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WEEK OF AUGUST 19, 2019 

Inconvenient Truths 

U.S. retail sales surprised to the upside in July – coming in at +0.7% (consensus: +0.3%), the 
largest increase since March. This occurred even with motor vehicles retreating 0.6%. 
Higher gasoline prices partly played a role (sales at gasoline stations rose +1.8%), but even 
the core metric (ex. gasoline and motor vehicles) measure was firm at +0.9%. Ditto for the 
retail sales ‘control’ (actual: +1.0%; consensus: +0.4%), which feeds into the GDP 
calculation.  

On the surface it was a strong report, however, there are a couple of caveats. First, if we 
strip out Amazon’s 48-hour “Prime Day” event, the actual retail sales in July would have 
grown about half as much. To wit: non-store retailers sales soared +2.8%, which was the 
fifth largest gain this cycle.  

  Thank You Amazon! 

 
Source: BAC 

And second, loans in the form of credit cards jumped by $8.4 billion in July. Also, keep in 
mind that retail sales rose by a total of $3.7 billion in July. In other words, the increased 
credit card usage more than doubled the gain in the sales of retailers. To be sure, credit 
cards can also be used to purchase services, but it does point to a debt-financed spending 
spree nonetheless (after all, average weekly earnings actually declined slightly on the 
month). In other words, credit cards taken out to finance today comes at the expense of 
consumption tomorrow. Future consumption denied. The strong sales were not led by any 
strength in organic real income growth. And that is a problem.  

Putting those inconvenient truths aside, beyond the aforementioned strength in online 
shopping and gas stations, department stores (+1.2%), food services & drinking places 
(+1.1%) and clothing & accessories (+0.8%) were also firm.  
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The American consumer is doing his/her job and I am impressed by their resilience. Then again, as stated the surge in 
bank wide credit card balances played a role. Big In this game of dominoes in the economy – housing down, then 
commercial construction down, and capex down – the consumer is likely to be the general that falls after all the privates 
go down for the count. Don’t extrapolate the latest solid retail sales numbers into the future. Once one segment gets hit 
with a negative shock, the impact spreads with a lag to other sectors. Stay focused on looking through the front window, 
not the rear-view mirror.  

HOUSING IS NOT RESPONDING 

Despite the hype of tumbling interest rates and rising mortgage applications, housing starts tumbled again in May, 
dropping a whopping 4.0% month-over-month in July to 1.191 million – the biggest drop and the lowest print since 
February. 

The silver lining: permits jumped by a much better than expected 8.4% month-over-month, rising to 1.336 million from 
1.232 million – keeping the series roughly flat for the past three years. 

And existing home sales have been down a record 16 months despite mortgage rates falling by over 100 basis points.  

Housing in the Basement 

 
Source: Bloomberg 

The economy is clearly slowing, and houses are not affordable. 

• Demographics are hugely unfavorable for much home building. Boomers are retiring and want to 
downsize. 

• Millennials taking care of their aging parents and will eventually inherit those homes. 
• Homes are not affordable. Wages have not kept up with home prices. 
• Student loan debt. 
• Global economy is slowing. 
• Attitudes towards home ownership have changed. 

The bottom line: not exactly a picture of health for the future of millennial homeownership as rental nation remains 
front and center, despite record low interest rates. 
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CONSUMER SENTIMENT SOURS  

Consumer sentiment collapsed in August slumping to 92.1 from July’s 98.4. The gauge of current conditions decreased 
to 107.4 (weakest since Trump was elected in November 2016) while the expectations index dropped to 82.3, bringing 
both readings to the lowest levels since early this year. 

And, as shown below, buying conditions for houses, cars and durables crashed to cycle lows... 

Buying Intentions Plummet 

 
Source: Bloomberg 

Why the change in heart? Apparently, consumers “strongly reacted” to the proposed increases in tariffs on Chinese 
goods, a subject that was cited by 33% of those surveyed. Americans also concluded, following the Federal Reserve’s 
first interest rate cut in a decade, that they may need to be more cautious about spending in anticipation of a potential 
recession.    

As the University of Michigan notes: 

“Consumers concluded, following the Fed’s lead, that they may need to reduce spending in anticipation of a potential 
recession...Perhaps the most important remaining pillar of strength for consumer spending is favorable job and 
income prospects, although the August survey indicated some concerns about the future pace of income and job 
gains. It is likely that consumers will reduce their pace of spending while keeping the economy out of recession at least 
through mid- 2020.” 

Stay tuned — aggregate hours worked has already begun to stagnate over the past six months. And keep your eyes on 
continuing claims. The trend of lower continuing claims clearly ended in the fourth quarter of 2018, which makes sense 
since peak economic growth for the cycle occurred in the second quarter of 2018. Continuing claims are now morphing 
into an uptrend. Canary in the coal mine? 

 
Source: Bloomberg 
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INDUSTRIAL RECESSION  

The July industrial production data disappointed with a 0.2% drop instead of a 0.1% gain, as the consensus had penned 
in. And the revisions combined for the prior three months subtracted 0.1%. Industrial output peaked in December and 
has declined at a 2.2% annual rate since then, so the industrial recession has arrived in 2019. The bulls are praying very 
hard that this going to be a replay of the only head-fake in recent memory, which was August 2016.  

Manufacturing Weakens 

 
Source: Bloomberg 

SHIPPING PLUMMETS 

 
Source: Bloomberg  

The Cass Freight Index Report shows trucking shipments as negative for the eighth month. Shipments within the 
U.S. by all modes of transportation – truck, rail, air and barge – fell 5.9% in July 2019 compared to July 2018 making it 
the eighth month in a row of year-over-year declines, according to the Cass Freight Index for Shipments, which tracks 
shipments of consumer and industrial goods. This decline along with the 6.0% drop in May were the steepest year-over-
year declines in freight shipments since the Financial Crisis. 

Based on all three months of data for Q2, the Cass Shipments Index is signaling that GDP may be negative, or at 
least come close to being negative, in Q3. If it does not, since reported GDP often lags the economic activity 

represented by freight flows, continued weakness in the Cass Shipments Index at the current magnitude should 
result in a negative Q4 GDP. – Cass Freight Index Report, July 2019 
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The Cass report is consistent with the Industrial Production report and the Global Manufacturing recession already 
underway. Based on global shipping indexes, Cass expects a U.S. GDP contraction in the third or fourth quarter.  
So, best to heed the warning provided by the falling freight index. 

 
Source: Cass Freight Index Report, July 2019 

SYNCHRONIZED SLOWDOWN 

Following last week’s release of German GDP, we now have had all five of the world’s largest economies reporting 
second quarter GDP data – and the results have not been good.       

Germany’s economy (fourth largest in the world) went into reverse. Germany shrank 0.1% in the second quarter as the 
trade war and weak demand dragged on German manufacturers. The eurozone as a whole reported gross domestic 
product grew just 0.2% in the same quarter while industrial production in the currency zone plunged the most in more 
than three years in June. 

 

 

 

 

 

 

Source: Bloomberg 

Though it wasn't entirely unexpected, the U.K. economy contracted 0.2% in the second quarter for the first time in 
seven years. The biggest drag was a drop in manufacturing output, which caused the production sector to shrink 1.4%. 
Construction also weakened while critical service sector yielded no growth at all. 
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The contraction comes amid rising fears that Britain could crash out of the European Union (EU) on October 31 without 
a deal as negotiations with the EU remain at an impasse. Prime Minister Boris Johnson has committed to leaving on 
October 31 with or without a deal. 

 

 

 

 

                                                                             

Source: Bloomberg 

And Italy may be teetering on the brink of a "perma-recession." The eurozone’s third largest economy will see its GDP 
“flat-line at best'' over the next decade, according to Jack Allen, senior Europe economist at Capital Economics. He 
added: “In effect, we think Italy will be in a state of ‘perma-recession’ from which there is no obvious escape.” 

 

 

 

 

 

Source: Bloomberg 

Mexico has seen its growth rate steadily decline and is now in negative territory for the second quarter.  

 

 

 

 

  
 

Source: Bloomberg 

Last, but not least, Chinese industrial production in July was reported at 4.8% year-over-year which was well below 
expectations for 6.0% year-over-year and also the weakest reading since 2002.    
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Needless to say, the downside risks to China’s growth is now on the rise. 

 

 

 

 

  
Source: Bloomberg 

Inflation expectations in the eurozone and in the U.S. have collapsed, a warning of Japanese style deflation. 

 

 

 

 

 

Source: Bloomberg 

This is the takeaway – the world economy has never been so intertwined, despite Donald Trump’s best efforts to rewind 
the clock to the 1950’s. Inflation and bond yields today are determined more by global developments than ever before.   

RANDOM THOUGHTS  

Last week the President said two things that should unnerve investors. First, he said he delayed the tariffs “for the 
Christmas season.” Think about it. Mr. Trump, in the wake of pressure from the National Retail Federation, delays his 
tariff pledge and removes items like electronic gadgets and toys.  

Why?  

To avoid sticker shock for the American consumer base during the holiday shopping period. Please, ponder that for a 
moment: trade policy being influenced by the timing of Thanksgiving and Christmas.   

And for the second time since May, Trump postponed an order that would block U.S. firms from supplying Huawei. 
If China is indeed a security threat, Trump should not use Huawei as a bargaining chip nor should the U.S. supply 
Huawei with parts. Either Trump's reprieve is reckless or the charges that Huawei is a security threat is untrue. 
Which is it? 
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Who is it that seems desperate for a deal? Trump or China? At any rate, the Chinese will see this as weakness. And 
investors will see this as a leader who appears confused. Besides, who wants to commit capital when policy can shift on 
a dime and a tweet?  

 
Source: Cagle  

Second, he called Jay Powell “clueless” yet again. I will go out on the limb and say the first time payroll declines or GDP 
turns negative, the Fed Chairman gets demoted to Governor and is then forced to resign. The U.S. dollar is going to get 
absolutely trashed (which the Trump team wishes for in any event). Time to load up on gold.   

Now let’s consider what would happen if we have a recession and the prospect of Donald Trump’s re-election next year. 
Moreover, what the landscape would look like with a Democratic sweep, especially seeing how far left the party has 
turned. Will we will see an attempt at fiscal reflation through the Modern Monetary Theory, higher top marginal rates of 
taxation on the upper class, dividends, capital gains and a rollback of the corporate tax relief measures? If so, such a 
political swing will be a curse to the equity market. And I assure you the majority of the folks running for the top job in 
the Democratic Party are no fans of Mr. Dow and Mrs. Jones. 

INTO THE ABYSS 

Readers of Weekly Relative Value fully realize that I have been a long-term bull on the bond markets. Despite periods of 
rising rates, I have remained steadfast to the view that any rise in rates was a short-term cyclical deviation from the 
secular downtrend in longer-term interest rates. 

Let’s play back the tape.  

Last year when the 10-year Treasury yield was over 3% and the world was unanimously bearish and believed rates 
would continue to rise, I took the opposite view and said that rates were peaking and would soon fall back to 2% or 
below. 
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This is what I said:  

As I have argued in the past, rates can and will go higher from time to time. But as rates move higher, the economy 
slows and yields reverse. This is truer than ever given that we have the most leveraged economy of all time. The more 
leverage in the system, the lower the cap as to how high rates can rise before the slowdown materializes. In the most 
recent round trip 10-year yields bottomed at 1.5% and then rose to 3.25%. At this point the equity market collapsed and 
the economy began to falter, and rates have since come full circle closing at 1.5% last week. Thus, in an extremely 
leveraged economy rates will be unable to rise in a material and sustained manner without wreaking havoc on the 
economy and the stock market.    

Interest Rates Have Come Full Circle 

 
Source: Bloomberg 

Meanwhile, negative yields exist in 30% of the world bond market. The average G-7 10-year yield is down to 50 basis 
points! Think about that. Whoever thought that yields in countries like Portugal, Italy, Ireland, Greece and Spain (aka the 
PIIGS) could trade at a discount to Treasuries?   

$17 Trillion of Global Debt Trades Below Zero Yield 

 
Source: Bloomberg 

“Over the past few months short term and long-term rates have risen. Sharp upticks in 10-year Treasury rates have 
historically led to financial events, recessions, market corrections, or a combination of all three. For the past 10 years 
U.S. Treasury yields have traded in a range of 1.4% to 3.9%. Each time yields get too high, the economy slowed, and 
yields collapsed. Over the past decade the trend of yields has been lower highs and lower lows. I believe the pattern 

will hold true as we move forward.  In other words, the bull market in bonds is far from over Now is the time to 
position investment portfolios for lower rates. – The Paul Principle, Weekly Relative Value, 10-09-18 
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The poster child for the epic rally in bonds is the “century bond” issued by the Republic of Austria. This bond – which by 
the way has a 55-year duration and a coupon of 2.1% – has rallied by over 100 points this year alone! It currently yields 
.55% for 100 years! Amazing times indeed! 

 
Source: Bloomberg 

MARKET OUTLOOK AND PORTFOLIO STRATEGY 

The rally in long-end yields has continued unabated with the 30-Year Treasury reaching an all-time record low yield last 
week. The bond market and the continuing inversion of the yield curve is sending a flashing red signal about the 
potential end of the global business cycle.  

  The Lowest Yield Ever! 

 
Source: Bloomberg 

The 10-year minus two-year Treasury yield spread briefly visited negative territory last week, but closed a smidgen 
above the zero level. The last time these two yields inverted was in 2007, during the run-up to the financial 
crisis. Clearly, there are NO signs of recession currently. Just as in December 2007, there was “no recession.” It wasn’t 
until December 2008 that the data was revised, and the National Bureau of Economic Research (NBER) announced the 
recession had begun a full year earlier in December 2007. Thus, while a recession may not immediately follow this signal, 
you can already read the writing on the wall. Call it an early warning. Call it divine insight. Call it spiritual graffiti.   

“Economists ratchet up their GDP forecasts for the third quarter to a median 2.1% after a batch of better-than-
expected data, according to the CNBC/Moody’s Analytics Rapid Update. The data paints a picture of an economy 
that looks nowhere near as bad as recent action in the bond market would suggest, and economists say it’s the 
strength of the U.S. consumer driving the economy. The manufacturing sector does show signs of strain, but the 

consumer is two-thirds of the economy and it is pulling its weight.” – CNBC 
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Remember: The yield curve is a “leading indicator” of what is happening in the economy currently, as opposed to 
economic data which is “lagging” and subject to massive revisions. In the next 12 months we will see the “revised” data, 
but the yield curve is already telling you it will be weaker. Economists and strategists would be wise to assess the 
message that these market signals are sending. 

 

 

 

 

 

  
Source: Bloomberg 

The Fed will be cutting rates, but the question is – will it work?  We are in a debt trap that will make Fed easing 
ineffective this time around. With the starting point on the funds rate so low to begin with, lower interest rates will not 
help an economy choking on debt and that is undermined by so much global uncertainty.    

Finally, please see the graph below which shows how much market yields have declined over the past 12 months. For 
those credit unions sitting in cash – waiting for higher rates – this is yet again a painful reminder that the most prudent 
investment strategy is to maintain a fully invested, risk appropriate ladder strategy. 

  Yields Decline by over 100bps 

 
Source: Bloomberg 

 
 

 

 

 

Yield Inverts for First Time Since 2007 
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 PREMIER PORTFOLIO 

Since its launch in September 2018, 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.   

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. 

“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.alloyacorp.org/premierportfolio
mailto:tom.slefinger@balancesheetsolutions.org
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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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