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Don’t Blame the Weather 

The overwhelming consensus assumes that the economy is greatly exceeding expectations 
because of government stimulus. I hate to be the one to burst the bubble, but the incoming 
data would challenge that premise. To wit: last week the Atlanta Fed chopped its Q1 real 
GDP from 10% at the beginning of February to 5.4%. Obviously, a growth rate of 5% is still 
quite high, but well below what many had expected given the $5 trillion of stimulus thrown 
at the economy over the past 12 months.  

 

Likewise, Citi’s Economic Surprise index (measures the gap between expectations and 
reality) has throttled back to June 2020 levels in a sign that economic momentum is 
increasingly waning.   
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“It was probably the weather that drove the drop in orders, just as it was probably the 
weather that accounted for the decline in February existing and new home sales, 

reported earlier this week, and for the decline in February retail sales and industrial 
production reported last week.” – Justin Lahart, Wall Street Journal 
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UGLY FEBRAURY DATA    

As we all know, the Trump Administration passed a $900 billion stimulus package in late-2020. Despite the massive 
stimulus, virtually all of the recent economic data – retail sales, industrial production, housing starts, existing home sales 
and new home sales – have plunged.  

 

The wave of $600-stimulus checks that went out starting in late December was apparently used up by January. Take a 
look at the table below. Retail sales down 3%. Many blamed the weather, but if weather was the culprit, why were 
internet retail sales – which are agnostic to the weather forecast – down 5.4%? That’s almost twice the overall decline. 
Also, auto sales fell hard in February – down 5.7%.  

Housing starts collapsed 10.3% in February after a 5.2% January setback. If this were only bad weather, building permits, 
which only need a click of a button, would not have plunged 10.8% (the third worst drubbing since December 2008). 
New home sales plunged 18.3% in February and were down in every region, and existing home sales tumbled 6.6%. 
Finally, mortgage applications are slip sliding away – slumping 24% since the end of January.   

It’s clear that the economy suffered from more than just a Texas storm and Northeast blizzard in February. But seriously, 
if this is what the economy is doing with $5 trillion of stimulus, imagine what it would be doing without.  
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SPENDING SLOWS  

Overall consumer spending on durable goods dropped 7.8% in February from January to $1.82 trillion. After January’s 
stunning 12% spike from the prior month and 22% spike from a year ago, durable goods orders were still up by 17.2% 
from last year.   

 

Spending on nondurable goods – largely food and gasoline – fell by 3.2% in February compared to a year ago, to $3.2 
trillion, but was still up 6.1% from a year ago.  

Spending on services (includes rent, mortgage interest payments, health care, education, insurance, travel, subscriptions 
for cellphone, broadband, streaming services, electric utility services, haircuts, ballgames, movie theater tickets, gym 
memberships, etc.) has gone nowhere for six months. In February, it was at $9.8 trillion and still down 5.2% from a year 
ago. It should be noted that prior to the pandemic, service spending accounted for 69% of total consumer spending. It’s 
the biggie. Thus, overall, total consumer spending – given the weight of services – declined in February by 1.6% from 
January and by 0.6% from a year ago. 

 

THE STIMULUS CHECK ECONOMY 

OK, 10 million people still haven’t gotten their job back, and by a different measure, 19 million people are still receiving 
some form of unemployment benefits. But the past stimulus and unemployment payments (see green bars below) have 
generated far more income than was lost in wages and salaries. The extra income explains the spike in spending on 
durable goods (shown above).     
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Personal income and spending surged in January on the backs of $600 stimulus checks and enhanced unemployment 
insurance. However, the wave of checks sent in late December was apparently used up by January. In February, there 
were no more checks in the mailbox and the January “free money” spike unwound. In fact, February personal income 
experienced the largest monthly decline on record – falling 7.1% month-over-month in February versus the 10.1% rise in 
January.  

But no need to worry. Powered by the new $1,400 stimulus checks, personal incomes and spending will explode to 
record highs.  

 

In addition to the stimulus checks there is lender extend-and-pretend.  

According to the Mortgage Bankers Association, approximately 2.5 million homeowners still don’t have to make 
mortgage payments because their mortgages are in forbearance. Likewise, federal student loans automatically entered 
into forbearance programs, and borrowers still don’t have to make loan payments. Both programs have been re-re-
extended.  

This extra cash is being spent on other things. And so, this consumer economy has become dependent not only on free 
money from stimulus, but also from the endless extend-and-pretend. The economy strengthens with stimulus checks 
but weakens when the stimulus checks disappear.  

What vitality! Borrow and spend money on stimulus checks!  

Who knew running an economy could be so simple?     

MORE SPENDING – HIGHER TAXES  

There are many who believe that a $3-4 trillion infrastructure package will save the day. However, to get any legislation 
passed, Democrats cannot afford to lose a single vote. And West Virginia Democrat Senator Joe Manchin holds the lock 
and key to the success. Without Manchin, Democrats come up short in the Senate 51-49. With Manchin on board, the 

"I'm sure of one thing: It’s going to be enormous " – Joe Manchin 
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Senate ties 50-50 and Vice President Kamala Harris gets to cast the tie breaker. In essence, Manchin's vote can prevent 
passage of a bill or ram it through.  

Manchin is widely viewed as a conservative Democrat, but on infrastructure a wee bit of socialism creeps into his heart. 
Machin wants to go “big” and likened the scale of his desired infrastructure package to that of the New Deal or Dwight 
Eisenhower’s federal highway bill. 

To pay for the infrastructure package Manchin believes that taxes will need to be increased. Manchin said Congress 
should do "everything we possibly can" to pay for it. He said there should be "tax adjustments" to former President 
Donald Trump’s 2017 tax law to boost revenues, including raising the corporate rate from the current 21% to at least 
25%. He also suggested an "infrastructure bank" paid for with revenues, potentially a value-added tax, that would be 
used for "rebuilding America." 

Manchin isn’t the only one clamoring for higher taxes. Janet Yellen let the cat out of the bag with her “revenue raise” 
comment. Tax hikes are in our future and that means at least a partial reversal of the 2017 Trump tax cuts. 

WAITING FOR GODOT  

Over the past 11 months, commodity prices have soared. The Commodity Research Bureau (CRB) Index is up 38%. The 
sharp price moves have been driven by supply chain disruptions and bottlenecks and a quicker than expected reopening 
of the economy. All of which are transitory and temporary.  

 

Indeed, inflation is rearing its ugly head in everything except the labor market. Last week it was reported that wages 
fizzled. Over the past 12 months, private sector wages were +0.5% (down from 1.6%) while government wages were 
down -2.7%. So it’s good we got all that free money from Washington eh? 

Remember: Wages are key to the inflation narrative, with labor costs having a consistent 80% positive correlation with 
core inflation over time. And transitory handouts by Uncle Sam are not the same as wages. They are more akin to a one- 
time bonus. Wages and salaries are completely different in how they play into an inflationary cycle, where companies 
feel they have the power to pass on their costs and for inflation, this has to happen year in and year out. 

“Longer run, we do have to raise revenue to support permanent spending that we want to do.” – Fed Chair Janet Yellen 
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Last week, Fed Chair Powell stated that the real unemployment today is not 6.2%, but closer to 10% when you factor in 
the four million Americans who left the labor force over the past year and the six million-plus working part-time but 
want a full-time job (40% higher than a year ago). Further, with the U-6 jobless rate over 11% and wage growth lagging, 
it’s safe to say we have excess capacity in the labor market.  

Here’s the deal (as Joe would say), there is no lasting inflation without a rising wage cycle. Yet have you heard any 
inflationist ever mention labor markets or wages? Their entire inflation narrative is based on commodity prices.  

 

Source: St Louis FRED 

Think about this. In the past year, the CRB industrial metals index has surged 35%. Oil is up 205%. The M2 money supply 
has boomed 27%. The Fed’s balance sheet has exploded by 55%. The federal fiscal deficit and government spending 
have expanded 32%. Yet as reported last Friday, after nearly a full year of a relentless boom in commodity prices, the 
Fed’s favorite inflation metric (Core PCE) was flat in February and the year-over-year trend was trimmed from 1.5% to 
1.4%. For perspective, a year ago, the pace was running at 1.9%. So even with the re-openings, the vaccines, the surge in 
commodities, the policy stimulus, and we are talking about more than a year here, core inflation has decelerated, not 
accelerated. We are still waiting for Godot! 

 

Markets are also concerned about the fiscal blowout that will lead to higher price levels. But if there was a lasting 
correlation between fiscal deficit spending and inflation, we would have seen high inflation and rates in Japan. Just the 
opposite has occurred. Japan, over the decades has built more bridges to nowhere and paved more riverbeds than you 
can ever imagine. Yet the economy, two decades later, is still stuck in a land of mild deflation and near-zero JGB yields. 
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BOND BEARS HAVE A BAD RECORD 

The market is telling the Fed it is wrong, that rates will be forced higher sooner rather than later, and that the future is 
higher inflation. Think about this for a moment. Ben Bernanke, Janet Yellen and Jerome Powell couldn’t achieve their 2% 
inflation target for the past 15 years – even with unemployment at a 50-year low. Do you really think that the COVID-19 
pandemic will unleash a long-term inflationary cycle?  

For years I’ve heard about this year being the end of the secular bull market in bonds. But the bond bears have been 
dead wrong every time. Every time! That is why they spend most of their time in hibernation. 

Let’s review a few bond spasms over the past two decades:   

 

At the end of the recession in 1991, the 10-year Treasury yield was 6.71%. The bond vigilantes drove the yield up to 
7.71% by March 1992. But the economic rebound was weaker than expected and the 10-year yield retraced 100 basis 
points to end at 6.70% by December 1992.  

Here’s another spasm. In November 2001, in the wake of 9/11, the 10-year Treasury yield declined to 4.22%. But 
massive policy easing, and a rising inflation cycle pushed the yield up 122 basis points to 5.44% by April 2002. The 
market was all but assured the Fed would be hiking rates. Surprise, surprise… the next two moves by the Federal Open 
Market Committee (FOMC) were to lower rates. The 10-year Treasury yield ended 2002 at 3.83%.  

Fast forward to 2008, After the failure of Bear Stearns, the 10-year Treasury yield dove to 3.34% and then ran up 
violently to 4.23% on June 2008. Once again, the market priced in Fed tightening. The market seers totally missed the 
Great Financial Crisis. At the end of 2008, the 10-year yield was 2.25%. 

After the 2008-09 financial recession the 10-year yield bottomed at 2.51% on March 2009 and then shot up to 3.98%. If 
you recall back then, QE was viewed as radical, ZIRP (zero rates) and massive stimulus (when $600 billion was a lot of 
money) all had the bond vigilantes preaching the end of the great bull market in bonds. The consensus was pounding for 
higher inflation and a 5% target for the 10-year Treasury yield. Guess what? We ended the year 3.83%. 

So, for the many spasms we have witnessed over the years, the vigilantes may have won the battle, but they lost the 
war. Does anything here ring familiar to what we hear almost constantly today?  
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EASY MONEY QUOTES  

The quotes below are excerpts from the Fed’s official press promise of complete recovery before raising rates.  

MARKET OUTLOOK AND PORTFOLIO STRATEGY   

After the latest FOMC meeting, the Fed that could not have been more dovish. The median dot on the funds rate didn’t 
move until 2023. This suggests that the Fed is going to stay the course. Powell and Co. believes higher growth and prices 
are temporary (Q2 and Q3). They barely touched their longer-term view on growth, inflation or the unemployment rate 

in 2022 and 2023. Also, with the stimulus being front loaded the Fed is implicitly forecasting a growth relapse in the 
fourth quarter. In other words, the Fed does not see a carryover or multiplier impact from these transitory fiscal shocks. 

But for now, the market is telling the Fed it has the wrong macro forecast and that rates will be forced higher sooner 
rather than later. Indeed, the bond vigilantes can control the narrative short-term (win the battle), but if the Fed does 
not play along, they will lose the war. And Powell isn’t playing along, even though the Fed has not been more forceful in 
trying to contain this back-up in market rates. In other words, in a classic “game of chicken” the bond bears are testing 
the Fed’s resolve, but the question is for how long before the Fed becomes more forceful in containing the recent rate 
backup? 

“Our view is that inflation will generally remain subdued in coming years, allowing the Fed to point to cumulative 
shortfalls from its two percent goal to support delaying the start of policy tightening…once we get through the 
next few months of noise from base effects in the year-over-year numbers” and “the lagged effects of the 2020 

economic contraction begin to show up in the cyclical components of core inflation… In light of our inflation 
views—and given the recent backup in Treasury yields—we believe that the balance of risks is skewed toward 

lower bond yields, particularly in the front end and belly of the yield curve.”  
– Scott Minerd, Guggenheim Investments Macroeconomic and Investment 

“Even with the economy rebounding faster than expected, any change in monetary policy would happen very, very 
gradually over time and with great transparency, when the economy has all but fully recovered.”  

– Fed Chairman Powell 
 

“The central bank will stay in the game until the recovery is well and truly complete.”  
– Fed Vice Chair Richard Clarida 

 
Before any shift in monetary policy, Fed Governor Lael Brainard promised “resolute patience.” 

 
My favorite: 

 
“The central bank would show at least a healthy dose of patience. We are not going to take this punch bowl 

away.” – San Francisco Fed President Mary Daly 
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Near-term income and spending will show a significant bump higher. Growth and inflation will rise near term (how can it 
not with so much stimulus?). But one should also be reminded of how those Obama deficits, repeated QE and Trump tax 
cuts and tariffs were supposed to generate an inflation lift-off. 

By early summer, maximum stimulus will have been pumped into the economy. Once the free money ends, I believe the 
real risk is a second-half growth relapse.  

Back to the markets. The Treasury market is supremely oversold and are priced to 2.5% inflation. Yes, yes, long-term 
rates could rise further near-term, but eventually something (or a lot of somethings) will break. Low rates are the 
lynchpin to the equity markets and most leveraged economy of all time.   

From a portfolio perspective, with the Fed on hold, excess cash will continue to negatively impact income and margins.   
As such, we continue to advocate that credit unions move further out the curve (optimally four to seven years) to realize 
greater income potential and enhance margins.  

A disciplined buy program of dollar averaging into market selloffs – while maintaining the appropriate risk profile – 
remains the most prudent risk management approach. 

LOAN PARTICIPATION PLATFORM 

At Alloya, we have made it our mission to make loan participations simple so you can grow your loan portfolio or free up 
liquidity with ease. So, if you hear “loan participations” and think “time-consuming hassle,” forget what you know and 
reimagine loan participations. 

Think fast, easy and convenient. Think full transparency, trusted service and reliable support. Whether you are a 
seasoned loan participation professional or new to the process, we are here to help balance your credit union’s loan 
portfolio through the purchase and sale of loans among the largest credit union network in the industry – all in a matter 
of a few clicks from the convenience of the internet. 

Visit www.alloyacorp.org/participateonline or contact your Alloya representative to learn more and get started. 

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.  

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.  

http://www.alloyacorp.org/participateonline
mailto:tom.slefinger@alloyacorp.org
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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. 

 


