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Investing Without a Safety Net 

Well before the beginning of the COVID pandemic, the Fed had supported markets with 
ultra-accommodative monetary policy in the form of zero interest rates (ZIRP) and 
quantitative easing (QE). Risk assets, including stocks, high-yield bonds and crypto, surged 
to record after record high on a seemingly daily basis.  

 

“Fear of missing out” (FOMO) with a belief that “there is no alternative” (TINA) led to yield-
seeking speculation. From meme stocks, Matt Damon shilling crypto, to $2 million monkey 
JPEGs, and so much more, retail investing once again became a national pastime. Valuations 
be damned. The Fed has our back! As long as the Fed was maintaining historically low real 
rates and printing money 24/7, the safety net was laid out for investors chasing all kinds of 
risk assets. 

Well, as they say, it works until it doesn’t! Starting in March, when the Fed raised its 
benchmark interest rate for the first time since 2018, that all changed. The move, which was 
followed by another half-point rate hike last Wednesday, signaled the end of the free 
money era and maybe, more importantly, the so called “Fed Put.”  
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“Many themes will be different going forward to what we’ve been accustomed to… One 
such theme is the relentless march of U.S. equities. The last decade was noticeable for 
record long periods without a correction, a don’t fight the Fed mentality, and a buy the 

dip narrative.” – Jim Reid, Deutsche Bank’s Head of Research and Credit Strategy 
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The Fed Put was first used after the 1987 stock market crash when then-Fed Chair Alan Greenspan slashed interest rates 
to help support stocks. This set a precedent that the Fed would intervene during uncertain times. In fact, since then, 
every Fed chair has followed suit. Fed Chair Ben Bernanke went even further after the housing bubble burst in 2008, 
famously cutting interest rates to near zero and instituting the first round of QE ever seen in the U.S. And of course, 
Powell has lavishly employed the Fed Put during the COVID pandemic, launching the most reckless money-printing orgy 
ever – even when the economy was in recovery.  

Now, with unemployment rates near pre-pandemic lows and inflation surging, the Fed is being forced into raising 
interest rates and reducing its balance sheet through quantitative tightening (QT) to the tune of billions of dollars each 
month. Accordingly, markets are off to their worst start in decades. Year-to-date, the S&P has fallen 16% – losing $7.89 
trillion in market cap from its peak. The Russell 2000 is down 26% from the highs. The tech-heavy Nasdaq Composite is 
solidly into bear market terrain (down 25%).  

Here’s something to consider: The sector that defines the whole financial industry, the asset managers, has dropped 
34% from the peak and closed below its level on February 6, 2020. Overall, the investing background has become so gut-
wrenching that PIMCO just suffered its first net outflow in two years. Yikes!  

 

GET RICH QUICK 

We are seeing the end of the “get rich quick” narrative as we are witnessing a complete annihilation of meme stocks and 
cryptocurrencies — no yield, no safety, no returns. These were Nifty Fifty and dot-com investments on steroids, 
leveraged to the hilt. All they had going for them was a concept, theory and hopes of making a fortune. History is filled 
with these bubbles and their pied pipers. But what investors bought, in the end, was just a story. Nothing tangible. Many 
soon may become worthless. Remember Pets.com. 

“If you told me you own all of the Bitcoin in the world and you offered it to me for $25, I wouldn’t take it because 
what would I do with it? I’d have to sell it back to you one way or another. Maybe it’d be the same people, but it 

isn’t going to do anything.” – Warren Buffett 

“It was convenient that [the Fed] could go into full quantitative easing, well past the start of the recovery. It was 
one error on top of another, as we don’t learn from our mistakes.” – Tom Hoenig, former Kansas City Fed 

President, and a staunch champion for more common sense at the Federal Open Market Committee (FOMC) 

file:///C:/Users/skelly3/AppData/Local/Microsoft/Windows/INetCache/Content.Outlook/HP55F93G/www.alloyacorp.org/invest
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Moving on. The crypto “sent” to save us took a serious plunge to its legitimacy last week. The super speculative tulip-like 
“asset” Bitcoin is down over 60% from the highs. Ethereum and others have suffered similar fates. Crypto exchange 
Coinbase Global not only rattled its already tortured shareholders but also its crypto holders, when it explained that 
crypto assets may be considered the property of a bankruptcy estate if it files for bankruptcy. Anyhow, Coinbase is now 
down 88% from the high. Supposedly, last week alone, hundreds of billions were lost in this widespread crypto crash. 
And that, my friends, is a good thing. Greed actually is never a good thing and cryptocurrency as an “asset class” is pure 
greed since it really is pure speculation. 

Remember Matt Damon shilling crypto and all those crypto adds on Super Bowl Sunday this past February? Memories of 
the dot-com advertisements that flooded the airwaves on Super Bowl Sunday in 2000. Every bit of hype and hoopla was 
eagerly absorbed amid the craziest bout of consensual hallucination ever that by far outdid the dot-com bubble. 
Consider that Michael Saylor, CEO of MicroStrategy, bet his company on Bitcoin. El Salvador President Nayib Bukele bet 
the country. That's how crazy things have gotten.  

 

In the past, with such widespread carnage, Wall Street would be waiting for the Fed to step in and stabilize the markets 
by lowering rates and/or through direct intervention. The difference this time is the Fed has recently made fighting 
inflation its top priority. The Fed is hiking rates and instead of quantitative easing, it has turned to quantitative 
tightening by letting its big hoard of bonds shrink. As a result, there’s less money, or liquidity, to go around. Simply put, 
the river of easy money is drying up. 

Let there be no doubt that the Fed policy is to HURT because the Fed believes what is happening in the markets is good. 
It’s what they want. Don’t expect the cavalry anytime soon.  

So, markets are on their own. Now investors are grappling what assets should be worth without a safety net. And, as 
fear replaces greed, all of the sudden, valuations mean a lot.  

 

“They can either look like they’re trying to rein in inflation, or they can look like they’re trying to support the 
economy and financial markets. They can’t do both at the same time.” – Jim Bianco, Bianco Research 

“The process of getting inflation down to 2% will also include some pain… but ultimately the most painful thing 
would be if we were to fail to deal with it.” – Fed Chairman Jerome Powell 

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

Everybody is now so conditioned to think that the stock market is the center of the universe. Equities are a “protected” 
asset class and that the central banks have full control over everything. The thinking goes… “They will never let the stock 
market collapse.” But one thing I’ve learned in life is that there’s no free lunch, and the fact that so many people believe 
otherwise is really scary.  

Note: While the markets are down sharply year-to-date, the last 19 bear markets have had an average decline of 39%. 
The S&P 500 declined by more than half in 2008 while the Nasdaq tumbled 78% in the dot-com bust of the early 2000s. 

The Case-Shiller Cyclically Adjusted Price-Earnings (CAPE) Ratio is the ratio of the S&P 500's current price divided by the 
10-year moving average of inflation-adjusted earnings. This valuation metric while not a timing tool is used to forecast 
future returns, where a higher CAPE Ratio could reflect lower returns over the next couple of decades, whereas a lower 
CAPE Ratio could reflect higher returns over the next couple of decades, as the ratio reverts back to the mean. 

Here’s the thing. Despite the sharp sell-off, stocks remain expensive. Today, the current CAPE Ratio is close to 32. The 
long-term average is around 16. There are no fundamentals that can possibly “justify” current values. It’s only the belief 
that the Fed will prevent stocks from falling and manic psychology, which explains why “investors” assign such high 
valuations. 

A word to the wise. If equity markets revert to their long-term mean, it would equate to a 40-50% drop in the S&P 500. 
To be crystal clear, this is not a forecast, just math. View it as a public service announcement. Risk management is more 
important than ever. 

 

Bottom line: If you believe the Fed will blink, lose whatever shred of credibility is left and pause/reverse its rate hike 
campaign, then you should buy risk assets with veins popping out of your neck.  

On the other hand, if you believe that the Fed will hike until inflation recedes back to 2% and the Fed Put does end, the 
market valuations going forward will likely be vastly different from previous ones, especially for stocks.  

file:///C:/Users/skelly3/AppData/Local/Microsoft/Windows/INetCache/Content.Outlook/HP55F93G/www.alloyacorp.org/invest
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As such, we may be entering a new era where stocks are not the place to be. Consider the following:  

Read the above quote again: From 1929-2013, stocks underperformed “risk-free” Treasury bills 50 years out of 84 years 
(60% of the time). The data proves that valuations do matter in the long run. The reason stocks underperformed over 
these extended periods is because stock valuations were extremely high (like today) at the beginning of each 
measurement period.  

FINANCIAL CONDITIONS HAVE TIGTHENED A LOT! 

Financial conditions have tightened significantly. In aggregate, financial conditions have tightened over 150 basis points 
in just the past month – and into an economy that is increasingly fragile. The last time financial conditions were so 
restrictive was in 2020 and May 2018. The difference is inflation is now four times higher and the Fed is snugging policy, 
not easing policy and is still talking oh-so-hawkishly. Then again, just know this: The Fed, as an institution, is renowned 
for classic policy mis-steps – over-easing and then over-tightening.  

 

As I have discussed over the past few weeks, mortgage rates have spiked over 70 basis points just this past month and 
are up 220 basis points year-to-date to 5.57%, the highest since 2008. The difference is the median home price was 
$177,000 in 2008 – not the nosebleed price of $376,000 today.  

 

“Recall that the nominal total return of the S&P 500 lagged the return on Treasury bills from 1929-1947, 1966-
1985, and 2000-2013. That’s 50 years out of an 84-year period – deflation, inflation, recession, expansion, war, 

peace – in the long-term only one thing mattered… (valuations).” – John Hussmann, Ph.D. 

file:///C:/Users/skelly3/AppData/Local/Microsoft/Windows/INetCache/Content.Outlook/HP55F93G/www.alloyacorp.org/invest
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Despite the lack of inventory and strong potential demand from Millennials, higher mortgage rates are a killer for the 
housing market. What brings affordability to more comfortable levels for the wannabe buyers? Higher interest rates. In 
fact, Redfin reported that 15% of home sellers in April cut their asking prices.  

For the homeowner crowd, this will be a painful negative wealth effect. And for those that loaded up and leveraged up 
on residential real estate over the course of the past 1-2 years, the buyer’s remorse could be rather severe. If it is a 
property recession, it could be a deep recession. The reason being is household balance sheets are now exposed to a 
record-high $43 trillion in domestic real estate. Any significant decline will have a much bigger impact on the economy 
than stocks.  

The surge in mortgage rates has also snuffed out last year's massive refinancing boom. Refi loan originations are down 
40% from the first quarter of 2021. The liquidity impact from refinancing is decidedly negative. Refinancing typically 
lowers your monthly payment, giving you spending money that can boost the economy. 

Meanwhile, after lagging the decay in the stock market, the market for corporate credit has now leapfrogged the 
deterioration. High-yield spreads widened to 452 basis points, back to where they were in November 2020. The CCC-
rated corporate bond market is under tremendous pressure — yields soaring 150 basis points in one month to over 10%!  

 

And let’s not forget the massive surge in the U.S. dollar. The U.S. dollar has broken out and is up 18% from a year ago. 
Do you know how many times this happened in the past five decades? Try four times!!  

 

The surging dollar is disinflationary and slows U.S. exports. It also forces domestic producers to cut their costs and shave 
their profit margins in order to compete abroad. The dollar also has a negative impact on earnings. Microsoft said in its 
earnings report last month that a strong dollar reduced its revenue. In fact, 40% of multinational corporate earnings 
come from abroad. 

file:///C:/Users/skelly3/AppData/Local/Microsoft/Windows/INetCache/Content.Outlook/HP55F93G/www.alloyacorp.org/invest
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The detrimental effects of a strong dollar on American multinationals are shown in the foreign trade numbers reported 
last week in this space. Since the beginning of 2020, the foreign trade deficit expanded from $546 billion to an all-time 
record of $1.32 trillion.  

FINANCIAL STABILITY  

The Fed's semiannual Financial Stability Report was published last week and issued this clarion call:  

Pertinent Warnings: 

• Despite markedly higher Treasury yields, real and financial asset prices generally remained high relative to their 
corresponding expected cash flows. 

• House prices continued to rise at a rapid pace that outstripped increases in rents.  

• Structural vulnerabilities persist at money market funds and some other mutual funds, and the rapidly growing 
Stablecoin sector is vulnerable to runs. 

• Leverage was high at life insurers and somewhat elevated at hedge funds. 

• Central counterparties made larger margin calls amid elevated market volatility. 

The report seemed shockingly candid except for one thing. The Fed failed to point a finger at itself. Nowhere in the 
statement does the Fed explain that the reckless buildup of stock prices, bond prices, house prices, crypto assets, and 
margin debt followed $4.6 trillion in money-printing in two years that unleashed all kinds of craziness.  

Indeed, if printing money was the road to success, Argentina would be the world’s biggest economy. But it’s not.  

WHEN WILL SOMETHING BREAK? 

Just remember the U.S. economy is the most leveraged and asset-dependent economy of all time. If the Fed raises rates 
and reduces the balance sheet as expected (each $500 billion is equivalent to 1%), it will mean that the Fed has gone 
from 0 to 4.5% in just over a year. That’s Volcker territory.  

As I have said numerous times before, there has never been a time when a Fed tightening failed to precipitate a financial 
crisis of some sort, even in periods when we escaped recession (Orange County, Mexico in 1994; the Asian crisis in 1997; 
the repo market blow-up in 2019).  

Who knows what it will be this time? Possibly it’s a foreign exchange (FX) debacle. China’s currency is rising along with 
the dollar, which means it is pricing itself out of competitiveness. China may have to devalue its currency, as it did in the 
1970s. The yuan has slid 5% in just the past three weeks. Notably, China's FX reserves declined $68 billion last month 
and bears watching. Or maybe it will be in crypto world or the so-called “stable coins.” How about a Russian default? Or 
maybe something totally out of the blue? 

“While the recent deterioration in liquidity has not been extreme as in some past episodes, the risk of a 
sudden deterioration appears to be higher than normal.” 

“Only when the tide goes out do you discover who's been swimming naked.” – Warren Buffet 

file:///C:/Users/skelly3/AppData/Local/Microsoft/Windows/INetCache/Content.Outlook/HP55F93G/www.alloyacorp.org/invest
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Or maybe we get lucky this time and avoid a major credit event.  

 

SIGN OF STRESS 

As shown below, real disposable income over the past 12 months has absolutely plummeted, dropping 10.9%. Never 
before has disposable income – adjusted for inflation – dropped this sharply. And as sure as night follows day, spending 
will follow income.  

 

The recent inflation spike has absolutely destroyed the purchasing power of many Americans. Real disposable personal 
income is where it was two years ago. According to Lacy Hunt, Ph.D., it has caused 116 million working Americans to 
suffer a permanent loss in their standard of living. Add to that 50 million Americans who are retired and similarly 
afflicted. In total, 170 to 180 million Americans have suffered a permanent loss in their standard of living. 

Making matters worse, lower income households face inflation that is much higher than the Consumer Price Index (CPI), 
and they feel it much more because they spend most of their income on necessities, where price increases have been 

“40% of the American public has less than $1,000 in savings, and they rent. So, when we have 8.5% inflation, 
they're getting killed…”  – Jim Bianco 

“The number of people living paycheck to paycheck today is reminiscent of the early days of the pandemic and 
it has become the dominant lifestyle across income brackets.” 

 – Anuj Nayar, Financial Health Officer at LendingClub 

file:///C:/Users/skelly3/AppData/Local/Microsoft/Windows/INetCache/Content.Outlook/HP55F93G/www.alloyacorp.org/invest
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particularly harsh. Food prices are up at the fastest pace in more than 41 years and the shelter index, which makes up 
about one-third of the CPI weighting, was up 5.1% on a yearly basis, its fastest gain since March 1991.  

As prices of necessities are screaming higher, close to two-thirds or 64% of the U.S. population was living paycheck to 
paycheck, just shy of the high of 65% in 2020. 

The University of Michigan Consumer Sentiment Index focuses on attitudes related to inflation and its effect on long-
term disposable income. With this backdrop, it’s no surprise that consumer sentiment is collapsing with the UMichigan 
index plunging to its lowest since 2011. This decline was broad based and visible across income, age, education, 
geography and political affiliation – continuing the general downward trend in sentiment over the past year.  

Consumers' assessment of their current financial situation relative to a year ago is at its lowest reading since 2013, with 
36% of consumers attributing their negative assessment to inflation. Americans’ view of their current financial situation 
compared to a year ago is at its lowest reading since 2013. Nearly half of respondents don’t expect their incomes to 
keep pace with inflation over the next 12 months. 

 

Buying conditions for durables reached its lowest reading since the question began appearing on the monthly surveys in 
1978, again primarily due to soaring prices. Buying conditions for homes hit a new cycle low also.  

 

Yet, we hear from the Wall Street “promoters” that the U.S. household is in great shape and is stuffed with “excess 
savings.” Well, if that's true, why did credit card debt surge to $52 billion (+14% annualized) in March after a $37 billion 
run-up (+10.2%) the month before. Consumers have gone into debt by $107 billion in just the past three months, which 
has only happened two other times in the past. The extent of this surge in borrowings is an act of desperation as people 
are being forced to use credit to buy things like gas and food. This is not about buying autos and appliances. This is a 
classic counter-cyclical development, both unwelcome and troublesome.  

file:///C:/Users/skelly3/AppData/Local/Microsoft/Windows/INetCache/Content.Outlook/HP55F93G/www.alloyacorp.org/invest
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Here is the problem with that so-called “excess savings” theme. The vast majority of the excess savings is in the hands of 
the wealthy. The bottom 80% of the population has virtually no savings at all. And the wealthy do not spend their excess 
savings. Further, the tendency among consumers is to become overly cautious in their spending behavior in recessions. 
In a recession, households hunker down, they prioritize the family budget, and so they will spend money on shelter, 
food, health care and toilet paper — but not much else.  

 

PEAK INFLATION, PEAK GROWTH 

The U.S. CPI was pretty ugly. The core CPI edged up 0.6% in the month, beating the consensus view of +0.4%. The year-
over-year trend fell to 8.3% in April from 8.5% in March, but that is no reason to celebrate (consensus was 8.1%). 
Likewise, the core index showed a bit of moderation coming in at 6.2% year-over-year.  

 

Yes, the inflation rate is too high at 8.3%! But, more importantly, where it will be a year from now. In the summer of 
2008, inflation was near 6%. Who knew that a year hence, the inflation rate actually shifted to a deflation rate of -2%? 
As they say, the best cure for high prices is high prices, and it is only a matter of time that prices, for one reason or 
another, revert lower. The problem with most economists on Wall Street and, of course, the financial media, is they 
always think in a linear fashion and never think that everything in life moves in cycles. Some people can’t see past the tip 
of their noses. 

“The Fed thinks they can continue to bend and smooth economic gravity, but the Fed is stuck with slow growth and 
disinflation.” – Keith McCullough, CEO, Hedgeye Risk Management, LLC 

file:///C:/Users/skelly3/AppData/Local/Microsoft/Windows/INetCache/Content.Outlook/HP55F93G/www.alloyacorp.org/invest
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MARKET OUTLOOK AND PORTFOLIO STRATEGY 

The Atlanta Fed Nowcast has taken its real GDP forecast down from 2.2% annualized growth for the second quarter (Q2) 
down to 1.8% — near stall-speed after that Q1 contraction that the Wall Street research departments told us to dismiss. 

The Fed still thinks the economy is strong. The Fed Chairman’s favorite indicator is job openings from the Job Openings 
and Labor Turnover Survey (JOLTS). And Powell only sees the job openings component of the JOLTS report. The same 
report for March showed openings rose 205,000 while hirings fell 95,000 and layoffs expanded 51,000. So, why would 
companies be posting more jobs while hiring fewer people and laying off more staff? Does that make sense?  

As shown below, the S&P 500 employment service sector stock price index is in a huge bear market, down 25% from the 
bull-market peak. What does that say about the underbelly of the labor market? Meanwhile, new hires have started to 
shrink, and layoffs are in their early stages. The Fed doesn't see this.  

 

As inflation is peaking, we will receive a double-whammy hit on the demand side from massive monetary and fiscal 
policy restraint. The Fed is raising rates and last year's huge budget stimulus is finished. Combined, this will have a 
deflationary hit to aggregate demand. The recent declines in the stock market will negatively impact the wealth effect As 
people cancel orders for appliances and cars, the supply chain issues are fixed. Prices subside. Magic.  

Last week, the bond market rallied on bad CPI data because the Fed will tip the economy into recession and bonds 
always rally in recessions. See the following table. On average, the 10-year Treasury yield has dropped 150 basis points 
during a recession. No sense timing the peak in yields, though that may have already happened — just know the 
recession is out there, likely to become more obvious by the summer, and Treasury yields are going to melt as the Fed is 
forced to move to the sidelines.  

“It is, alas, quite likely that a recession will now be needed to keep inflationary expectations under control. 
Moreover, even if it turns out to be unnecessary, because inflation just fades away, a recession may still occur, 
simply because even a modestly tighter policy wreaks havoc in today's fragile asset markets.” – Excerpted from 

Martin Wolf's editorial in the Financial Times titled, “Soft Landing is Possible in U.S. But Unlikely.” 
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Last words go to Goldman Sachs Senior Chairman Lloyd Blankfein who urged companies and consumers to gird for a U.S. 
recession, saying: 

 

Meanwhile bonds are stabilizing, finally, and why shouldn't they when income-seeking investors can choose to get a 3% 
yield at the back end of the Treasury curve, nearly double the 1.6% dividend yield that the S&P 500 currently delivers? 
Keep an eye on the bond markets this week as to whether yields have topped. Last week marked a significant shift 
whereby Treasuries stopped falling alongside stocks. We may be hitting the point, whereby economic concerns or 
market concerns are starting to affect the Fed trajectory.  

As we have discussed repeatedly, volatility is likely to remain high over the near-to-intermediate term. My best advice is 
rather than try to forecast and time the markets, credit unions should maintain a risk-appropriate ladder strategy of 
high-quality investments. Market sell-offs provide an attractive entry point to deploy excess cash.  

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.  

“It’ a very, very high risk… If I were running a big company, I would be very prepared for it… If I was a 
consumer, I’d be prepared for it.” 

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