 
more difficult for investors and policymakers to distinguish signal from noise. On a 
more prolonged basis, investors will be required to consider governmental responses 
to climate risks: regulatory change, carbon tax, and higher required public investment. 
These will create winners and losers in the corporate sector, which in turn will require 
active management of credit and default risks. 

Populism and de-globalization. Globalization also creates winners and losers. 
Since the financial crisis, household losses and low interest rates have contributed to 
the gap between the two. This matters for economic potential. A 2017 International 
Monetary Fund (IMF) paper found that at a certain level inequality starts to have a 
negative impact on economic develop-ment, not to mention a negative impact on  
GDP growth of up to 0.35% per year over 25 years.

World trade as a percentage of GDP peaked in 2008. We expect this trend to 
continue, and for political consequences to contribute to market volatility. How 
governments go about calming or stoking social unrest will be critical for long-term 
investment strategy.

Rise of China and digital cold war. The U.S.-China trade war is just one 
manifestation of conflict between the two countries as China becomes more powerful. 
China’s managed economic model will increasingly challenge the Washington 
consensus-based principles of reduced economic and financial barriers, privatization, 
de-regulation, and secure property rights. Companies will have to navigate policy 
uncertainty and face idiosyncratic risks such as cyber threats with higher frequency.

Shift to managed trade. Sustained focus on one-off trade deals rather than 
regional deals or global norm-setting would gradually shift the way that multinational 
organizations consider their supply chains and distribution. Regional trade blocs 
would become more likely, shifting production closer to home and requiring an even 
stronger focus on culture and regional preferences. Resulting supply chains could be 
less optimal, but more secure. Investment decisions would likely take a stronger 
regional tilt as well.

Market structure. Changes in market structure since the financial crisis make 
liquidity disruptions more likely. Lack of market-making and the increasing popularity 
of passive and quantitative investments reduce market liquidity, creating a feedback 
loop that precipitates selloffs in times of volatility. Estimates show that the average 
liquidity in U.S. equity markets during the December 2018 selloff and subsequent 
recovery were less than one-third of the liquidity in previous episodes—and about  
half of the worst liquidity drawdowns since the financial crisis. These developments 
are likely to contribute to the next crisis and could become an attribute of market 
movements for the foreseeable future.

What keeps us up at night?
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We are New York Life Investment’s specialists in multi-asset investing, assisting 
our partners in their persistent pursuit of investment success.

Why the Multi-Asset Solutions (MAS) team?

Access

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

Skill

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

Navigation

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

Multi-Asset Strategies

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

Market Intelligence

Investment services 
designed to support  
our partners and 
our investors.

Customized Solutions

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

Partner with us

• Market Insights
• Risk Analysis
• Investment Strategy
• Financial Education

• Allocation Funds
• Model Delivery
• Separate Accounts

• Global Tactical Allocation
• Risk Modeling
• Income Generation
• Inflation Protection

Our mission is to build, preserve, and grow financial assets alongside our partners 
with integrity and respect through quality investments, education, and innovation.
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Index Definitions
Bloomberg Barclays Global Aggregate Bond Index is an 
unmanaged index that is comprised of several other Bloomberg 
Barclays indexes that measure fixed income performance of 
regions around the world.

Japan Benchmark 10-Year Government Index is an 
unmanaged index that tracks the return of the 10-year Japanese 
government bond. 

MSCI Japan Real Estate Gross Return JPY Index is a 
free-flat weighed equity index, that includes movements in  
the index level and reinvestment of dividend incomes from its 
component securities.

Nikkei Total Return Index measures the performance of the 
Nikkei 225 that includes both movements in the index level and 
reinvestment of dividend incomes from its component stocks. 

S&P 500 Index is widely regarded as the standard for measuring 
large-cap U.S. stock-market performance.

S&P Japan Corporate Bond Total Return Index measures 
the performance of the S&P Japan corporate bond index, that 
includes both movements in the index level and reinvestment of 
coupon incomes from its component bond.

Definitions
Active investing 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.

Basis points (bps) are a unit of measure used in finance to 
describe the percentage change in the value or rate of a  
financial instrument. One basis point is equivalent to 0.01% 
(1/100th of a percent) or 0.0001 in decimal form.

Correlation is a measure of how closely two variables move 
together over time. A -1.0 equals total negative correlation, 
whereas a 1.0 equals total positive correlation. Correlation is 
historical and does not guarantee future results.

Credit risk is measured using third party ratings on a scale  
from AAA through C. S&P considers ratings AAA through  
BBB representative of investment grade, while BB through  
C represent non-investment grade.

Diversification is a risk management strategy that mixes a  
wide variety of investments within a portfolio.

Drawdown is a peak-to-trough decline during a specific time 
period for an investment, trading account, or fund.

Duration risk is the name economists give to the risk  
associated with the sensitivity of a bond’s price to a one  
percent change in interest rates.

Earnings yield refers to the earnings-per-share for the most 
recent 12-month period divided by the current market price  
per share.

Fat tails indicate that there is a probability, which may be small, 
that an investment will move beyond three standard deviations. 
Traditional portfolio strategies typically follow the idea that market 
returns follow a normal distribution. However, the concept of tail 
risk suggests that the distribution of returns is not normal, but 
skewed, and has fatter tails.

Inflation risk is the possibility that the value of assets or  
income will decrease as inflation shrinks the purchasing power  
of a currency.

Legal/contract risk is the potential loss that may occur to  
an investment as a result of insufficient, improperly applied, or 
simply unfavorable legal proceedings in the country in which  
the investment is made.

Liquidity risk is a financial risk that for a certain period of time  
a given financial asset, security, or commodity cannot be traded 
quickly enough in the market without impacting the market price.

Market risk is the possibility of an investor experiencing losses 
due to factors that affect the overall performance of the financial 
markets in which he or she is involved.

Operational risk is the risk of a change in value caused by the  
fact that actual losses, incurred for inadequate or failed internal 
processes, people and systems, or from external events 
(including legal risk), differ from the expected losses.

Regulatory risk is a financial risk associated with a change  
in the laws related to a particular industry, country, or type of 
security that is likely to affect investments.

Sovereign risk is any risk arising on chances of a govern- 
ment failing to make debt repayments or not honouring a  
loan agreement.

Taxation risk is the chance that tax rules may change  
resulting in losses due to higher than expected taxes.

Quantitative easing is a monetary policy whereby a central 
bank buys predetermined amounts of government bonds or 
other financial assets in order to inject liquidity directly into  
the economy.

Yield curve is a line that plots the interest rates, at a set point  
in time, of bonds having equal credit quality but differing  
maturity dates.
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