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Time for the Umbrella? 

Last week, for the first time since 2019, the closely watched 2s/10s spread (10-year 
Treasury minus the 2-year Treasury) inverted to a negative six basis points. In fact, there are 
now 13 inversions across the Treasury yield curve. Notably, the spread between the 2-year 
and 30 -year Treasury inverted (-3 bps) for the first time since 2007.    

The speed at which this happened is stunning. At the beginning of the year, the spread 
between the 2-year Treasury note and the 30-year long bond was 117 basis points. That 
spread is now negative three basis points.  

Yet throngs of economists, Fed watchers and Wall Street asset gatherers tell everyone to 
ignore the inverting yield curve, but this always happens when the curve flattens or inverts. 
They say the yield curve is misguided, a relic, and to be ignored. This, of course, from the 
same crew on Wall Street that said the exact same thing in 2019, 2006 and 2000 (and even 
further back). They make excuses for why “it's different this time”. Oh, but when the yield 
curve steepens and signals economic acceleration, every Tom, Dick and Harry economist on 
the sell side and the buy side of this industry fawn over the pro-growth message.    

 

Frankly, it is borderline humorous to be seeing everyone explain away the flat shape of the 
Treasury curve. For anyone who has actually lived through a Fed hiking cycle, or has read 
any market history, the 2s/10s curve is the most monitored, the most studied and the most 
accurate predictor of recession the market has to offer.  
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“I would not interpret the currently very flat yield curve as indicating a significant economic 
slowdown to come.” (And subprime is contained.) – Ben Bernanke, March 2006 
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Let’s look at the track record. Every recession since the 1950s has been preceded by an inverted yield curve. On average, 
it takes 12-18 months from inversion to recession. Don’t try to time it. The lags can be long and just know the end of the 
cycle is out there.  

I should add that inversions are 3 for 3 on preceding large declines in the stock market, and 2 for 3 on those declines 
coming 1-2 quarters thereafter (since 1995). That’s a better-than-decent batting average.  

Year-end 1999: The market peaked in August 2000 (3-6 months later) … and then lost -40% over the next 2 years. 

Year-end 2005: The market peaked in November 2007 (18-24 months later) … and proceeded to lose -45% over the next 
18 months. 

Summer 2018: The market peaked in mid-September 2018 (3 months later) … and dropped -20% over the next 3-4 
months. 

Of course, a bunch of things have been the opposite of normal lately so “this time could be different”. There are no 
guarantees, but this is about respecting probabilities, the historical record and acknowledging that the Fed has a track 
record of 3 “soft landings” and 11 recessions under its belt. So, it’s all about risk management and gaming the odds.  

What does the Treasury market know? Bonds are essential for their predictive qualities. This data has a high historical 
correlation to where the economy and bond markets head longer term. This is because everything from oil prices, trade 
tensions, political uncertainty, the dollar’s strength, credit risk, earnings strength, etc., is reflected in the bond market 
and, ultimately, the yield curve. As such, 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.  

The bottom line is that the Treasury market is sending a powerful message to the Fed that its dot-plots are far too 
aggressive and risk either an outright recession or a significant growth downturn. Pick your poison. It’s time to at the 
least take the umbrella out.   

 

As an aside, I hear so many people say that the end of quantitative easing (QE) and the onset of the Fed balance sheet 
run-off will take Treasury yields higher and re-steepen the curve. Come again? Even if QE has affected the level of 
interest rates, how has the shape of the curve been influenced? Look at the table below. Only 24% of the Fed balance 

“The investor who says, 'This time is different,' when in fact it's virtually a repeat of an earlier situation, has uttered 
among the four most costly words in the annals of investing.” – John Templeton 
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sheet is in 10-year maturities or higher. Nearly 60% is in the 5-year part of the curve or less. The Fed gobbled up shorter-
duration Treasuries far more than what it did at the back end of the curve. 

 

And why was it that when the Fed last shrunk the balance sheet (from December 2014 to August 2019) the 10-year 
Treasury yield dropped from 2.25% to 1.50%? Explanations welcomed. But the proof of the pudding is that in the one 
example we have of QT, Treasury yields went down, not up. 

Meanwhile, the Fed sees no recession on the horizon and believes the economy and labor markets can handle higher 
rates. The Federal Open Market Committee (FOMC) members actually forecast six more rate increases this year and 
several early next year. We will see. Always remember, the Fed has never, not once, forecasted a recession, the 
“quarter” before the downturn occurs. See table below. Nice record, eh? So, who do you believe, “Pivot” Powell or Mr. 
Bond?  

 

Bottom line: While using the “yield curve” as a “market timing” tool is unwise, it is just as foolish to dismiss the message 
it is currently sending entirely. History has not been kind to those that do. 

But enough of the yield curve. There is no doubt that the economy is struggling at the moment. The Atlanta Fed’s widely 
followed GDPNow Index, which aims to track the economy in real time, is predicting Q1 GDP growth of just over 1%. The 
economy is also still recovering from the COVID disruptions and associated changes in business and consumer 
preferences, plus the extensive supply chain snarls. Then of course we have the major changes sparked by the Russia-
Ukraine War and economic sanctions. All these go into the mix with economic results that are as yet unknown. 

Suffice it to say, these are unprecedented times (not to be hyperbolic, but they genuinely are), meaning headlines are 
filled with confusing B.S. and effective macro risk management becomes more critical than ever.  

“The economy and the labor market can handle tighter monetary policy.” – Jerome Powell 
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On the troublesome inflation front, last week, the Fed's favorite inflation indicator – core PCE deflator – surged to +6.4% 
year-over-year – the highest since 1982. And some think that the only way the Federal Reserve can squelch inflation is 
by raising interest rates to put the economy into a recession, ala Paul Volcker. In fact, Jerome Powell says that Paul 
Volcker was actually his favorite central banker. Well, Jerome’s favorite central banker created back-to-back recessions 
to kill inflation. And maybe that's what we're going to do. But once you kill inflation, you're going to kill domestic 
demand. 

 

None other than the former head of the New York Fed, Bill Dudley, wrote last week: 

I don't think I've ever heard a former Fed official come out and call for recession, but he did. And Bank of America's 
Michael Hartnett was recently brave enough to state that he expects a recession to strike by second half of 2022. Just 
last week, no lesser Wall Street giant than Goldman Sachs raised its recession risk for the following year to 38%. 

But that’s not the consensus. The median estimate of economists is for the economy to expand 3.5% this year and 2.3% 
in 2023. 

“This is why we have been arguing the Fed has no choice. They have to hike until it hurts. And if that causes a 
recession or bear market, so be it. I believe this is what the short and long yield curves are signaling. No recession 

now but headed that way with no off-ramp.” – Jim Bianco 

“The Fed’s application of its framework has left it behind the curve in controlling inflation has made a hard landing 
virtually inevitable.” 
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THE ALL-IMPORTANT CONSUMER 

While it's ancient history now, and attention is turning to what will happen in the future, last week BEA reported its third 
and final estimate of Q4 GDP which came at 6.9%, just a fraction below the second estimate and the consensus forecast 
of 7.0%. According to the BEA, the update primarily reflects downward revisions to consumer spending and exports. 

While the consumer may be continuing to support growth currently, such can, and will, change dramatically when asset 
price drop and job losses begin to occur. Consumers are fickle beasts, and it will happen very rapidly when a change in 
psychology occurs.  

As to the here and now, over the past seven months, real after-tax incomes have receded -1.6% year-over-year (-4.7% 
annual rate). In other words, spending is shrinking adjusted for inflation. Seven straight months of negative real 
disposable prints has not occurred since December 1973 to June 1974, when the economy was in a recession that few 
saw coming.  

 
Source: BEA 

Also of note, personal savings as percent of disposable income is at the lowest level in 16 years and well below the pre-
Covid level of 8.4%. So, with real income declining and savings depleted one has to believe that a decline in real 
consumer spending will follow. 

 

CONFIDENCE CLIPPED  

The headline confidence index came in soft at 107.2 in March. Now light years away from where it was at the nearby 
peak of 128.9 last June. To put this figure into historical context, it sat at 105.6 in August 2007, 109.2 in February 2001 
and 107.3 in May 1990. Each time, a recession was staring us in the face. 
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The key “expectations” component fell to 76.6 from 80.8 in February. This compares to 95.4 at the end of 2021 and 
111.9 a year ago. A 35-point plunge in a twelve-month span has presaged a recession nearly 80% of the time in the past. 

 

The share of respondents saying that economic conditions are "good" is only 19.6%. And the share believing that things 
get "worse" from here has risen three months in a row to 23.8% in March, which is the highest since April 2020. The 
share saying that business activity will improve is riding a four-month losing stretch to 18.7% – right where it was in 
March 2020. The difference today is that monetary and fiscal policymakers aren't riding the cavalry to the rescue.  

AUTOS SALES WEAKEN AGAIN 

It was another weak month for vehicle sales. Wards Auto reported sales of 13.33 million light vehicles in March 2022, 
down 5.3% from the February sales rate, and down 28% from April 2021.  

The impact of COVID-19 has been significant, and April 2020 was the worst month. After April 2020, sales increased, and 
were close to sales in 2019 (the year before the pandemic). However, sales decreased late last year due to supply issues. 
It appears the "supply chain bottom" was in September 2021, however sales in February were below the consensus 
forecast of 14.1 million SAAR and not far above the supply chain bottom last year.    

 

HOUSING BUBBLE GETS BIGGER 

The Case-Shiller 20-city home price index soared 1.8% in January which represented an astounding +23.8% annualized 
surge and was the nineteenth consecutive month of double-digit gains. The year-over-year trend accelerated to +19.1% 
and has now topped the peak pace set in the mid-late 2000s housing bubble for past nine months.  

It’s obvious that housing prices are significantly overvalued relative to residential rents and wages. Yes, demographic 
trends are positive, but one can only buy a house if they can afford it. If a buyer can’t buy, then a seller can’t sell. Buyers 

file:///C:/Users/skelly3/AppData/Local/Microsoft/Windows/INetCache/Content.Outlook/HP55F93G/www.alloyacorp.org/invest
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won’t be able to buy unless the Fed keeps printing. The Fed can’t keep printing because of inflation. So, the Fed stops 
printing. Only way buyer can buy is if prices come down. Moreover, should the Fed end up bursting this beautiful bubble 
and home prices drop 20-30%, the implications for the $40 trillion of real estate assets on household balance sheets 
could be severe. 

 

STARTING TO BITE! 

Conventional 30-year fixed mortgage rates have jumped 160 bps this year to 4.9% – the highest since November 2018.  
The big difference is that home prices were $160,000 in 2018. Today, they are $357,000. The move higher in rates 
means that an already record housing affordability shock will be even worse. According to Bank of America economist 
Alex Lin, housing affordability will drop to the lowest on record, meaning that only a select group of U.S. households can 
afford.  

 

A new Redfin report, cited by Bloomberg, says the rush by affluent Americans, mainly white-collar, to purchase second 
homes dropped in February to the lowest level since May 2020. Though demand is still up 35% above pre-pandemic 
levels, the vacation housing market will cool as rates rise.  

The rapid rise in rates has also sent primary-home buyers to the sidelines as housing affordability becomes a significant 
challenge.  

“The second-home market is being impacted much harder than the primary-home market, largely because vacation 
homes are optional. People don't need a second home." – Redfin Chief Economist Daryl Fairweather 
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As mortgage rates have soared higher, mortgage activity has slowed dramatically. Mortgage applications plummeted 
6.8% in the March 25 week after the 8.1% nosedive the prior week – faltering badly in seven of the past eight weeks. 
They are now down an epic 49% year-over-year, and the level is the lowest since December 2019. The big declines have 
been in refinancing activity which sagged 15.0% last week on top of a 14.4% plunge the prior week (-60% year-over-
year); the lowest since May 24th, 2019. The last time mortgage rates approached 5%, the Fed pressed the pause button.   

 

Given extraordinary supply challenges, housing prices are likely to remain elevated this year despite plunging housing 
affordability. This means 2022 could be the hurrah for the housing market as the cracks are beginning to appear as 
vacation home markets cool. 

 

MARKET OUTLOOK AND PORTFOLIO STRATEGY   

“...for me I think about it very differently. I don’t care why the curve inverts as I think the transmission mechanism is 
through animal spirits. When a curve is steep it should encourage entrepreneurial behavior as borrowing costs at the 

front end are low relative to potential returns. In an inverted curve environment, the rational 
investor/entrepreneur/business should be more risk averse and either place more money in safe assets at the front 

end or do less animal spirits enhancing longer-term investments/economic activity… this all operates with a lag but if 
I exaggerate to illustrate, if 2yr yields are 5% and 10yr yields are 1% then rational economic agents will be highly 

likely to park money at the front end and wait for better opportunities irrespective of how negative the term premium 
is.” – Jim Read, DB Market Strategist 
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Big Picture: The U.S. economy is dealing with a price shock from the pandemic and Ukraine war. It is also facing an 
interest rate shock. If the Fed dot-plot on rates is prescient, there will be a negative effect on the economy as credit 
tightens and asset prices drop. Fiscal policy will be contractionary and cause a huge swing from around a +5% 
contribution to growth last year to nearly a -3% withdrawal by the end of this year. Even before the policy restraint, real 
incomes had been contracting for seven months running. The dollar is surging, which is an export and earnings crimp. 
Not to mention supply constraints from the war.   

Also worth noting is high-frequency economic indicators are showing some decay. The seven-day average of restaurant 
bookings is 4% below the 2019 pre-COVID-19 level. The same for hotel occupancy. Air travel is down 11% and movie 
tickets are down 46%! Yet, you speak to the traditional (always bullish) Wall Street economist, and they’ll tell you all is 
well with the economic outlook. Though as noted above, a growing number of economists, including Bill Dudley, are 
quietly starting to contemplate the possibility of a U.S. recession.  

Going forward, inflation will recede. We know this because the primary influence for the “inflation” last year is poised to 
reverse course this year. No, it’s not the Fed. I’m referring to the reckless fiscal policy. The San Francisco Fed published a 
report titled Why Is U.S. Inflation Higher than in Other Countries? The researchers found the answer in the massive fiscal 
policy thrust last year, which contributed 3% to inflation. In other words, without the reckless fiscal spending the 
inflation rate would have closed 2021 at 4% and the core at 2.5%.  

Now imagine what can happen when fiscal tailwinds turn to headwinds rates rise, and then what can happen if the 
pandemic- and war-induced global supply bottlenecks begin to ease up.  

Also keep a close eye on oil prices which has a very strong negative correlation to headline CPI. President Biden has 
bought quite a bit of time in this coordinated move to corral 30 other countries into the strategic reserve release.  The 
U.S. alone will be releasing an extra 1 million barrle per day for six months. Its not a long term solution but it’s a bridge 
until other supplies come to the fore, and an Iran deal would be huge. There is a good chance, folks, that we could be 
back looking at $70-$80 per barrel oil before long — which would play a huge role in bringing the headline inflation rate 
back down.  

 

Meanwhile, we may well soon be seeing a break in the core inflation data at the very least, coming from the auto sector. 
To wit: the Manheim used car price index deflated 3.9% in March and this followed a 2.1% decline in February and a flat 
January. The three-month trend is running at a -21% annual rate, the biggest negative since April 2020!  

Not just that, rental inflation is set to ease as apartment vacancy rates are indeed starting to hook up (to 4.6% from the 
August 2021 low of 3.8%). And the Great Retirement theme that has suppressed labor market supply is also moving in 
the other direction. See Tom Brady Isn’t the Only Retiree Who Is Going Back to Work Now (The Wall Street Journal). 

file:///C:/Users/skelly3/AppData/Local/Microsoft/Windows/INetCache/Content.Outlook/HP55F93G/www.alloyacorp.org/invest


 ALLOYA INVESTMENT SERVICES    WEEKLY RELATIVE VALUE | 10 
 

 
 

 

www.alloyacorp.org/invest 

 

Final thoughts: I personally don't believe that Powell will be able to engineer a soft landing. I think it'll be a hard landing. 
And there's never been a recession where inflation didn't come down. We could have a couple more months where the 
inflation numbers print to a new high. And then I think in a year's time, inflation will be significantly lower. 

What’s priced into Treasuries? A whole lot of Fed. We are talking about 70%+ odds now of a 50 beeper in May and 25 
basis points at every remaining meeting for the year, taking the funds rate up close to 2.75%. So, what it took the Fed 
three years to do in the last cycle it intends to do in one year this time around, in what would be the fastest surge in the 
funds rate since 1994-95. Difference is that back then, the curve wasn’t inverted. 

What should credit unions do? Look at the forest through the trees. They should continue to scale into the markets on 
weakness. Yes, volatility remains high and rates could back up further (impossible to time the top) but the cycle will 
change (maybe sooner than expected) and yields could reverse and possibly sharply lower. Bottom line: By continuing to 
average into the front end of the yield curve, credit unions will be adding significant income vs. cash while being 
positioned for a Fed pause or reversal and an eventual drop in rates.  

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 40 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.  

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.  
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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 Alloya Investment Services* to discuss your specific situation and objectives.  

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