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Déjà Vu All Over Again 

The Fed has made it clear that it will hold rates at zero for many more years to come. And 
that it wants inflation to move above target, not just to target. The entire premise behind 
the Fed’s “new policy,”- AIT – Average Inflation Targeting, is to allow the Fed to maintain, 
“ultra-accommodative” policies without any real limits.  

 
Source: Bloomberg 

However, as shown in the graph below, the Fed’s unprecedented and aggressive monetary 
policies have not been successful at creating stronger economic growth or inflationary 
pressures in over 12 years.  Rates were lowered to zero and remained there for seven years. 
The balance sheet has increased 5-fold to $ 7trillion years. Debt has exploded and 
unemployment had been at a 50 year low and still no inflation. So what more can the Fed 
do to achieve their 2% inflation target?  Or is this simply talk and wishful thinking?  
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LIQUIDITY TRAP 

This is the mother of all liquidity cycles. The Fed has pumped so much money into the system that we are literally 
choking on it all. M2 money supply is up 23% over the past year, and while it’s true too much money creates inflation, it 
matters not if the velocity of money is declining. As you will note, M2 velocity is now at a record low. Here’s the catch: 
you can’t have inflation where the money supply, no matter how fast it is running, is not coinciding with a rising 
turnover rate.  

 

This defines a liquidity trap. Banks are more restrictive and less willing to lend. People hoard cash because they expect 
an adverse event, deflation, war or demand. Thus, rates remain near zero and fail to stimulate economic growth or 
prices.  

One of the reasons velocity is so low is the deflationary effect of excess debt. You can glean from the graph below that – 
to no surprise – monetary velocity increases when the deficit is a surplus. Such allows revenues to move into productive 
investments rather than debt service. However, in 1998, monetary velocity peaked and began to turn lower as debt and 
deficits have increased significantly.  

 

Liquidity Trap: a situation in which interest rates are very low and savings rates are high, rendering monetary policy 
ineffective. In a liquidity trap, consumers choose to avoid bonds and keep their funds in savings because of the 

prevailing belief that interest rates will soon rise. 

file:///C:/Users/skelly3/AppData/Local/Microsoft/Windows/INetCache/Content.Outlook/HP55F93G/www.alloyacorp.org/invest
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In addition, there are many long-term structural forces at work that have led to lower prices over the past decade (e.g., 
record debt, demographics, globalization, technology, fewer unions, etc.).  

Thus, it remains to be seen whether the Fed will ultimately be successful in moving inflation above target. Only time will 
tell. But if their past record is any indication of the future, don’t bet on it.  

You will note in this graph, as the leverage in the economy has risen, the ability to raise rates has declined. As the debt 
and leverage rise, the ability for rates to rise has been diminished. That’s why we have seen lower highs and lower lows 
since 1980.  

During the last Fed rate hike cycle, the Fed wanted to normalize rates. But as the Fed hiked, the economy slowed, and 
the fed funds rate peaked at 2.50% (the lowest rate hike cycle peak going back to the 1930s). We have since returned to 
zero-bound.  

The bottom line is rates have to stay low or the economy will slow dramatically. Excess debt is the problem and leverage 
needs to be reduced in order for rates to move sustainably higher.  

 

JAPANIFIED 

As we move forward, interest rates may move higher. At the same time, rates may stay low for an extended period of 
time to come. Please consider what has occurred in Japan.  

Japan has not recovered fully from the lost decades of the 1990s and 2000s. Tokyo has tried everything to combat 
anemic growth and deflation, and resolve the zombification of the Japanese economy through an immense buildup of 
government debt and a dramatic loosening of monetary policy, including subzero interest rates. This has become known 
as Japanification.  

In recent years, Europe has seen its own Japanification, and now it looks like the U.S. could mirror it, too.  

And the U.S. is more like Japan than many would like to believe. 

• An aging demographic 
• A heavily indebted economy 
• Slowing domestic economic growth rates 

file:///C:/Users/skelly3/AppData/Local/Microsoft/Windows/INetCache/Content.Outlook/HP55F93G/www.alloyacorp.org/invest
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• An underemployed younger demographic 
• Dependence on productivity increases 

The Fed has cut rates, expanded the money supply, and relaunched quantitative easing (QE) by scooping up billions and 
injecting credit markets with cash. What else can the Fed do? Negative rates? What is clear is that the Fed is making up 
strategies as it goes along, sacrificing long-term gains for immediate survival and instant gratification 

So, what if rates in the U.S. follow in the wake of what has happened in Japan (and Europe as well)? It was 20 years ago 
that the Bank of Japan first cut interest rates to zero percent and today interest rates are still stuck at zero. Lower for 
longer indeed! Actually, rates are now negative out to 10 years. As shown below, U.S. interest rates have been steadily 
converging lower to Japanese style rates. So, while we all hope for a better rate environment, holding excess cash could 
continue to inflict the greatest damage to the investment portfolio and overall balance sheet.   

 

LOWER FOR LONGER  

Due to the secular forces of excess debt, aging demographics, declining productivity and wealth inequality, over the past 
decade we have argued that economic growth, inflation and interest rates would remain lower for longer. 

 

In the aftermath of COVID, these same forces – debt, demographics, wealth inequality and low productivity – remain 
well-entrenched. Public and private debt has now exceeded all critical thresholds. Aging demographics will stress the 
safety net. COVID has exacerbated the wealth gap and productivity has stagnated. So, COVID will end, and these 
combined forces will result in a weak, low inflation recovery. 

file:///C:/Users/skelly3/AppData/Local/Microsoft/Windows/INetCache/Content.Outlook/HP55F93G/www.alloyacorp.org/invest
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Given this view, for years we have strongly encouraged credit unions to reduce/eliminate “excess” cash and maintain a 
fully invested, duration appropriate investment portfolio. Those credit unions that have adhered to this discipline have 
been rewarded with much higher income than those credit unions that have maintained excess cash levels.   

THE PAIN TRADE 

Bond market pundits are calling for higher interest rates in the near future. That’s not new. In fact, for the past 10 years, 
the Federal Reserve and Wall Street economists and strategists have predicted rising rates. And guess what, they have 
been dead wrong for 10 years in a row! Wow, 10 years in a row. Think about that. These forecasts make the 
weatherman look like Nostradamus. Even still, many credit unions have been paralyzed by the fear of rising interest 
rates and have elected to hold cash rather than to reinvest farther out on the yield curve in maturities that offer higher 
interest rates.  

 

If there is any lesson from what we have learned over the past decade, it’s that waiting/betting on higher yields is a very 
painful strategy. In the table above, I display the comparative cumulative total returns by duration over the past 12 
years. As you will note, staying in cash (< 90 days) has delivered a measly return of ONLY 6.96% or 0.58% annualized. 
This pales in comparison to the higher returns that could have been garnered by extending further out the curve. For 
example, by purchasing securities with an effective duration of 1-2 years, the total return would have been three times 
higher (21.3% or 1.77% annualized). A longer portfolio of 3-4-year securities would have delivered a much more 
impressive return (46.76% or 3.89% annualized). And a portfolio of 5-6-year securities would have generated a 72% 
return or 6% annualized. Thus, the opportunity cost of maintaining excessively high cash reserves has been detrimental 
to the investment portfolio and overall balance sheet. As Jim Cramer might say, “cash has the pain trade of the decade.” 

So now that interest rates have plummeted to all-time record lows, many credit unions are reluctant to extend. They 
hear the ongoing ever present narrative that rates cannot go any lower. They have to rise from here. The bull market in 
bonds has ended. They maintain excess cash reserves hoping and praying for higher yields to come. In other words, it’s 
the same ole thing. As Yogi said, “This is like déjà vu all over again.” And the table above clearly shows the results of 
waiting for Godot.     

Although an immediate rise in interest rates does cause a decline in the value of bonds, the loss of higher yields 
investors incur while they wait for better prices can be significant. This analysis of historical interest rates shows that 
simple bond ladders, particularly maturities of 10 years and less, did not experience annual losses any time over the past 

Waiting for Godot: “To wait endlessly, and in futility, for something to happen.” 

file:///C:/Users/skelly3/AppData/Local/Microsoft/Windows/INetCache/Content.Outlook/HP55F93G/www.alloyacorp.org/invest
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century. A simple bond ladder may be one of the best disciplines and approaches for interest rate management even as 
the potential for rising rates looms.  

A bond ladder is a portfolio of bonds with a portion of the portfolio maturing each year (often equal amounts across 
each annual maturity). The key is to invest methodically when maturities come due. If one tries to time the reinvestment 
of maturities, the magic and disciple of the ladder approach diminished. You are back to the forecasting game. And 
unless you have a crystal ball, the timing process tends to eventually bite you in the you know what.  

A bond ladder can be as short as two years or as long as 30 years or more. Below I show historical returns of five and 
seven-year maturity ladders (Treasury securities only) during bear and bull markets and over the full interest rate cycle. 
The ladder strategy has generated consistent returns over all rate cycles. It’s an agnostic and prudent approach to 
interest rate management that has been proven to be tried and true over time. Simply put, it works! Better still, you can 
sleep better at night.  

It’s important to note that the returns shown below are returns from a Treasury security ladder only. Prudently 
diversifying the ladder into higher yielding sectors can lead to significantly higher yields and returns over time. 

In the current environment where income is scarce (as in yields at, or near, zero) and net interest margins are under 
pressure, we continue to advocate that credit unions maintain a duration appropriate ladder strategy.   

Treasury Ladders (Average Returns) 

 5-year 7-year 

Bear Market (1965-1980 5.5% 5.9% 

Bull Markets (1981-2019) 6.1% 6.6% 

Full Interest Rate Cycle 
(1965-2019) 

5.9% 6.4% 

Below I show the respective yields of various sectors by maturity. At current pricing, short term CDs, Treasury and 
agency sectors appear rich and offer limited yield advantage. If the Fed remains on hold, it is unlikely that yields will 
move much from current levels. As such, we continue to recommend that credit unions continue to diversify their 
investment portfolio and overweight the higher yielding sectors (e.g., MBS, bank notes). Yes, yields look low on an 
absolute basis but still offer a significant yield pick-up over cash (five basis points). For example, high-quality short 
duration MBS generate 10 times the yield of cash. In a low rate world, every basis point counts.  

Relative Yield Comparison (09/11/2029) 

Term  Alloya 
Certificates  

SimpliCD  Treasury  Agency Bank 
Notes 

Mortgage 
back 
Securities 

Loan 
Participations  

1 0.15% 0.05% 0.12% 0.10% 0.23%  2.0% 

2 0.16% 0.14% 0.12% 0.14% 0.35% 0.62% 2.25% 

3 0.18% 0.26% 0.15% 0.22% 0.42% 0.89% 2.30% 

4 0.23% 0.28% 0.19% 0.19% 0.45% 1.03% 2.35% 

5 0.28% 0.43% 0.25% 0.38% 0.58% 1.10% 2.40% 

file:///C:/Users/skelly3/AppData/Local/Microsoft/Windows/INetCache/Content.Outlook/HP55F93G/www.alloyacorp.org/invest
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NOTE: For credit unions that want to increase loan exposure, we believe loan participations offer the most attractive 
risk/return trade-off. For more information on loan participations, please contact your Alloya Investment Services 
representative.   

MARKET OUTLOOK AND PORTFOLIO STRATEGY  

This is not a V-shaped recovery. Initial claims rose to a higher-than-expected 884,000 for the week ending September 5. 
Meanwhile, total (state + federal) initial claims jumped to 1.7 million to 29.7 million claims (18.4% of the labor force) in 
the week. This is a deterioration of similar terrible numbers over the four prior weeks.    

 

There is also a churn and a shift going on. Some companies and sectors are hiring large numbers of people – retailers 
and ecommerce operations of all kinds including fulfillment and shipping, restaurants, the lodging industry, etc. 
Meanwhile, small and medium-sized businesses that had received Paycheck Protection Program (PPP) loans, whose 
effective data range has now expired, are shedding jobs. This includes large companies with higher wage jobs. It’s a sort 
of sector rotation of layoffs.  

The prospects for any additional fiscal assistance prior to the election were crushed when a thinned-down GOP plan 
failed in the Senate (with the Democrats voting unanimously against it). Let me also add that the U.S. economy is still 
very reliant on the government. Most of the current recovery was based on monetary and fiscal support. Over $5 trillion 
to be exact! The Fed has been doing a lot of talking but wants the baton passed further to fiscal policy. The $7 trillion 
balance sheet has not expanded at all since the end of May. And now we are seeing a gridlock at the fiscal level. 
Measures of household and corporate CREDIT growth continue to trend lower alongside the growth of disposable 
personal income. I would not at all rule out either a growth relapse or outright GDP contraction for the fourth quarter.  

On the inflation front, the Fed’s aggressive incursion into the market in the name of the greater good is causing more 
deflationary than inflationary pressure. By keeping otherwise defunct companies alive, the share of U.S. companies who 
are “zombies,” that otherwise couldn’t stay alive without the Fed’s involvement, is 15% of the Russell 3000. We haven’t 
seen this since the height of the dot-com bubble two decades ago. The problem is the Fed wants to create the 
conditions to revive excess demand to create inflation. Instead, in today’s world with extreme debts and zero rates, all 
the Fed is doing is fostering an environment of excess supply. 

Everyone thinks the booming money supply is inflationary, but these people said the same thing last cycle with endless 
QE. But they failed to see the offsetting downtrend in money velocity. Bank credit is contracting as households and 

file:///C:/Users/skelly3/AppData/Local/Microsoft/Windows/INetCache/Content.Outlook/HP55F93G/www.alloyacorp.org/invest
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businesses build their liquidity positions. Precautionary savings increases are rarely associated with periods of 
accelerating inflation.   

As such, we’re at a potentially exciting crossroads in both the economy and across asset markets.  

Keep your head on a swivel. Stay data dependent.  

In terms of portfolio strategy, to put it simply: reduce excess cash and continue to maintain a fully invested, laddered 
portfolio of high-quality debt instruments.  

PREMIER PORTFOLIO 

Alloya Investment Services’ online trading platform, Premier Portfolio, has been 
making a positive impact at credit unions across the corporate’s membership since its launch in 2018. 

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@alloyacorp.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.  

“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 (now Alloya 
Investment Services).”  
– Darin Higgins, President of Western Illinois Credit Union 

 “While it is always great to connect with our Balance Sheet Solutions, (now Alloya Investment Services), 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’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 

 

file:///C:/Users/skelly3/AppData/Local/Microsoft/Windows/INetCache/Content.Outlook/HP55F93G/www.alloyacorp.org/invest
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At Alloya Investment Services, 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, 
Alloya Investment Services (a division of Alloya 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 Alloya Investment Services* to discuss your specific situation and objectives.  

*Alloya Investment Services is division of Alloya Solutions, LLC. 
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