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WEEK OF MARCH 25, 2019 

The Bond Market Was Not Fooled 

For months, I have been warning that economic conditions are deteriorating, and last week 
we received further confirmation that the economic backdrop is weakening. 

For the second time in three months, FedEx could not have been more explicit on what it is 
seeing unfold, as it missed on profits and sales, and trimmed its second quarter guidance. 
This is a $50 billion entity that touches every aspect of the economy and, even amidst all 
the euphoria, the stock price is off more than 30% from the peak. The company cited, 
“slowing international macroeconomic conditions and weaker global trade growth.”   

 
Source: HedgeEye 

“Slowing international macroeconomic conditions and weaker global trade growth trends 
continue, as seen in the year-over-year decline in our FedEx Express international revenue.” 

– Alan B. Graf, Jr., FedEx Corp. EVP and CFO 

“Slowing international macroeconomic conditions” is just a fancy way to say that the global 
economy is in trouble. And the word “trends” implies something that has been going on for 
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“Corporate giants doing business abroad are painting a dreary picture of the world’s 
economy… This week, top executives at FedEx, BMW, UBS and others described bleak 

global business conditions while discussing quarterly results. Fitch Ratings also 
‘aggressively’ cut its forecast for the year.” – Reuters 
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an extended period of time, and obviously FedEx doesn’t expect things to get better any time soon if they have cut profit 
projections twice in just the last three months. 

It is important to understand that shipping companies often feel the effects of an economic slowdown earlier than just 
about anyone else. When a lot less stuff is being moved around by truck, rail and air, that should be a clear indication for 
the rest of us that economic activity is really starting to slow down significantly. 

And FedEx is not an isolated case when it comes to having a gloomy outlook for the global economy. The Cass Freight 
Index, which measures freight volume across all modes of transportation (truck, rail, air and barge), continues to point 
to slowing domestic growth. In February, freight shipment volume across all modes of transportation fell 2.1% from 
February a year ago. If things weaken further globally, results could be even more disappointing down the road. 

U.S. Freight Shipments Are Down on a Year-Over-Year Basis 

 
 Source: Daily Shot 

There are those that view the soft patch in the U.S. economy and the earnings downturn as temporary, and that the 
back half of the year will be filled with “green shoots.” Others claim there are “green shoots” emerging in Europe and 
China, but that is wishful thinking at best. The latest batch of data were very disappointing. Germany’s manufacturing 
sector cratered, plunging to 44.7, the lowest since 2012. China auto sales tanked 15% and Japan’s tool orders 
plummeted 29.3%. The global economy is at its weakest since the financial crisis.  

China is the epicenter for global growth. But what is the catalyst to drive growth from here? 

Just as the U.S. is close to being out of policy bullets, so is China. The capacity to pull off the sort of stimulus that Beijing 
embarked on when it saved the world economy from the Great Recession is virtually nil today. There is simply too much 
debt. The all-in debt-to-GDP ratio is 250%, a massive run-up from 150% when the cycle began a decade ago. As such, 

“The global economy’s in its weakest shape since the financial crisis a decade ago, Bloomberg Economics analysis 
shows. And the reminders are all around: China got more affirming evidence of its big slowdown, with industrial output 
and retail sales softening and a jump in unemployment. The question now is how big that slowdown will be, and what 
China’s stimulus — and the U.S.-China negotiations — will do to put a floor under it. The Chinese Premier pledged that 

they wouldn’t use quantitative easing or massive deficit spending to ease the pain. Japan got more bad news on 
manufacturing sentiment and in the hard investment data. Germany, Europe’s growth driver, can’t hide from the 

daunting external risks. And Turkey just entered its first recession in a decade.” – Bloomberg 
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diminishing returns are setting in. The credit multiplier is weakening markedly over time. In 2008, it took one trillion 
yuan of credit financing to generate one trillion yuan of incremental GDP gains; today it takes 3.5 trillion yuan of such 
financing to achieve the same result.   

UBER DOVISH 

That’s how Chairman Powell characterized the updated view of the Federal Open Market Committee (FOMC) on the U.S. 
economy as they put the finishing touches on arguably the fastest, most fervent 180-degree pivot in Federal Reserve 
history.  

So, Jay, why the uber dovish pivot?  

Could it be Chairman Jay Powell reads the Weekly Relative Value?    

The FOMC press statement was the more downbeat assessment of the economic backdrop. Terse, and to the point.    
The FOMC downgraded its forecasts for the GDP growth and the headline inflation (personal consumption 
expenditures). Dear Lord, wasn’t the big story for the bulls that we were going to see an early-year consumer boom via 
those bloated tax refunds?   

And, as shown below, the Fed has performed a big dovish shift in its dot-plot projections. Back in December, the Fed was 
forecasting four more rate hikes before the end of 2020 (three in 2019, and one in 2020). Now it is forecasting only one 
more hike before the end of 2020 (0 in 2019, and one in 2020… fake news) My, how quickly things have changed. 

  Changing Dots 

 
Source: Bloomberg 

“The unemployment rate is near historic lows, and inflation remains near our 2% goal. We continue to expect that the 
American economy will grow at a solid pace in 2019.” – Federal Reserve Chairman Jay Powell, March 20, 2019 
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By the way, the market is still more dovish than the Fed (and rightly so). The futures market is already telling the Fed 
that its next move is down. Currently there is a 60% probability of a rate reduction by year-end – up from 23% before 
the meeting and 18% odds a month ago (odds of a rate hike are now 0%, to reveal the asymmetry).  

Probability of Rate Cuts Skyrockets 

 
Source: Bloomberg 

As widely expected, the Fed will stop reducing its balance sheet in September (who knew that “autopilot” in December 
really meant nine more months). The taper begins in May as the balance sheet run-off slows from $30 billion now to $15 
billion. So much for being on “autopilot.”  

 
Source: Bloomberg  

The Fed trimmed its real GDP growth outlook to 2.1% from 2.3%, but the range is wide (1.6% to 2.4%). They also 
tinkered with 2020, taking their growth outlook down a touch to 1.9% from 2.0%. Interesting that there is someone at 
the Fed who thinks the best the economy will do in each of the next two years is to grip a “1-handle.” 

The Atlanta GDPNow model is currently forecasting 1.2% growth in the first quarter 2019. The Federal Reserve Bank of 
New York currently estimates gross domestic product will grow at annual rate of 1.4% in the first half of this year, less 
than half the average rate in 2018. As shown below, the central bank’s forecast for longer-term economic growth 
remains below 2%. 

http://www.balancesheetsolutions.org/
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  FOMC Lowers Growth Forecast  

 
Source: Fred 

THE SINGLE BEST RECESSION PREDICTOR 

As has been stated in this space quite frequently, the yield curve has been a reliable predictor of recessions, and the best 
summary measure according to the Federal Reserve Bank of San Francisco is the spread between the 10-year and three-
month yields. And last week, the spread between three-month and 10-year Treasury rates inverted for the first time 
since 2007 and is now flashing a big red recession warning.  

 

As shown in the following graph, in the seven occasions over the past 50 years when the three-month yield exceeded 
that of the 10-year, economic recession invariably followed, commencing an average of 311 days after the initial signal.  
While there are no guarantees a recession will follow the current inversion, you certainly don’t want to bet against such 
a hitting record! 

It’s almost hilarious to read pieces like “Yield Gap Isn’t a Recession Guarantee” in the Wall Street Journal. First, the 
pundits said the curve would never invert. Now that it has, the pundits say not to worry about it. And the ones that say 
there is cause for worry, are also telling you that you have lots of time to prepare because the average lag to the 
recession is 12 months or longer – never mind the wide dispersion within that “average.” The column cites two head 
fakes – in the mid-1960s and in 1998. But in the former, we had tremendous fiscal easing. In the latter, massive 

http://www.balancesheetsolutions.org/
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monetary easing. I don’t see either of these happening just yet. The tax stimulus is behind us, and despite the dovish 
chatter, not one FOMC official was willing at their last meeting to forecast the next rate move being a cut. 

Then again, I am sure Wall Street economists will dream up ways to tell everyone to ignore this. In fact, the vast majority 
of economists don’t see any risk of recession. The typical economist (who, I might add, missed both the 2001 and 2008 
recessions), strategist and analyst are instead taking their cues from the algo- and momentum-driven stock market. 
Their argument is as long as rates remain low, there is nothing to worry about. But they never question why they are so 
low to begin with. The answer? Read up on Japan. 

What is important here is to understand the market message – the shape of the yield curve is a signal that Powell et al 
are falling behind the growth curve. In essence, the market is saying the rate hike cycle ended last December and the 
economy will weaken enough for the Fed to see a reason to cut in less than a year.                         

Yield Curve Inversion = Recession 

 

The bottom line: Don’t listen to what the Fed says. Watch what it does. The Fed has turned amazingly dovish in a matter 
of months. Why? There are substantial impediments to the economy and markets in the near-term, which support the 
Fed’s reversal.  

• Negative or near zero interest rates represent conditions that understandably exist immediately following a 
deep recession, not 10-years after.  

• Fewer tools left in the policy toolbox as the Fed ends the tightening cycle with the absolute and real federal 
funds rate several hundred basis points lower than any economic cycle in history.  

• Debt is a governor to growth and debt that is not self-funding is future consumption brought forward.  

• Deficit and demographic threats, combined with a Fed balance sheet (which is four times normal) and slowing 
population growth, diminish intermediate- to longer-term economic and profit growth prospects.   

• No country is an economic island. China and Japan are both cooling rapidly. Europe is already in a recession 
(that viewpoint just has not been officially recognized yet apart from Italy). Brexit, no matter the outcome, 
has sealed the European fate. 

These risks, which we have chronicled many times in the past, are not lost on the Fed. They realize that by continuing to 
hike interest rates and tighten monetary policy, they are exacerbating the risk of something “breaking.” However, they 
may already be too late, as the bond market is already sniffing out the problems.   

http://www.balancesheetsolutions.org/
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HOUSING DEFLATES 

According to Redfin, February 2019 year-over-year home prices (see table to 
the right) have weakened significantly. The weakness is widespread with very 
few regions escaping a significant deceleration. In some of the high-flying 
regions (San Jose and San Francisco) the declines have been staggering.    

The only thing that even comes close to this sharp of deceleration was circa-
2007. This is another reason why the Fed has reversed its rate hike trajectory. 

Furthermore, the National Association of Home Builders (NAHB) Housing 
Market Index undershot expectations in March — coming in at 62 and 
nowhere near the cycle peak at the end of 2017 (a reading of 74). In other 
words, the message continues to be that the housing market remains in a 
downtrend.   

But what really stood out to me was the weakness in the critical prospective 
buyer traffic sub-index, which peeled back to 44 from 48 in February. Note 
that this is a leading metric. More respondents are now saying that traffic is 
“poor” than “good.” That is not exactly encouraging for those that are betting 
on a housing rebound.     

Why is this? Because cost of housing has risen sharply and there have not 
been commensurate salary increases. Median household income adjusted for 
inflation remains hardly higher than it was at the turn of the century. No 
wonder millennial Americans are crashing on their parents’ couches even 
after college graduation in unprecedented numbers — they can’t afford to 
get on the housing ladder.       

And then we have excess indebtedness, at practically every level of society. 
But most troublingly is the debt among students and millennials. The $1.5 
trillion level of student debt is the chief constraint on housing, autos and 
other big-ticket spending — and this is in stark contrast to the baby boomers 
who only faced a fraction of today’s immense cost of a post-secondary school 
education. 

The level of debt is so burdensome relative to income potential that an 
incredible 12% of borrowers are currently delinquent (late 90 days or more).   
A February report from JPMorgan on the impact of student loans on the 
housing market estimates that high student loan drag has knocked two 
million young adults out of the market, resulting in a 1.5% lower home 
ownership rate. That means they can’t build wealth, which in turn dampens 
demand.    

http://www.balancesheetsolutions.org/
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MARKET OUTLOOK AND PORTFOLIO STRATEGY 

While the Fed retains maximum rates flexibility in the press statement (the next move could go either way), there is not 
one FOMC member willing to go out on a limb and predict that the next move will be a cut. (I expect the Fed to ease in 
full throttle by the summer if not sooner.)                                                                                    

 

But as usual, the bond markets have been way ahead of the Fed. The “bondies” have never been fooled by the Fed’s 
narrative of more rate hikes or the “strongest economy ever” emanating from the White House. To the contrary, the 
bond market has been saying all along that the Fed was wrong (again) and has been pricing in declining growth 
expectations for quite some time. As shown below, intermediate yields have plummeted since November 2018.  

Yields Plummet! 

 11/8/2018 03/22/19 BPS Change  

2-year 2.36% 2.37% +1  

5-year 3.10 2.25 -85  

7-Year 3.16 2.36 -80 

10-Year 3.23 2.47 -76 

30-Year 3.45 2.90 -55 

As shown in the next graph, the five-year Treasury yield has experienced the largest decline.  

In early November, the yield was 3.10%. As of last Friday, five-year yields had plummeted to 2.25%.   

“This is what you should expect when the underlying economy is weaker than you thought.” – William English, Fed Economist 

http://www.balancesheetsolutions.org/
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WOW! 

 

Last Friday, 10-year Treasury yields crashed below 2.50% for the first time since January 2018. The JGB comparable 
benchmark slid three basis points to -0.08% – also near a three-year low and the steepest decline in three weeks. 
German bunds traded below zero (-0.015%). The 10-year Aussie yield fell to a near-record low – to 1.83%. And the New 
Zealand 10-year yield dropped below 2% for the first time ever (1.97% to be exact.) Watch the U.S. alternative follow 
suit once the Fed starts to “walk the walk.” 

 

The dramatic change in the rate paradigm is yet another example of the wisdom and prudence of remaining fully 
invested in a diversified risk appropriate ladder strategy. Those that have listened to the Federal Reserve forecasts 
(random guesses and a horrific track record) have once again been misled and fooled and have yet again missed an 
opportunity to lock in higher rates while minimizing reinvestment rate risk.  

Even if I am early on the recession call (late 2019/early 2020), the Fed is going to be easing policy and easing hard in the 
next recession. If the Fed reverts to a zero-rate policy, the entire yield curve will shift dramatically lower from today’s 
level. (See the following graph of five-year Treasury yields.) 

From a short-term strategic perspective, it would be hardly surprising to see yields retrace given the sharp decline over 
the past three months. That said, it is also quite difficult seeing how rates can rise in a significant and sustained manner 

http://www.balancesheetsolutions.org/
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without dragging the economy down. In other words, any market dip in the bond market should be viewed as an 
opportunity to invest excess cash.    

From a long-term structural risk-management perspective, we continue to advocate that credit unions maintain a risk-
appropriate, high-quality ladder investment portfolio. Avoid the short-term noise, stop forecasting (aka guessing) and 
maintain the ladder discipline. The medium-/long-term risk is that not if, but when the Fed reverses policy, credit unions 
will have missed an opportunity to lock in higher yields and returns. In other words, while staying in cash may seem like 
a risk averse strategy, it may in fact be adding risk to the balance sheet and reducing income from a longer-term horizon.   

 How Low Can Yields Go? 

 

CREDIT UNION EXECUTIVE LEADERSHIP SYMPOSIUM 

Join us for our fifth annual Credit Union Executive Leadership Symposium 
from September 4-6, 2019 in Chicago, Illinois! 

Highlights of this year’s event include: 

• Keynote speaker Suze Orman 

• Dinner at Smith & Wollensky Restaurant 

• Leadership & Motivational Speakers 

• Football Night with Alloya – NFL Opener 

• Economic Outlook 

• Dueling Market Views featuring Tom Slefinger and Steven Rick 

• Multiple Networking Opportunities 

• 9.5 CPE Credits Available 

Register now for early bird pricing and a chance to win free symposium registration with hotel accommodations 
included – a value of more than $1,500! Runner-up prize will be a $500 Visa gift card.  

Visit www.alloyacorp.org/symposium2019 to view the agenda and register today! 
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PREMIER PORTFOLIO 

Since its launch in September 2011, Balance Sheet Solutions’ online trading platform – 
Premier Portfolio – has been making a positive impact at credit unions across the corporate’s membership.  

Visit www.alloyacorp.org/premierportfolio to learn more about Premier Portfolio and how it can benefit your credit 
union! 

MORE INFORMATION 

For more information about credit union investment strategy, portfolio allocation and security selection, please contact 
the author at tom.slefinger@balancesheetsolutions.org or (800) 782-2431, ext. 2753. 

Tom Slefinger, Senior Vice President, Director of Institutional Fixed Income Sales, and Registered Representative of ISI 
has more than 30 years of fixed income portfolio management experience. He has developed and successfully managed 
various high profile domestic and global fixed income mutual funds. Tom has extensive expertise in trading and 
managing virtually all types of domestic and foreign fixed income securities, foreign exchange and derivatives in 
institutional environments.  

At Balance Sheet Solutions, Tom is responsible for developing and managing operations associated with institutional 
fixed income sales. In addition to providing strategic direction, Tom is heavily involved in analyzing portfolios, developing 
investment portfolio strategies and identifying appropriate sectors and securities with the goal of optimizing investment 
portfolio performance at the credit union level.   

 

 

Information contained herein is prepared by ISI Registered Representatives for general circulation and is distributed for general information only. This information 
does not consider the specific investment objectives, financial situations or needs of any specific individual or organization that may receive this report. Neither the 
information nor any opinion expressed constitutes an offer, or an invitation to make an offer, to buy or sell any securities. All opinions, prices, and yields contained 
herein are subject to change without notice. Investors should understand that statements regarding prospects might not be realized. Please contact Balance Sheet 
Solutions to discuss your specific situation and objectives. 

“Premier Portfolio’s online services allows me to access statements and overall market analyses, review a list of 
available security offerings, as well as purchase SimpliCD’s and Alloya’s certificates. Premier Portfolio is 
convenient, easy, secure, and has become my go-to place for investing!”  
– Rhonda Schroeder, CEO of Blackhawk Area Credit Union 

“While it’s always great to connect with our Balance Sheet Solutions Account Executive one-on-one, Premier 
Portfolio is an amazing and easy tool to use in purchasing investments. We have access to statements, online 
trading and the ability to look at all of the offering in one place. I highly recommend trying this out!”  
– Shawn Nikkel, Finance Director of Denver Fire Department FCU 

 “Premier Portfolio is user-friendly and modern. It allows us to browse current offerings and make immediate 
purchases at any point throughout the day. The tracking mechanism in Premier Portfolio is very hand. Since the 
system knows what dollar amount is currently owned in a financial institution, there is no room for error. We 
love the ability to check term and rate on a single summary. Premier Portfolio takes the guessing out of the 
equation. It is a highly useful tool and would recommend to anyone using Balance Sheet Solutions.”  
– Darin Higgins, President of Western Illinois Credit Union 
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