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Tightening Might Be Unpleasant 

Last week, the Fed hiked all policy rates by 50 basis points, the most hawkish move since 
2000: 

• Its federal funds rate target to a range of 0.75% to 1.0%. 
• The interest it pays the banks on reserves to 0.9%. 
• The interest it charges on overnight repos to 1.0%. 
• The interest it pays on overnight reverse repos (RRPs) to 0.8%. 
• The primary credit rate it charges banks to 1.0%. 

Powell said that a 75-basis-point hike “isn’t something the [Federal Open Market 
Committee (FOMC)] is actively considering,” but “there is a broad sense on the committee 
that additional 50-basis-point increases should be on the table at the next couple of 
meetings.” 

 

Powell was confident that these and more rate hikes – up to “neutral,” whatever rate that 
might be – would bring down inflation without causing a recession (i.e., the “soft” landing). 
Even still, that by no means suggests there is some pre-set path to 3% as is currently being 
discounted by the futures market. 

The Fed also officially announced that quantitative tightening (QT) starts on June 1. During 
the phase-in period in June, July and August, the Fed’s securities holdings will drop by $47.5  
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“Labor markets are very strong, and the balance sheets of consumers and businesses 
are solid, and they can handle higher rates, we have a good chance to have a soft or 

softish landing… The economy is strong and is well-positioned to handle tighter 
monetary policy.” – Fed Chair Jerome Powell 
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billion per month: $30 billion in Treasuries and $17.5 billion in mortgage-backed securities (MBS). Reductions will come 
from maturing securities being redeemed, and from pass-through principal payments for MBS. The full-speed period 
begins in September when the Fed’s securities holdings will be allowed to drop by $95 billion a month, with the “caps” 
set for Treasury securities at $60 billion and for MBS at $35 billion. This round of QT has been discussed for months, so 
there were no surprises in its announcement, and the bond market has been anticipating it and reacting to this 
anticipation.  

Also worth highlighting, there was a not-too-subtle shift in tone about the real side of the economy. To wit: the Fed 
acknowledged that there are downside risks from the Russian invasion; “the implications for the U.S. are highly 
uncertain” and the “invasion and related events… are likely to weigh on economic activity.” This is code for “we are 
concerned about the economy.” 

As an aside, Powell uttered the word “uncertainty” no fewer than eight times at this press conference. In the past, an 
“uncertain” central banker was a central banker who sat on his or her hands, not one who pledged two more 50-basis-
point rate hikes at the next two meetings. I couldn’t help but think of how he massively pivoted (one of his talents) since 
his August 27 address at the Jackson Hole symposium. Can anyone be convinced that he won’t pivot again?  

THE PAIN FROM RATE HIKES 

Currently, the Federal Reserve and the Biden administration reassure everyone the economy is strong, and there's 
nothing to worry about. The Fed routinely says monetary tightening will create a soft-landing, similar to the mid-90s. 
However, tightening financial conditions could only spark trouble for an economy based 70% on consumption and driven 
by access to cheap credit.  

After jumping 90%, since the start of the pandemic, used car prices are cooling as buyers balk due to affordability issues 
stemming from soaring interest rates. Outside of the COVID shock and Great Financial Crisis of 2008/09, the Manheim 
Used Vehicle Value Index, a wholesale tracker of used car prices, printed the most significant monthly decline in terms of 
rate of change averaged out over three months in April at 6.4%.  

 
Source: Bloomberg  

Take a look at the used car market year-over-year growth rates versus used car auto loan rates. A jump in rates has 
dampened upward price pressure as fewer buyers can afford cars. The rate surge was evident in April as used car sales 
slowed down precipitously, down 13% compared with March. 

Reporter to Powell: "Do you think the Fed has a credibility problem? 
Powell: "No, I don't... And I want to keep it that way." 
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New and used vehicles account for 9.2% of consumer prices. And if the Fed wants to raise interest rates higher, it will 
inflict more downward pressure on used car prices, thus helping to extinguish the inflation fire it sparked two years ago 
by printing trillions of dollars. 

THE EVERYTHING BUBBLE  

Year-to-date, the major stock indices are off to a horrific start. The Nasdaq and Russell 2000 are now in official bear-
market territory (-20% or more) while the S&P is lower by 15%. Underneath the surface, many of the high-flying stocks 
have been hammered by 50-70% or more.  

It used to be said that the stock market is not the economy but make no mistake: today’s stock market is far more tied 
to the economy than ever before. Fed Chairman Powell stressed in his post-presser how monetary policy influences the 
real economy and inflation via the channel of financial market conditions. In fact, when you look at the Buffet indicator 
(stock market to GDP), the stock market has been driven to extreme levels (220% of GDP) due to extremely low interest 
rates and 24/7 money printing. And individual investors hold over $40 trillion of equity assets on their balance sheets. If 
this epic bubble does burst, the reverse wealth effect will drive consumption much lower. As consumption goes, so goes 
the economy. It goes to show how (sadly) the economy has become so asset-dependent over time.  

 

Moving on. In terms of corporate credit, the value of distressed debt (trading below 70 cents on the dollar) have doubled 
in the past month. The spread between CCC-rated and BB-rated debt has widened 140 basis points so far this year; and 
high yield spreads have widened 85 basis points from the lows for 2022. The high-yield market suffered its worst month 
in April since March 2020 with a -4.6% net loss.  

Elsewhere, mortgage rates are shooting higher relentlessly. The daily measure of the average 30-year fixed mortgage 
rate by Mortgage News Daily reached 5.64% on Friday, the highest in the data going back to 2009. The weekly measure 
by Freddy Mac of the average weekly 30-year fixed mortgage rate, which lags behind a little, spiked to 5.27%, the 
highest since June 2009. 

So, with home prices in the stratosphere and mortgage rates over 2% higher from a year ago, a mortgage payment on a 
30-year fixed mortgage has jumped by nearly 50%. This 50% jump in cost of homeownership at the current price is going 
to wipe out demand from big layers of potential buyers. The volume of purchase-mortgage applications has already 
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dropped substantially as has the volume of home sales. And over the next few months, the new reality in the housing 
market will become more apparent. 

Bottom line: Both stocks and the housing market have been lifted to unsustainable levels owing to speculation from 
investors and unsustainably loose monetary policies from the Federal Reserve. The “Everything Bubble” has begun to 
deflate, and real estate is shaping up to be next in line. So, as interest rate repression, including through quantitative 
easing (QE), caused the biggest bubble ever, interest rate increases, including through QT, are going to unwind it.  

EMPLOYMENT UPDATE 

In April, the non-farm payrolls rose 428,000, above the 380,000 expected.   

 

When drilling below the surface, we find the following: 

• The birth-death “model” added 160,00 jobs to the payroll headline and accounted for almost 40% of the 
headline number. This model is wildly wrong at turning points but otherwise means little. It is also heavily 
revised and thus useless. 

• Employment in the household survey fell 353,000 in April, the first negative tally since April 2020. Not to 
mention that all the jobs lost and then some were in full-time positions, which are the drivers of income, 
confidence and spending. Again, something we last saw in April 2020. So yes, the establishment survey showed 
a 428,000 gain, but this poll tends to lag at turning points in the cycle while the household survey tends to lead.  

• Those who had a job, lost it, and then decided to exit the labor force altogether soared 665,000 in April, which is 
a troubling data-point we last witnessed in April 2020.  

• The participation rate went in the wrong direction to a three-month low of 62.2% from 62.4% in March. A 
363,000 decline in the labor force. Not good. This will disappoint the Fed, which has been pushing for an 
"inclusive" boost to the labor force.  

• The unemployment rate stayed at 3.6% (consensus was 3.5%) and the broad U-6 metric ticked higher to 7.0% 
from 6.9%. Had the labor force not contracted, the jobless rate would have risen to 3.8%. The wage number 

“The modest 0.3% increase in Average Hourly Earnings (AHE) is a surprise to us, because a calendar quirk signaled risk of 
a bigger increase. The relative softness has now persisted for three months, and it’s starting to look like a trend. The 

three-month annualized rate of increase of AHE now stands at just 3.7%, the lowest since March 2021, and down 
sharply from 6.3% as recently as November last year.”  

– Ian Shepherdson, Chief Economist at Pantheon Macroeconomics 
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came in light against expectations at +0.3%. The fact that the year-over-year trend in average hourly earnings 
eased a bit to +5.5% from +5.6% was of little consolation.  

• The workweek was flat, at 34.6 hours, after shrinking 0.3% in March and is down 0.9% on a year-over-year basis. 
One thing we know about hours is that they tend to lead bodies. Notably, there was a -0.5% contraction in the 
factory workweek, the sharpest drop since December 2020 (and with no increase in overtime hours).  

• Finally, and this is key — employment at the employment services sector declined 10,500, the first contraction 
since April 2021 and before that, try April 2020. Question for those looking at the forest past the trees: what do 
you think it means for the job market outlook when the headhunters start chopping their own heads? 

In my opinion, the bond market is not paying enough attention to the decay evident from contracting household 
employment, carnage in full-time positions, a lack of traction in the workweek and the fact that the best leading 
indicator of all, as in employment services, is waving a red flag. There is nothing in these reports to detract from the 
view that the recession is staring us in the face, and the divergence between the establishment and household surveys is 
not to be taken lightly. 

PESSIM-ISM 

The Institute for Supply Management (ISM) Manufacturing Survey is based on comments from purchasing managers in 
the manufacturing sector. It’s the first piece of news on the economy every month and provides the earliest clues of 
how the economy has fared during the previous four weeks. 

Why is it important? 

People in charge of buying stuff for their company are called purchasing managers. Manufacturing companies need 
supplies to make products.  

If there’s an increase in demand for manufactured products, purchasing managers respond by increasing orders for 
production material and other supplies. If manufacturing sales slow, these corporate buyers will cut back on industrial 
orders. 

Because of their position, you can essentially get a solid measure of manufacturing activity by following what purchasing 
managers are doing. This is important because manufactured goods make up almost half of the total economy. 

It shouldn’t be lost on anyone that the ISM Manufacturing Purchasing Managers’ Index (PMI) was a woeful report — 
down to the lowest level since September 2020 and the components were every bit as weak as the headline. ISM 
Manufacturing PMI data clearly highlights rising recession pressures. 
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The components were at least as weak as the headline. New orders hit the lowest level since May 2020. Export orders 
receded to the weakest reading since July 2020. It is highly unlikely that the erosion in the trade deficit isn’t about to 
end. 

Production sagged to its lowest point since May 2020 . Employment really took a hit, dropping to a seven-month low. On 
the inventory front, the share saying that customer inventories are “too high” jumped from 7.3% to 10.5% (was 3.7% a 
year ago), tied for the highest for any April for the past six years. Coupled with the pullback in production and orders, 
this does not bode well for Q2 real GDP. There’s a chance here for back-to-back quarterly contractions, and when that 
happens, I guarantee that every plain-vanilla Tom, Dick and Harry economist will find a way to explain it away. 

Following the ISM Manufacturing survey, the ISM Services survey fell to 57.1 from 58.3 in March. Notably, employment 
in the services sector is now contracting (below 50), which means that together with the negative GDP prints, the Fed's 
tightening cycle will be very short lived. 

 

So, to summarize: ISM sees manufacturing and service weaker in April. Overall business has softened. And most 
importantly, demand destruction is occurring as cost pressures are beginning to slow demand.  

TRADE DEFICIT COLLAPSES 

The U.S. trade balance, with the rest of the world, collapsed 22% to its largest deficit ever ($109.8 billion) from $89.8 
billion in February. The effects of weak global aggregate demand and the turbo-charged U.S. dollar were at play. In 
volume terms, the trade gap was even more onerous — to $116.9 billion from $82.3 billion in February and 37% wider 
on a year-over-year basis. 

 

The sell-side economics community will figure out a way to convince investors as to why this isn’t important. But the 
negative effects on growth from the ever-widening trade deficit have been with us now for seven quarters in a row. 
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Hardly non-recurring. Not just that, but barring any improvement from the bloated deficit level in March, we could be 
looking for another significant reduction to GDP in Q2. 

MONEY SUPPLY PLUMETS 

The Fed is raising rates and for the past five weeks, the balance sheet has stopped expanding. Against this backdrop, the 
monetary aggregates are cooling off dramatically to little fanfare. On a year-over-year basis, M2 growth is back to single 
digits (+9.9%) for the first time since February 2020, not to mention +18.5% precisely a year ago. 

 
Source: St. Louis Federal Reserve 

Along with the fact that money velocity has flattened out at the record-low bottom, we have the quantity theory of 
money dictating a future course of disinflation that is far from being discounted or appreciated. Tightening liquidity will 
have significant implications across financial markets. 

 
Source: St. Louis Federal Reserve 

ANOTHER JOLT! 

The number of job openings jumped further into the astronomical zone, to a record 11.55 million (seasonally adjusted) 
at the end of March, up by 36% from a year ago. Compared to March 2019, job openings spiked by 57%; that’s 4.2 
million more job openings in March 2022 than before the pandemic. 

This data is not based on job postings, but on a monthly survey of 21,000 non-farm businesses and government entities 
by the Bureau of Labor Statistics . The survey asks employers about their actual employment needs, hires and 
separations. So, whispering in somebody’s ear at a job fair counts as an opening. 
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Quits are a sign of labor force churn as employers poach workers from other employers because they cannot find 
enough unemployed people willing to take those jobs. The number of “quits” jumped to another record, to 4.54 million 
workers who voluntarily quit their jobs in March, up by 23% from a year ago. There are myriad stories why people quit 
one job to take another job, and they usually boil down to better pay, benefits, and working conditions, and extraneous 
reasons such as shorter commutes, cheaper housing, etc. 

 

MARKET OUTLOOK AND PORTFOLIO STRATEGY 

Real GDP contracted -1.4% in Q1 (sorry, you can’t just exclude net exports). In fact, GDP in real terms has been flat or 
down in each of the past five months. During this time span, the U.S. economy has declined at a -2.4% annual rate. In 
the past, this has only happened in National Bureau of Economic Research (NBER)-defined recessions. But don’t worry; 
the Wall Street folks are saying the NBER won’t declare this an official recession. But if it walks and talks like a duck, then 
it’s a duck.  

The inflation shock is largely exogenous in nature, and what few talk about is how fiscal policy contraction alone is going 
to help take care of the demand side between now and the end of the year. 

Meanwhile, the Fed says it’s on a single-minded mission to fight inflation. In its panic to tamp down inflation, the Fed 
will require a dramatic decline in aggregate demand. The Fed has no control over food or fuels, which means it has to 
create the conditions for a significant contraction in GDP and a return to 6% unemployment. That’s the stark choice 
given by these exogenous shocks — demand destruction.  

“The only way to get the inflation rate down that much is to keep markets under stress… The Fed will 
raise rates until inflation comes down or something breaks.”  

– Jim Bianco, President and Macro Strategist, Bianco Research, L.L.C 
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How come none of the journalists at the press conference on Wednesday asked Powell what his trade-off tolerance is 
for getting back to 2% inflation? Is the economic pain needed to do that, given the nature of this particular inflation, 
worth it? 

Regardless, bond markets have reacted. The 10-year Treasury yield rose by 7 basis points on Friday to 3.12%, the second 
day in a row of closing above 3%. It’s now just a hair from the high in the prior tightening cycle when the yield peaked at 
3.24% on November 8, 2018. When the 10-year yield moves beyond 3.24%, it will be the highest since 2011. 

For the 2-year yield, it has been a huge move in just seven months. The 2-year Treasury yield, which had spiked in the 
prior months in anticipation of many hikes in short-term policy rates, has remained roughly in the same range over the 
past few trading days, and on Friday closed at 2.72%, down a tad from the recent high last Tuesday of 2.78%, which had 
been the highest since January 2019. The magic number is 2.83%, beyond which you have to go back to 2007 to find 
higher yields. 

If the Fed continues to raise rates until inflation moderates and falls back to the Fed’s target of 2% inflation, stock prices 
and home values will be crushed and the economy will be in a recession. Then again, remember what happened the last 
time Powell mentioned the need to get to or above “neutral” back in the hawkish days of 2018?  

My sense is that the Fed is committed to raising rates by 50 basis points at the June 14-15 meeting and 50 basis points at 
the July 26-27 meeting. If so, that would bring the federal funds rate target to a range of 1.75% to 2.0% by the end of 
July. At that point, rising recession pressures may well push it to the sidelines. Thus, this tightening cycle, in my view, will 
become as truncated as the last one was back in 2018.  

In light of how much yields have already risen in the front end of the Treasury curve, we continue to advocate that credit 
unions systematically scale into the front end of the curve. Specifically, 2- and 3-year Treasury securities continue to 
offer an attractive risk/return tradeoff versus staying in overnight funds.  

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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