
Quarterly earnings are 
always of concern. We’ll be 
paying particular attention 
to the impact of 
employment costs on profit 
margins. 
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Jungen & Co. Financial Advisers is pleased to present economic and market insights from 

the Portfolio Managers in the MainStay Investments Strategic Asset Allocation and 

Solutions Division. 

On the radar screen 

1. 2. Credit spreads 
widened significantly 
in the back half of 
2015. Should that 
trend persist, it may 
spell trouble for the  
economy and 
financial markets as 
we move through 
2016. 

The ongoing decline 
in energy prices is 
creating havoc in 
some corners of the 
junk bond market and 
for some nation-states 
now in jeopardy of 
failing. Knock-on 
effects to financial 
markets more broadly 
are a risk. 

3. 4. 

A bumpy road to nowhere. Investing is a long term 
proposition, but it is human nature to evaluate progress 
over much shorter spans of time. With that in mind, it’s 
helpful to review the dominant themes of the past year. 

“I have a five-year time horizon, but it comes 

one year at a time.” 

— Anonymous 

Similarly, high-quality bonds generated basically no 
return, while speculative-grade issues finished in 
the red. In short, 2015 was a difficult year in which 
to turn a profit as an investor with few bright spots 
to find. Among the contributing factors: 

Volatility in both bond and equity markets notched higher 
vs. the prior two years, but wasn’t particularly elevated 
relative to historic norms. And, for both stocks and bonds, 
the trend was as flat as it was noisy. U.S. stocks wrapped 
up the year with close to a 0% return (large-caps were 
positive, mid- and small-cap names lost ground). In dollar 
terms, developed overseas equities likewise averaged 
close to 0% with equities in developing nations faring 
quite a bit worse, posting double digit negative returns. 

Outside of raw 
materials, inflationary 
pressures are building. 
Higher rates/yields 
than generally 
expected are possible. 
Look to wage inflation 
as a harbinger of more 
generalized inflation to 
come. 

— Commodities bust. Excess supply derived in part 
from technological advances drove pricing further 
south across a range of raw materials including 
energy, metals, and crops. A bane to producers, the 
multi-year price plunge has been a boon to 
consumers. 

— The U.S. dollar. With economic paths diverging 
and monetary policy following suit, the U.S. dollar 
strengthened on most other currencies, devaluing 
foreign generated earnings and rendering U.S. 
products and services less competitive on price in 
global markets. 
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Making predictions is often a humbling exercise, but 

we’re going to take another shot at it despite having 

been rather wide of the mark on occasion in the past. 

A few of what we anticipate will be dominant storylines 

in the year ahead include: 

"Success consists of going from failure to failure 
without loss of enthusiasm." — Winston Churchill 

— China. While deceleration was not as dramatic as 
some feared, the rate of growth in China clearly 
slowed, triggering investor anxiety and contributing to 
the summer swoon in global equities. The 
transformation to an economy driven by domestic 
consumption rather than exports and state sponsored 
infrastructure projects is fraught with challenge, but 
appears to be progressing relatively well. 

— Europe. The latest episode in the Greek debt crisis 
has come and gone without sparking significant 
contagion within neighboring states, but significant 
strain within the European Union remains. Fiscal 
imbalances persist and the deepening refugee crisis is 
fueling the rise of nationalist parties. 

— Personal Consumption. Bolstered by strong job 
creation, gradually accelerating wages, low interest 
rates, improving credit availability, and cheap 
gasoline/heating fuels, household spending surged in 
the U.S. Consumer discretionary stocks led the pack in 
this year’s stock market derby as a result. 

— Liquidity. Regulatory changes following the great 
recession of ’07-’08 have served to greatly curtail bank 
participation in bond trading. Some have suggested 
that this may result in disorderly market conditions, 
and stress within the high-yield market late in the year 
provided some indication that may be an altogether 
valid concern. 

— Profit Margins. Rising wages also diminish corporate 
profitability, all other things being equal. The increasing cost 
of debt capital (higher rates, wider spreads) will also weigh 
on results. Barring large gains in productivity or unexpectedly 
big increases in revenue growth, 2016 is unlikely to see 
significant growth in corporate earnings. 

— Brexit. Greece has fallen out of the headlines for the time 
being, but fiscal conditions there and in many other Eurozone 
states remain stressed. Political challenges are now being 
compounded by the weight of mass migration from the 
Middle East and North Africa, tearing at the social fabric of 
the European Union. A looming referendum in the United 
Kingdom on European Union (EU) membership may be the 
next shoe to drop in the ongoing European debt crisis. Or it 
may come sooner. 

— Inflation. Due to a combination of falling commodity 
prices, a strong dollar, subdued wage growth, and a variety 
of other factors, headline inflation has been very low for 
some time now. That may be changing. Compensation 
gains are accelerating, the dollar has leveled off to a 
degree, and commodities now represent a smaller weight 
in consumer baskets. Headline inflation may be heading 
higher, and if so, pressure will mount on the Fed to tighten 
monetary policy more aggressively. 

— Other Geopolitical Risks. Russia is a perpetual wildcard 
whose actions on the world stage frequently reverberate 
through financial markets. China’s territorial ambitions and 
increasing willingness to flex its muscle as a growing power 
likewise has the power to rattle investors. But we suspect the 
most probable event that will move markets will be the collapse 
of one or more states due to the plunge in the price of oil. 

Taking all this into consideration, our views on the year ahead 
are not substantially different than they were at the end of 
2014. Earnings growth is likely to be modest but positive and 
equity valuations are not stretched, implying historically 
average returns to stocks broadly. Not great, but likely better 
than what is available from high-grade bonds, which remain 
vulnerable to the effects of mounting inflation and rising 
interest rates. Speculative-grade bonds, in contrast, look more 
interesting despite accelerating defaults now that spreads have 
widened to such a generous level. And so we begin the new 
year with a “risk-on” posture within the portfolios we manage, 
leaning gently into stocks and credit. 
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