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The flattening of the curve has been one of the most consistent investment themes of the past
year. To get a sense of just how dramatic this trend has been, here’s a look at a handful of
current curve measures compared to the start of 2017. In trading Monday, they were all close
to the flattest levels in a decade.

From two years to 10 years: 63 basis points, down from 125
From two years to 30 years: 107 basis points, down from 187
From five years to 10 years: 29 basis points, down from 52
From five years to 30 years: 73 basis points, down from 114
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As depicted in the chart below, the spread between the two-year and 10-year has declined by
almost 50% since the start of the year, falling from 120 basis points into the mid-60 basis point
range. This decline has been consistent throughout the year with the yield curve flattening,
regardless of whether yields were rising or falling.

Relentless Flattening of Yield Curve
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ALL THE WAY TO ZERO
Just how much further can the relentless flattening of the U.S. yield curve go?

All the way to zero!

As shown in the graph below, the yield curve has flattened virtually every time the Fed has tightened monetary policy.
This pattern has held true throughout hiking periods in the late 1970s, mid-1990s, late-1990s and mid-2000s. All
tightening episodes resulted in flat or inverted yield curves.

The Federal Reserve has raised interest rates twice this year and is set for a third hike in December, leaving two-year
notes at the highest yields since 2008. Wall Street economists are forecasting that the Federal Open Market Committee
(FOMC) will likely tighten four times next year.

Meanwhile, despite previous hikes and more to come, 10-year yields are near their 2017 average. If the FOMC does
what’s projected, the midpoint of the fed funds target rate would be 2.375%. That’s higher than the current 10-year
Treasury yield of 2.35%.

Lacy Hunt, chief economist at Hoisington Investment Management and arguably the best bond manager around,
recently said she sees the yield curve inverting by the end of next year if the Fed continues to shrink its balance sheet.
Hunt says the tightening policy will likely choke credit growth and curb excess reserves, slowing the economy and
suppressing inflation. Banks and credit unions prefer a steeper yield curve because they generate income from the
spread between long-dated loans and deposits that are priced on shorter-term rates.

As the below chart indicates, an inverted curve has been one of the better indicators of recessions (red shaded bars)
over the past four decades. In certain instances, the recession appeared as the curve was still moving negative —an
indication of a possible policy mistake from the Fed. In other instances, such as the most recent recession, the curve
flattened after a series of 17 consecutive rate hikes, which ultimately culminated with a 5.25% fed funds rate in mid-
2006.

What is the Yield Curve Telling Us?
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The yield curve from two- to 10-year Treasuries is about 64 basis points, near the flattest since November 2007. The last
time the spread was at that level, while continuing to get narrower, was April 2005 (about two and a half years before
the recession began). It remained close to zero for about 18 months.

The flattening trend is a warning sign investors can’t ignore. The longer the trend continues, the more likely its effects
could spread to bank earnings and the real economy. Meanwhile, it would limit the Fed’s ability to respond when these
risks emerge.

LESSON NOT LEARNED
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much under the rug as we can and move on as quickly as we éanDavid Einhorn

As | have harped on for years, debt across all levels — households (credit cards, student debt, autos), businesses
(buyback stock, commercial real estate, multi-family housing, commercial and industrial loans loans) and governments
(not including unfunded liabilities) — has ballooned from $27 trillion to $41 trillion (yes, that is a T). Relative to the
national income needed to service this debt, it stands at a record 250% versus the 225% ratio at the peak of the last
credit expansion.

Amazingly, over the past 10 years we have only managed to create an entirely new credit bubble. We did not deleverage
this cycle to get the balance sheet into better shape — at least outside of the residential mortgage market. We merely
took the easy way out and tacked on even more debt to an increasingly untenable situation.

And now rates are backing up, especially at the front and mid-part of the curves, and the impact on debt-service and
defaults will emerge as a major 2018 theme once the obligations rollover into a tougher yield environment.

For those of you who believe “debt does matter,” the future is a bit frightening. The GOP, (aka the party of fiscal
responsibility) appears to be making matters worse for the coming decade. Public debt is expected to increase by $33
trillion by 2027 and fiscal deficits are expected to increase by $12 trillion.

Even that assumes a rosy forecast, if not an outright economic miracle. The debt and deficit projections assume no
recession in the next 10 years. That would truly be one for the record books. A 207-month stretch from 2009 to 2027
without a recession would be twice the longest expansion in recorded history.

But instead of tackling the runaway debt, the GOP has passed a 2018 budget that implicitly embraces the above fiscal
mayhem, and then adds upwards of $2trillion of incremental deficits to fund a flawed tax cut that could be an economic
dud.

Moreover, to pretend that the tax concoction will generate enough growth and jobs to largely pay for itself is a mockery.
Rather than an exercise in fiscal responsibility, it is the epitome of recklessness to assume enhanced domestic growth,
employment and Treasury receipts will result from any part of the $2.8 trillion cut for the rich and corporations at the
heart of the GOP tax bill.
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DELINQUENCIES SKYROCKET ON SUBPRIME AUTO LOANS

The economy depends on consumer borrowing for life support, and that’s all good. However, it would appear lenders
are lowering their credit standards to maintain the growth momentum. This is quite evident in the all-important auto
sector where many lenders have had to accept riskier and riskier borrowers to keep auto sales high.

But as we have seen time and time again, these cycles don’t typically end well. In fact, delinquencies — not everywhere,
but in credit cards and subprime auto loans — have reached Lehman Moment proportions.
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Of the $1.2 trillion in auto loans outstanding, $282 billion (24%) were granted to borrowers with a subprime credit score
(below 620). Of the $282 billion in subprime auto loans outstanding, finance companies originated 74%. Banks and
credit unions granted the remaining 26%.

The 90+ day delinquency rate for loans originated by auto finance companies has been soaring since 2013. In the
third quarter of 2017, it hit 9.7%, which is the highest delinquency rate since the first quarter of 2010. It first hit that
rate on its way up during the Great Recession in the third quarter of 2008 (during the Lehman Moment). A year later, it
peaked at 10.9%.

That’s more than double the 4.4% delinquency rate for subprime loans made by traditional banks —a number
that’s been falling steadily since the end of the financial crisis. Banks and credit unions have gotten leery of auto
loans. They have started to tighten lending standards for subprime borrowers, and it shows.

But here’s the thing: These delinquency rates are being compared to those of the financial crisis and the Lehman
Moment, but there is no crisis these days — just record stock markets, ultra-low interest rates, a booming bond market
and a growing economy.

During the financial crisis, auto loan delinquencies spiraled higher because millions of people lost their jobs and couldn’t

make their payments. Now the unemployment rate has dropped to 4.1%, the lowest since December 2000. Yet,
subprime auto loans at finance companies are blowing up as they did in the third quarter of 2008.
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Imagine what might happen when the economy turns south.

Subprime Auto-Loan Delinquency Rate by Lender Type
90+ days delinguent
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Subprime borrowers are perceived as sitting ducks. They’ve been turned down, they’re aware of their poor credit
and they often think they have no other options. So, these borrowers often end up with ludicrously high interest
rates on their loans, which they have trouble servicing due to the ludicrously high interest rates.

With stagnant real wages, how is this debt supposed to be paid back?
Here's a hint (in my opinion): It won't.
TWO CAPPUCCINOS AND A BANANA

The House voted on its tax bill and the Senate Finance Committee approved its version. Now the issue is resolving the
differences, such as the Obamacare individual mandate, state and local deductions, when to start the corporate tax cut
(the Senate version proposes delaying it a year) and when to terminate the various individual tax breaks.

As it stands, the GOP cannot rely on any Democratic support. As such, it cannot afford to lose more than two votes, and
Republican Senator Ron Johnson from Wisconsin has already withdrawn his support publicly for the current Senate
version.

The House bill’s tax cut without corresponding spending restraint will cause the public debt — the same debt the GOP
lamented was spinning out of control during the previous administration — to only spiral up even further. This will
seriously constrain future fiscal flexibility for policymakers when they will need it most as we are less than a decade
away from the first of the 78 million baby boomers turning 80. (How much funding will there be for the Meals On
Wheels program by then?)

The Wharton School estimates the House tax bill will cause U.S. government debt to soar $6.9 trillion by 2040. According
to the non-partisan Congressional Budget Office, it will add around $1.5 trillion to the federal debt over 10 years. Don’t
forget that then presidential candidate Donald Trump repeatedly castigated President Barack Obama for allowing the
federal debt to approach $20 trillion — it is now $20.8 trillion and counting (108% of GDP), making us the twelfth most-
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leveraged country in the world already. It’s incredible there hasn’t been a public outcry over such fiscal recklessness.
There is no credible model that would ever show the tax cuts paying for themselves. As an aside, what ever happened to
that famous Donald Trump campaign pledge that he would eliminate the national debt in eight years? Anyone
remember that doozy? That clearly isn’t happening.

GOP Trickle-Down Tax Plan

According to David Stockman, who served as the director of the Office of Management and Budget under President
Ronald Reagan, the middle quintile of households consists of about 30 million filers between $55,000 and $93,000 of
adjusted gross income. Approximately two-thirds of filers (20 million filers) would realize a $1,070 per year tax cufrhat
breaks down to less than $100 per month for a hard-working, middle-class family. That's not enough for a home
renovation or a vacation, let alone enough to make up for the large retirement savings gap in the U.S. Another 31%
(roughly 9.5 million filers) would experience a $1,150 tax incrase!

For the heart of the middle class as a whole — 30 million filers in the income brackets — the average tax cut would
amount to $6.15 per week.

That's right. Two cappuccinos and a banana!

Meanwhile, wealthy Americans, including President Donald Trump, stand to benefit handsomely from the tax plan
thanks to the proposed elimination of the estate tax and the alternative minimum tax, among others.

Namely, an average tax cut for the top 1% would amount to $1,000 per week.

Moreover, the top 0.1%(150,000 filers) will reap a cut of $5,300 per week

Regarding corporate taxes, cutting the corporate tax rate from 35% to 20% shouldgenerate higher corporate profits (not
that generating corporate profits has been much of a problem lately). This shouldtranslate into even higher stock prices,

which would benefit shareholders. Talk about trickle-down! The reality is, few corporations have been paying taxes at
the 35% rate, so lowering them to 20% may not change their bottom lines much.
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Then there is the tax holiday for corporations that choose to repatriate some or all of the approximate $2 trillion held
overseas. Having “drunk the Trump Kool-Aid,” Trump’s chief economic advisor Gary Cohn tested some of the proposed
policies on a group of CEOs at a Wall Street Journalonference the other day. He asked for a show of hands as to
whether the tax plan would lead to higher corporate investment. A few hands went up, but fewer than Cohn expected.
“Why aren’t the other hands up?” he asked. They’re not up, Gary, because it’s obvious to them and many of the rest of
us that trickle-down economics is a myth.
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— Howard Schultz, Executive Chairman of Starbucks

With that said, tax reform is far from a done deal. The House and Senate need to reconcile some major differences
between their respective bills. And let’s not forget that the government will run out of money by December 8, so the
shutdown issue is about to be revived. Republicans will need 60 (not 50) Senate votes to avoid a major disruption. (Yes,
the Republicans need eight Democrat votes to avoid a shutdown on midnight, December 8... circle that date on your
calendar.)

The problem is, time is not on the side of the tax-cut advocates, so anything that does pass is likely to be completely
flawed and with little regard to the bloated deficit.

Of course, the next question is how the Fed will respond to fiscal stimulus at a time when the economy is already
bumping against full capacity.

Maybe this explains why the Treasury bonds refuse to sell off for any meaningful length of time.
BUY THE RECESSION

Last week in an “Onion-like” interview with CNBC, Steve Chiavarone, Federated Investors portfolio manager, said it
doesn't matter if we have a recession. “Ten years from now, when the bull market is still intact, we’ll have the avocado-
toast set to thank for it.” Chiavarone says there’s “at least a decade left in this rally” due to a demographic tailwind
that’s soon to hit.

Here’s his rationale:
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specifically the potential for a recession in 2020 and 2021, according to Chiavarone.

What's an investor to do inthatcase?d . dz& (G KS hNGiOSaaAr2y s é

www.balancesheetsolutions.org


http://www.balancesheetsolutions.org/

BALANCE SHEET SOLUTIONS WEEKLY RELATIVE VALUE | 8

Chiavarone believes millennials who don't have any money, but do have tons of student debt, will beg, borrow or steal
their way to massive purchases of stocks even if they lose their job in a recession because they are worried about their
retirement.

Wow! You can’t make this stuff up.
At any rate, would someone please remind me of this post in a few years?

MARKET UPDATE AND PORTFOLIO STRATEGY

It is amazing to me that more equity investors don’t view the yield curve flattening coupled with the Fed raising short-
term rates as a concern. Frankly, based on the current trend it will not take four hikes to the yield curve to flatten. And
portions of the curve could invert this year with no hikes at all in 2018.

Overall, | believe we are in the latter innings of the economic recovery. This economy is nowhere near as strong as most
believe. Here is the key: Real personal disposable income has declined in three of the past four months. Is that a good
economy? Is this the best an allegedly tight labor market can churn out? In the past year, real personal disposable
income growth is a mere 1.2% but real consumer spending is 2.7%. This latest leg of the credit boom has allowed
households to run down their savings rate from over 5% to barely over 3%. In other words, a “low quality” consumer
backdrop. The last time the savings rate was this depleted was at the end of 2007. And then there was payback. The jig
was up! And so, it appears today.

Further, from my vantage point, the debt buildup has weakened the economic outlook and made the economy much
more susceptible to a setback from the current Fed tightening cycle. Remember that this economy is more vulnerable to
higher interest rates than any other time in the past.

Oh, and remember that we have a massive changeover at the Fed, and one is looming at the European Central Bank (ECB).
The question will be the extent to which new leadership at the Fed will turn up the crank on the tightening cycle and
whether the new ECB president will terminate its quantitative easing program before too long. This is the key — the end or
near-end of this extreme central bank intervention.

Let’s not forget:

1. Global geopolitics — China, North Korea, Saudi Arabia, Russia, Venezuela and faltering Brexit talks

2. Domestic politics — the Democratic “wave,” Donald Trump Jr.’s problems, the possibility of unsuccessful
tax reform conferences between the House and Senate (Expect gridlock and even more White House
investigations if the Dems take the House next year)

3. Robert Mueller is not remotely close to ending his subpoena campaign, and more surprises are likely
ahead as the wagons circle around the President and his men

4. A new and untested Fed that is less accommodative and might overtighten to combat a labor market that
may be less tight than meets the eye

5. Any shift in ECB policy — a new president is unlikely to be as market-friendly as current ECB President
Mario Draghi has been

6. Arising tide of protectionism came across loud and clear in Donald Trump’s trip to Asia. (This is an
underestimated risk, especially the possible abrogation of the North American Free Trade Agreement,
which will negatively affect five million U.S. jobs even as it drags the Canadian and Mexican economies
down.)

7. Last, but not least, investor sentiment is off the charts. Investors are more confident than at any time since
the tech bust. But what is often forgotten in today’s exuberant celebrations is that both the economy and
stock market historically peak when the skies are blue. With central banks scaling back stimuli,
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investments that appear attractive when interest rates are near or below zero suddenly look silly. Silly
investments usually lose money, often bringing down less silly assets along with them.
So, as you can see, it looks like we will have plenty to worry about for the rest of this year, throughout 2018 and beyond.

As Sergeant Easterhaus of Hill Street Bluesssigned his men to their daily rounds in the crime infested streets of the Big
Apple he always ended the precinct's morning call with his signature admonition: dLet's becarefulout there £
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| would agree with Sergeant Easterhaus, and | am sticking with my prognosis that a new low in yield is coming on
the 30-year long bond.

In terms of portfolio strategy, we continue to advocate a fully invested risk appropriate portfolio of high quality debt
instruments. In terms of sectors, select short duration collateralized mortgage obligations and commercial mortgage-
backed securities, which offer good relative value.

Note: Please mark your calendar for our next Balance Sheet Solutions Connections Webinar: CMOs: A Valid Option in
the Current Market, to be held at 2:00 pm ET on Thursday, December 14, 2017. This webinar will be hosted by Joe
Dunham, Institutional Fixed Income Representative.

During this webinar, Joe will discuss how a collateralized mortgage obligation (CMO), can be a viable option for your
credit union. Click here to sign up for the webinar.

What you will learn:
1 Gain a better understanding of the CMO structure
1 Learn how to better assess performance and bond risk
1 Hear how CMOs can fit into your portfolio
1 How BondEdge (a fixed income analytics tool) helps quantify the total rate of return
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More Information
In terms of relative value, please click here for the Relative Value Analysis.

For more information about credit union investment strategy, portfolio allocation and security selection, please contact
the author at tom.slefinger@balancesheetsolutions.org or (800) 782-2431, ext. 2753.

Tom Slefinger, Senior Vice President, Director of Institutional Fixed Income Sales, and Registered Representative of ISI,
has more than 30 years of fixed income portfolio management experience. He has developed and successfully managed
various high profile domestic and global fixed income mutual funds. Tom has extensive expertise in trading and
managing virtually all types of domestic and foreign fixed income securities, foreign exchange and derivatives in
institutional environments.

At Balance Sheet Solutions, 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.

Information contained herein is prepared by ISI Registered Representatives for general circulation and is distribuéed! iofayemation only.

This information does not consider the specific investment objectivasacfal 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 @nboffeor sell any
securities. All opinions, pes, and yields contained herein are subject to change without notice. Investors should understand that statements
regarding prospects might not be realized. Please contact Balance Sheet Solutions to discuss your specific situatibwesid obje
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