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Fast and Furious 

The big surprise last week was Lael Brainard morphing from a dove to a hawk coupled with 
the Fed minutes, which were more hawkish than expected on rate hikes and quantitative 
tightening (QT): 

• As much as $95 billion in asset runoff per month ($60-90 billion expected). 
• Many Fed officials say half-point hikes may be warranted. 
• Fed sees need to get to neutral posture expeditiously. 
• Fed fears public loss of confidence in its resolve over inflation. 

Based on more recent comments from Brainard and other Fed members, it would appear 
that a 50-basis-point rate hike in May is looking like a done deal.  
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“We are committed to bringing inflation back down to its 2 percent target, recognizing 
that stable low inflation is vital to maintaining a strong economy and a labor market that 

works for everyone… The [Federal Open Market Committee (FOMC)] would continue 
tightening monetary policy methodically through a series of interest rate increases and 
by starting to reduce the balance sheet at a rapid pace as soon as our May meeting… I 

expect the balance sheet to shrink considerably more rapidly than in the previous 
recovery, with significantly larger caps and a much shorter period to phase in the 

maximum caps compared with 2017–19.”  
 – Lael Brainard, Vice Chair, Federal Reserve Board of Governors 
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The Fed is now heading for its most aggressive monetary policy tightening in almost three decades. They are pricing in a 
further 225 basis points of interest-rate hikes by the end of the year on top of the 25 basis points already delivered in 
March. The Fed hasn’t done that much tightening (250 basis points) in one year since 1994. Prior to that, the last year 
with more tightening was in the early 1980s, when Paul Volcker was in charge of the central bank.  

Given there are six scheduled meetings left this year, the current pricing would equate to three half-point hikes and 
three quarter-point increases, assuming the Fed raises borrowing costs at every decision. That would lift the upper end 
of the range to 2.75%, a level not seen since the 2008 financial crisis. 

 

QUANTITATIVE TIGHTENING TO START NEXT MONTH 

The Fed announced it is going to start QT with a balance sheet reduction of $95 billion per month.  

  

Source: GSIR 

“Participants also agreed that reducing the size of the Federal Reserve’s balance sheet would play an important role 
in firming the stance of monetary policy and that they expected it would be appropriate to begin this process at a 

coming meeting, possibly as soon as in May… Principal payments received from securities held in the [System Open 
Market Account (SOMA)] would be reinvested to the extent they exceeded monthly caps. Participants generally 

agreed that monthly caps of about $60 billion for Treasury securities and about $35 billion for agency [mortgage-
backed securities (MBS)] would likely be appropriate.” – Excerpted from FOMC minutes 

file:///C:/Users/skelly3/AppData/Local/Microsoft/Windows/INetCache/Content.Outlook/HP55F93G/www.alloyacorp.org/invest
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The Fed aims to trim its Treasury holdings by $60 billion, and its MBS holdings by $35 billion, per month. This roll-off is 
about double what it was back in 2017-2019. This is in line with Fed Chair Jerome Powell’s earlier statement that there 
would be a faster drawdown of the balance sheet than during the last episode of QT. At some point, the Fed will sell 
MBS debt outright because the runoff is expected to be too slow to meet the reduction targets (due to low mortgage 
refinancing activity). If the Fed proceeds as planned this is akin to a 170-basis-point hike in rates. Tack on the dot-plots 
and we are talking about a total de facto tightening of 350 basis points.   

I’d argue the biggest development of the week – a more forceful discussion of Fed balance sheet runoff – supports a 
view that the bulls are fighting uphill. If you want to adjust financial conditions, the balance sheet is a much more 
powerful tool than the federal funds rate. To that point, former New York Fed Governor Bill Dudley took off the gloves 
last week with the following: 

Then of course, let’s not forget the sharp reversal in fiscal policy from net stimulus worth 5% of GDP last year to net 
restraint of -3% of GDP for the end of this year.  

 
Source: Rosenberg Research 

The irony is the Fed is just gearing up its tightening as the economy is slowing. To wit: The Atlanta Fed has lowered its 
first quarter (Q1) gross domestic product (GDP) to 0.885%, aka “stall speed.”  

 

 
“If stocks don’t fall, the Fed needs to force them. In contrast to many other countries, the U.S. economy doesn’t 

respond directly to the level of short-term interest rates... financial conditions need to tighten. If this doesn’t 
happen on its own (which seems unlikely), the Fed will have to shock markets to achieve the desired response.” 

file:///C:/Users/skelly3/AppData/Local/Microsoft/Windows/INetCache/Content.Outlook/HP55F93G/www.alloyacorp.org/invest
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In fact, Deutsche Bank became the first large Wall Street firm to forecast a U.S. recession in 2022. Deutsche Bank sees 
two negative quarters of growth by late next year and early 2024, and more than a 1.5% rise in the U.S. unemployment 
rate, developments that clearly qualify as a recession.  

Following suit, Michael Hartnett, Bank of America’s Chief Investment Strategist, wrote the following in a note to clients 
late last week.  

And last but not least, the WSJ released a poll  showing recession odds in the next twelve months (as in — NOT a 2023 
story) up to 28% from 18% at the turn of the year (13% a year ago). You don’t need this metric to go to 100% — it 
peaked at 34.8% just six months ahead of the 2020 downturn. 

Bottom line: Never have monetary and fiscal policy together been this restrictive. The forthcoming policy restraint will 
prove to be overwhelming. This is why I believe the narrative will shift in the coming year from inflation to deflation, as it 
did from 1981 to 1982, 1991 to 1992 and in spectacular fashion from the summer of 2008 to the summer of 2009 (+5.6% 
to -2.1%). 

HOUSING IN DISSARAY 

In February, the existing home sales dropped 7.2% but most of those sales were made in December or January when 
mortgage rates were much lower. At the start of 2022, the average rate on 30-year fixed-rate mortgages was 2.85%. Last 
week, with the Treasury market reeling, the average rate on 30-year fixed-rate mortgages topped the 5% mark for the 
first time since November 2018. Historically, 5% is not that high of a rate. But relative to home prices, it's an enormous 
rate, especially for first-time buyers.  

 

The high frequency data shows more housing weakness ahead. For the week ending April 1, mortgage applications 
tumbled 6.3%, and this followed a 6.8% slide the prior week. Mortgage applications are now down for four weeks in a 
row and in eight of the past nine. Mortgage apps are off a whopping 59% from year-ago levels.  

“‘Inflation shock’ worsening, ‘rates shock’ just beginning, ‘recession shock’ coming.” 

file:///C:/Users/skelly3/AppData/Local/Microsoft/Windows/INetCache/Content.Outlook/HP55F93G/www.alloyacorp.org/invest
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Purchase activity has slipped 3.4% and is down 9% year-over-year. As an aside, it’s scary to see how the housing bubble 
has forced households to lever up in a near-unprecedented fashion and at a time of rising debt-service costs. Indeed, the 
average loan size jumped to $410,000 from $395,000 just a month ago and $342,000 this time last year. As a result,  
borrowing costs for a mortgage of $452,000 (average loan size) have increased by more than $6,000 per year. Not trivial. 

 

In light of the housing backdrop, it’s no accident that lumber futures have plunged 41% in one month. Prices are still 
very elevated but will resolve to the downside soon. 

 

Also, refinancing activity continues to plunge, now down 10% since last week , down 62% on a year-over-year basis, and 
down 82% from the peak in March 2020. The collapse in mortgage refinancing applications has caused numerous 
mortgage lenders to trim staff via layoffs. But the numbers are small in the overall scheme of things.  

file:///C:/Users/skelly3/AppData/Local/Microsoft/Windows/INetCache/Content.Outlook/HP55F93G/www.alloyacorp.org/invest
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The bigger impact will be on the economy and markets. Cash-out refis help borrowers use their home mortgage to get 
some cash that tends to get used for projects, such as a remodeling project, or to pay off other higher-interest consumer 
debts. Some of it is plowed into stocks or into down-payments for rental properties, second homes, vacation rentals, 
etc. Going forward, the sharp decline in cash-out refis will rob households of a significant cash-flow stream, which will 
have a significant ripple effect throughout the economy.   

 

The pending housing slowdown has a strong multiplier effect, thus slowing demand for furniture, appliances, paint, 
landscaping, cabinets, etc. In fact, spending on home improvement is now losing momentum after dropping from 3.5% 
in December, to -0.7% in February. I consider Home Depot the poster child for retail housing and the stock is now down 
49% from the nearby peak. Thus, there’s a message coming from the underbelly of the market that – rightly or wrongly – 
points, with increasing force, in the direction of a growth scare. 

 

AUTO UPDATE 

Amid ongoing chip shortages, production halts and depleted inventories, auto sales in March are down 26% compared 
to March last year, and by 22% compared to March 2019. In Q1, sales fell by 16% to 3.28 million vehicles, the worst Q1 
since 2011. 

Amazingly, in terms of the number of vehicles sold, the auto industry hadn’t grown in two decades, with the huge trough 
of the Great Financial Crisis in between. In fact, current sales are right back to where they were in 1979. What has kept 
the auto sector revenues growing over the decades are higher prices, and this is hugely important now, with unit sales 
so weak.  

file:///C:/Users/skelly3/AppData/Local/Microsoft/Windows/INetCache/Content.Outlook/HP55F93G/www.alloyacorp.org/invest
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All in all, buyers spent $45.7 billion on new vehicles in March, according to J.D. Power. But this was down by $6.2 billion 
from March 2021, as higher prices alone weren’t enough to overcome the plunge in sales. 

 

ISM SLOWS 

The Institute for Supply Management (ISM) manufacturing index or purchasing managers' index (PMI) is a key indicator 
of the state of the U.S. economy. It indicates the level of demand for products and whether market conditions are 
expanding, staying the same or contracting.  

The ISM manufacturing PMI is currently above 50, which indicates that manufacturing is still expanding. However, in 
March, the index declined to 57.1 – the lowest level since September 2020. The weakness was broadly-based. Of note: 
New orders dropped nearly 8 points to 53.8 from 61.7 (lowest since May 2020; biggest one month drop since April 2020 
and December 2018 before that), production fell to 54.5 from 58.5 (also lowest since May 2020), and two-way trade 
flows were lower on the month, with exports and imports both down (to 53.2 from 57.1 and to 51.8 from 55.4, 
respectively). 

 

But the really big news was that, even in the context of the Russia-Ukraine war disrupting global chains, the supply 
pressure points continued to ease. Supplier delivery delays fell for the fourth time in the past five months, to 65.4 from 
66.1 (well off the peak of 78.8 in May 2021), and backlogs cratered from 65.0 to 60.0.  

Meanwhile, inventories continued to firm — up to 55.5 from 53.6 in February. Regarding prices, if the recent surge in oil 
is stripped out, prices paid actually would have been unchanged from the previous month. Get ready for a 
disinflationary, rather than inflationary, period ahead. 

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

The Fed has telegraphed the fastest and largest set of rate hikes since the doubling of the funds rate from February 1994 
to February 1995 from 3% to 6%. Along the way, tightening cycles have been halted because financial market bubbles, 
created by excessive easing, then blow up and prevent the Fed from further tightening.   

The following chart shows that every tightening cycle ends in crisis – including the failure of a mortgage lender, a 
Mexican peso crisis and the Orange County debt default. So, what are the skeletons lurking in the closet this time 
around? 

 

And let’s not forget about the debt and system-wide leverage. At a record $83 trillion of public and private debt (350% 
of GDP), if the Fed goes as much as what is priced in, we are talking about $330 billion being drained out of the economy 
for debt servicing charges, or about 1.5% out of GDP. That isn’t trivial and will surely curb domestic demand, which the 
Fed clearly wants to have happen. We’ll see how far it gets.  

As shown in the graph below, the peak in the fed funds rate after each cycle keeps getting lower and lower. The debt 
constraint is the prime reason. The higher the debt levels, the less rates can be raised.  

So, with debt levels off the charts, can the Fed really tighten policy as much as it says? My bet is no matter what the Fed 
says, the federal funds rate is likely to peak at a much lower level than during the last tightening cycle, a pattern that has 
been well established over the past several decades.                    

 

 

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

Funny, isn't it, that when the monetary supply was accelerating as if it was nobody's business, this is all everyone was 
talking about. Now that money supply is slowing sharply, there’s not a peep from the crowd. 

M2 has seen the hot trend turn lukewarm, from 12.0% year-over-year in January to 11.0% in February (lowest since 
March of 2020) and this is far below the 25.0% year-ago trajectory— just as the stock market peaked. 

On the asset side of the ledger, we can see why JPMorgan Chase CEO Jamie Dimon had a quiver in his voice in his just 
released annual letter. Bank assets posted back-to-back contractions in the March 16 and March 23 weeks; led lower by 
commercial and industrial loans, which are now shrinking and at a -2.5% year-over-year pace. Keep an eye on the money 
supply and bank credit data because they are flashing the same weaker-growth signal that the yield curve is at the 
present time. 

 

MARKET OUTLOOK AND PORTFOLIO STRATEGY 

This Tuesday brings a biggie: the Consumer Price Index (CPI). The consensus on headline is +8.5% year-over-year, which 
could well mark the cycle high. Regardless, inflation is on everyone’s brain and the blame is being put on the Fed. Here’s 
the thing. Under the exact same monetary policy a year ago, the inflation rate was sitting at 1.7% year-over-year. Today, 
it is 7.9%. The only other times in history where we experienced such a massive 6.20% surge was in February 1951, 
February 1947, February 1942 and March 1934. The first three were all about World War II and the aftermath, and the 
last one was the Dust Bowl that saw food costs double.  

The reason we have inflation today is because of what happened a year ago with the fiscal stimulus blowout that 
boosted CPI by 3%. Too much money chasing too few goods. That reckless stimulus is now in the rearview mirror. Then, 
of course, the Delta variant of COVID-19 arrived and further compounded production bottlenecks and wreaked ongoing 
havoc with global supply chains. And, of course, the impact of the Russian invasion of Ukraine and the added kick this 
gave to the commodity inflation.  

Simply put, this is the mother of all supply-side inflation shocks. The Fed is not equipped to change supply levels. It does 
not produce anything. It cannot print oil, food, nickel, lithium etc. The only way the Fed will be able to bring inflation 
down is to reduce demand. So, inflation will come down, but there will be a price to be paid. Frankly, it is disingenuous 
to believe that a “soft landing” is going to be sufficient to deal with this sort of supply dynamic. The peak in inflation 
invariably occurs in the context of an economic recession (or in advance of one). 

file:///C:/Users/skelly3/AppData/Local/Microsoft/Windows/INetCache/Content.Outlook/HP55F93G/www.alloyacorp.org/invest
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The 2-year Treasury yield is now 2.51%, the highest since March 2019, having exploded in six months from 0.2% last 
October. And the Fed hasn’t even seriously begun to raise rates. It is just telling the markets to get ready for it. 
Jawboning is one of the most powerful tools the Fed has. That’s how it gets markets to do what it wants them to do. And 
the markets have responded. At this point in time I would argue that the front end of the yield curve has already 
adjusted to the projected upward trajectory of the federal funsd rate. Simply put, it’s in the price.  

 

With the Fed now seeming hell-bent on raising rates fast and furiously, what should credit unions do?  

Aguably, one could make a case to “wait and see” what happens with the rate trajcetory and the economic 
consequences. However, the bond market has already discounted a tremendous amount of tightening already. Yes, 
rates could go higher from here, but eventually higher rates will crash the economy and markets. Unfortunately, we (no 
one does) do not know the “level” or “timing,” but it’s out there. That said, I assure you that no one will “ring the bell” 
when rates reach their apex. But I do know that “everytime” the US economy has entered a recession rates have fallen ( 
and sharply)  

From an investment perspective, discipline is the key. Rather than timing the markets, we believe a disciplined and risk-
appropriate ladder strategy is the most prudent course in today’s volatile rate environment and the key to long term 
invetment performance. Further, with the curve flat from two to 30 years, the first five years of the yield curve capture 
the lion’s share of the income available in longer-dated Treasury securities, but with significantly less sensitivity to rate 
volatility. See the table below. For example, the 2-year Treasury yield (2.51%) offers 93% of the yield of the 30-year 
Treasury bond (2.69%) with 91% less volatility (price risk). Thus, for credit unions seeking to generate higher income, the 
1- to 5-year maturity range offers the most compelling entry point in three years. As such, we advocate that credit 
unions dollar-cost average into the front end of the yield curve. Market selloffs provide attractive entry points.  
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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.  

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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