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WEEK OF JUNE 17, 2019 

Disinflation in the Nation 

In May, consumer prices came in as expected with a 0.1% increase, taking the headline 
inflation rate down to a three-month low of 1.8% from 2% in April. The four-month trend is 
down to 1.54%.  

Even better, the core index came in at +0.1% too, below market views of +0.2%. This was 
the fourth straight month in which the core Consumer Price Index (CPI) has only mustered a 
0.1% gain, and over this time frame, the pace has slowed to a 1.5% annual rate, the lowest 
since July 2017. The CPI adjusted for food, energy and shelter — call it the economic-
sensitive CPI that correlates with the economy — started the year at 1.5% and now is down 
to 1.0%.  

 
Source: Bloomberg 

Remember: Core inflation is supposed to be a function of demand. In other words, faster 
consumer spending should cause core inflation to accelerate while a slowing triggers 
deceleration. It can’t be that simple, can it? Yes! This makes it harder for the Fed to pass off 
the misses as solely “transitory.” This also suggests further downside for the upcoming core 
personal consumption expenditures (PCE) reading (the Fed’s preferred inflation metric). 
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“Behind the scenes there is a growing conviction at the Fed that structural 
changes — such as demographics and digital innovation — will keep U.S. inflation 
low for a long time. If so, the so-called ‘neutral’ level of interest rates that neither 

stimulates nor strains the economy will stay very low for a long time...”  
– Gillian Tett, Editor-at-Large, U.S. of the Financial Times 
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Also, the all-important service sector has also caught the disinflation bug. Strip out rents, the service sector inflation was 
actually flat last month (a very rare event) and the year-over-year pace slowed from 1.8% to 1.6%, the most sluggish it 
has been since October 2015.  

Meanwhile, the Cleveland Fed’s 16% trimmed-mean metric has gone from an annual rate of 2.8% in March to 2.0% in 
April to 1.3% as of May — last seen in June 2017. No sign of “transitory” here, Mr. Chairman.  

No Inflation in Cleveland 

 
Source: Bloomberg 

Another alternative measure of inflation that has shown distinct moderation is the Economic Cycle Research Institute 
(ECRI) U.S. Future Inflation Gauge. The ECRI’s Future Inflation Gauge began pointing to a deceleration in price pressures 
in July 2018. 

 
Source: ECRI 

On the heels of the December 2018 rate hike, Achuthan said: “We have our inflation cycle downturn call. The Fed is 
going to get there whether they like it or not. They are going to become more dovish.” 

“That downturn is now a fact, not a forecast, with year-over-year headline consumer-price-index growth falling 
to a seven-month low and year-over-year core CPI growth falling to a five-month low in September… Now the 

ECRI gauge is in a full-blown downturn, pointing to a further decline in inflation in the months ahead.” 
 – Lakshman Achuthan, Co-Founder and Chief Operations Officer, ECRI 

http://www.balancesheetsolutions.org/
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Finally, longer-term inflation expectations for the next five to 10 years have declined to 2.2% from 2.6% in May, the 
lowest since the survey began.   

The bottom line is that the data are far from validating Fed Chair Jay Powell’s view that the decline in core inflation this 
year is somehow “transitory.”    

No Inflation in Sight! 

 
Source: Bloomberg 

So, after a 10-year recovery, the peak in inflation is fading more and more out of view. The peak in the core CPI rate at 
2.4% last July is the lowest cyclical peak on record, and that includes the benign 1950s.  

Inflation: Where is Thy Sting? 

 
Source: Bloomberg 

But seriously — seven years of free money, repeated rounds of quantitative easing that briefly boosted the money 
supply (with no corresponding improvement in money velocity, which went in the other direction), two massive fiscal 
stimulus programs and now the run-up in tariffs, and 2.4% is the best we can do for core inflation? That says it all. 

If this is the peak in inflation at the peak of the market and economic cycle, imagine where it goes in the eventual 
recession. It’s called mild deflation, and the bond market is sniffing this out because it is responding to ever-declining 
levels of inflation expectations.  

 
Source: Hedgeye 

http://www.balancesheetsolutions.org/
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SURVEY SAYS… 

The Duke CFO Global Business Outlook survey for the second quarter was released last week. And here are some of the 
results: the capex growth outlook was trimmed to 3.4% from 8.2% in the first quarter (so much for those massive 
corporate tax cuts); full-time hiring plans were cut to 3.4% as well from 4.6%; and pricing power came down to 1.4% 
from 2.7% in the prior reading. Most importantly, fully 48.1% believe we will be in a recession within a year (and 69% 
see a recession coming by the end of 2020).  

This is why it is important for the Fed to be pre-emptive if it’s not already too late. If expectations of a recession are 
rising, they feed on themselves and end up causing the downturn on their own as spending plans falter and companies 
move to the sidelines. That is the major story here.   

To this end, we’d note the sharp decline in the most recent readings of the Morgan Stanley Business Conditions Index, 
which captures turning points in the economy, fell by 32 points in June, to a level of 13 from a level of 45 in May. This 
drop is the largest one-month decline on record and the lowest level since December 2008 during the financial crisis, 
according to the firm. 

Think of the obstacles: an inverted yield curve is no friend to the financials; trade issues and tariffs; the uncertainty over 
the 2020 election and what that can mean for tax rates; not to mention this talk about breaking up Big Tech. Perhaps it 
is a miracle with all these obstacles that the stock market isn’t down even more, but then again, the major averages 
today are driven by traders and machines, no longer by real investors. 

Business Conditions: Largest Monthly Decline on Record 

 

WRONG AGAIN! 

Anyone reading this publication is well aware that I have been a long-standing bull of high-quality bonds. I have been in 
the “low for long” camp for the past 10 years due to excessive debt, demographics, declining productivity and wealth 
inequality. These are long-term secular forces that remain well-entrenched.  

“The end is near for the near-decade-long burst of global economic growth… the outlook has declined and, moreover, 
the outlook is even worse in many other parts of the world, which will lead to softer demand for U.S. goods” 

 – John Graham, finance professor at Duke University’s Fuqua School of Business 

http://www.balancesheetsolutions.org/


 BALANCE SHEET SOLUTIONS                                                                                             WEEKLY RELATIVE VALUE    |    5 
 

 
 

 

www.balancesheetsolutions.org 

Yet, for the past 15 years, the Federal Reserve and Wall Street economists, strategists and analysts have been 
forecasting higher yields. And amazingly, or quite humorously, they have been wrong every year. Friends, that is a track 
record that no one should be proud of.  

And as we commenced 2019, virtually every Wall Street house was (yes, you guessed it) forecasting higher yields on the 
benchmark 10-year Treasury (see individual orange lines on the following graph). Thus far, they are a bit off their mark 
as 10-year Treasury yields have plummeted by over 100 basis points in six months (see black line on the graph) to close 
to 2%. Time to throw away those crystal balls.   

Wrong Again! 

 
Source: Wall Street Journal 

So, the question recurs: Why were the “pros” so far off the mark on bond yields just six months ago, and why has the 10-
year yield collapsed from 3.24% on November 8 last fall to just 2.096% at today’s close? 

There hasn’t been anything truly substantive to point to — like a recession or a collapse in the stock or credit markets – 
as we had on our hands in 1987 (the crash), 1995 (Mexico, Orange County), 1998 (Asia, LTCM), 2002 (Enron, World 
com), 2011 (debt downgrade) or 2016 (Brexit).  

Where was the actual event this time?  

The subsequent plunge in Treasury yields, culminating in the “Powell pivot” in January – as well as the last six weeks’ 
freefall – was driven largely by plummeting inflation expectations.  

In addition, the bond market is pricing in heightened uncertainty – and much of it on the political side. What happens if 
there is a hard Brexit? What if we see a Democratic victory (especially Elizabeth Warren)? And of course, the rising 
tensions between the U.S. and China, which transcends just trade to a place none of us have faced in our lives. That is 
the real battle for economic world dominance. We have never before witnessed a force like China begin to rival the U.S., 
but history is replete with such examples of an existing power facing competition from a rising power, and these 
typically do not end well. I’m not talking about a war, per se. What is at risk at the moment is at least a partial reversal of 
globalization and the disruption of global supply chains. We are already seeing that in a notable reduction in world 
trade, which was at the root of the recent cuts to global GDP growth by the International Monetary Fund (IMF). 

http://www.balancesheetsolutions.org/
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To better visualize just how dangerous the trade war threat is to the global flow of trade, and the world economy in 
general, the following chart depicts changes in global trade year-over-year as measured by the IMF’s Direction of Trade 
Statistics.  

It shows the absolute collapse in global exports as broken down into three categories:  

1. Exports to the world (weakest since 2009) 

2. Exports to advanced economies (also lowest since 2009) 

3. Exports to the European Union (challenging 2009 lows) 

Global Trade Plummets 

 

NIRP IS BACK IN FORCE 

The decline in bond yields has been both dramatic and global. Indeed, nearly $12 trillion in negative-yielding bonds is 
outstanding . 

$11 Trillion and Counting 

 
Source: Bloomberg 

http://www.balancesheetsolutions.org/
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The 10-year German bund trading at a record -25 basis points. The 10-year JGB is trading at -12 basis points. Central 
banks in Australia, New Zealand and India have cut rates to historic lows with markets expecting more. That surely 
exerts a gravitational pull on U.S. bond yields. With the 10-year Treasury at 2.08%, they stand out globally as the best 
yield in town.  

Of course, that this is taking place with the S&P 500, which is just a few percentage points off all-time highs. This is the 
reason traders are having nightmares. This does not happen when everything is hunky dory in the economy, and in fact 
it is an indication that risk assets are overinflated only for one reason: expectations that the Fed will step in and “rescue” 
risk assets. 

MARKET OUTLOOK AND PORTFOLIO STRATEGY 

The most widely cited indicator pointing to Fed rate cuts has been the bond market, and the yield curve, in particular. 
The three-month Treasury bill’s yield has remained above that of the 10-year note for five weeks — historically a 
harbinger of economic downturns. The negative spread appeared around 18 months before the last three recessions. 
The U.S. economic recovery is now 10 years running. Since the end of World War II, the U.S. has hit a recession every 
five years, on average. So, we’re long overdue. So, it’s coming… The question is when.  

10-Year Treasury Yield / 3-Month Treasury Yield 

 
Source: Bloomberg 

And, as discussed above, inflation remains persistently below the 2%. Their favorite measure, the “core” personal 
consumption deflator, which excludes volatile food and energy prices, is running at just 1.5%. Too-low inflation also can 
become embedded in consumer and business expectations, which then persistently hurt growth, as Japan has 
demonstrated.  

Did the Fed Go Too Far? 

 
Source: Bloomberg 

http://www.balancesheetsolutions.org/
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And, as shown above, the fed funds rate is now well above the core PCE rate. As such, it now appears that the Fed has 
overtightened by three times in this hiking cycle. This is one of the few economic arguments the President has made 
where he actually is correct. 

At any rate, this week’s Federal Open Market Committee (FOMC) decision will be especially interesting.  

The federal funds futures market is pricing in three 25-basis-point reductions in the central bank’s target, from the 
current 2.25% to 2.50% range, by as soon as yearend. A move is unlikely at this coming week’s confab, although the 
futures market puts a nontrivial 25.8% chance for a reduction. In contrast, there’s an overwhelming 86.4% probability of 
a cut at the July 30-31 FOMC meeting. Futures traders have priced in additional 25-basis-point decreases at the 
September 17-18 and December 10-11 meetings.  

There seems to be a lot of confidence — or possibly complacency — that the Fed will fulfill market expectations and 
signal the rate reductions predicted by fed funds futures. As shown, the gap between market expectations and Fed 
signaling is the widest it has ever been. Thus, the potential for a huge disappointment is present if the Fed does not 
sound nearly as dovish as the market expect it to.    

Who's Right? 

 
Source: JPMorgan 

Bank of America and JPMorgan believe the biggest risk for the market this week is, not only if the Fed doesn’t cut (the 
market assigns a very low probability to such a “pre-emptive” move), but fails to signal an aggressive dovish reversal in 
the form of a rate cut in July. And while Goldman looks for a dovish tilt to the proceedings, it won't be nearly enough to 
appease markets that have aggressively priced rate cuts in the fall.  

But here’s the BIG theme:  

1. Growth is slowing. 
2. Inflation is slowing. 
3. Profits are slowing into a recession. 

So, when you have these three conditions, the best thing one can own is high quality bonds. 

Even if the Fed does shock the market in the opposite direction and Treasury yields rebound sharply, this will provide an 
attractive entry point to invest excess cash reserves. Take advantage of any market weakness.  

In other words, buy the dip!  

http://www.balancesheetsolutions.org/
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Furthermore, whether the Fed signals a move this week or not, the one thing we can count on is this — history.  

When the Fed does eventually cut, it does so multiple times whether or not we get a soft landing or recession. We are so 
close to the zero-bound as it is, and knowing that getting out of the next recession will take immense firepower, the Fed 
is not going to monkey around. A 50-basis point rate cut as the initial volley deserves serious consideration. So much 
hinges on how well the Fed can navigate the process, not just from a market but also from a societal view, if it’s not too 
late as things stand given the extent to which the central bank overtightened this cycle.  

History of First Cuts by the Fed 

 
Source: Bloomberg 

For those who don’t see the prospect of bond yields melting right across the curve, consider that there is not one single 
explanatory variable more powerful for the 10-year Treasury note yield than the overnight cost of funds.  

In 2007, the 10-year Treasury had a 5-handle and the low was 1.35% nine years hence. So, when the funds rate 
eventually goes to zero (and I believe it will), don’t be surprised to see yields drop before your eyes.  

Eventually, I expect that two-year Treasury yields will approach 25 basis points and the 10-year will be near 1% or even 
lower. 

 

Source: Bloomberg 

We continue to urge credit unions to stay fully invested via a risk-appropriate diversified ladder strategy. The past six 
months of steadily declining market rates is the latest example of why this tried and true discipline is so effective and 
prudent. Keep it simple. Throw away the crystal ball! 

http://www.balancesheetsolutions.org/
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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 to take advantage of early bird pricing! Visit www.alloyacorp.org/symposium2019 to view the agenda and 
register today! 

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. 

“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 

http://www.balancesheetsolutions.org/
http://www.alloyacorp.org/symposium2019
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mailto:tom.slefinger@balancesheetsolutions.org
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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.   

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
The views and opinions expressed herein are those of the author and do not necessarily reflect the views of Alloya Corporate Federal Credit Union, Balance Sheet 
Solutions, LLC, its affiliates, or its employees. The information set forth herein has been obtained or derived from sources believed by the author to be reliable. 
However, the author does not make any representation or warranty, express or implied, as to the information's accuracy or completeness, nor does the author 
recommend that the attached information serve as the basis of any investment decision and it has been provided to you solely for informational purposes only and 
does not constitute an offer or solicitation of an offer, or any advice or recommendation, to purchase any securities or other financial instruments, and may not be 
construed as such. 

Information 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. 
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