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Fed blinks, now what?
TIPS at risk of downgrade

Key Takeaways

Daily Data 2004-01-02 to 2021-06-18

10-Year TIPS Yields vs Expected Real Yields
10-Year Treasury Inflation Protected Securities Yield(2021-06-18 = -0.81)
Expected 10-Year Real Treasury Yield (2021-06-18 = -0.75)
(10-Year Treasury Yield (1.45) minus 10-Year Inflation Expectations (2.30))

• TIPS are overvalued and on

downgrade watch.

• Violent flattening of the yield

curve could force steepening trade
closure.
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10-Year TIPS Yield minus Expected 10-Year Real Yield (In basis points)(2021-06-18 = -6.20)
TIPS Notes Relatively Undervalued (survey-based inflation higher than market-based inflation)
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Still in
downtrend?
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• Curve could re-steepen in the

coming months.

Although most economists (us included)
were looking for more participants to shift
their first rate hike to 2023 from 2024 and
beyond, the markets were not prepared for a
median of two rate hikes in 2023.

TIPS on downgrade watch
Real yields rose (especially on the short
end) and inflation expectations declined.
TIPS, which we have been saying were
relatively overvalued for the past few
months, became less overvalued, as their
attractiveness waned.

As shown in the bottom clip of the chart
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above, the downtrend in the relative value
line has not yet decisively broken to the
upside. So we continue to watch the
relationship. A sustained move above zero
would likely do the trick, prompting a TIPS
downgrade from its current overweight
position.

In our write-up following the meeting, we
were looking for an immediate flattening
of the curve. With rate hikes being pulled
forward and participants seemingly more
concerned about inflation, short-term rates
rose and long-term yields declined, resulting
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Flatter curve

In last week’s Outlook, we cautioned that
TIPS were vulnerable to a downgrade in the
second half of the year.
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in a violent flattening of the yield curve.
But we haven’t yet pulled the plug on the
steepener trade either. Although all of our
models deteriorated, half remain in the
steepening mode.

Re-steepen?
We also think the curve could re-steepen in
the coming months.
First, supply will increase, as the Treasury
General Account returns to more normal
levels.
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Persistent inflation?

Rebirth of Phillips curve?

Second, inflation could be persistently
above the Fed’s 2% target. Although we
agree that current inflationary pressures are
largely transitory and that bottlenecks will
be resolved in six to twelve months, it will be
replaced by items that are more persistent
and sticky, particularly housing. Shelter
costs have climbed back above 2% y/y,
mostly on a rebound in lodging.

Additionally, the Phillips curve has been
totally discredited since the GFC. Yet, labor
markets appear tight and wages are going
up. The bigger risk is if the Phillips curve
reasserts itself.

FOMC composition change
As we discussed previously, the composition
of the FOMC will change to one that is likely
to be less hawkish, which could delay rate
hikes.

But rents are skyrocketing too, as eviction
moratoriums end and people move back to
the cities as offices reopen. U.S. rents rose
last month, accelerating 2.3% in May from
1.3% in April, the largest monthly gain since
2015, according to Zillow. Rents were up
5.4% from a year earlier, and were especially
strong in the Inland West.

The Fed’s new conundrum
A final risk for the Fed that I call the Fed’s
New Conundrum is if inflation and inflation
expectations stay above target before
maximum employment is achieved.

Benchmark 10-2 is in uptrend and in steepening mode
Daily Data 1987-12-31 to 2021-06-18

NDR 10-2 Yield Curve Composite -- Mode Basis

objectives are not complementary,
the FOMC will take into account “the
employment shortfalls and inflation
deviations and the potentially different
time horizons over which employment and
inflation are projected to return to levels
judged consistent with its mandate.”
It took several years to reach maximum
employment in the last cycle. They could
continue to be patient. In addition, the
inflation deviations may not be large enough
to stand in the way of achieving maximum
employment.
If the Fed doesn’t hike rates, the market
will do it for them.
The benchmark 10-2 model (below) remains
in the steepening mode, along with two
other curve models. To view all yield curve
models see report BMS_15.

The new Statement on Longer-Run
Goals and Monetary Policy Strategy says
that when the employment and inflation

We believe annual shelter costs are heading
back to pre-pandemic levels around 3.5%.

United States: 10-Year Treasury Yield Minus 2-Year Treasury Yield Spread(2021-06-18 = 119 bps)
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NDR United States 10-2 Yield Curve Composite (2021-06-18 = 73.4)
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Yield Curve Performance
Full History: 1987-12-31 to 2021-06-18
Points/
% of
Composite is
Annum
Time
Above 70.0
51.87
20.09
30.0 - 70.0
0.00
54.03
Below 30.0
-38.77
25.88
Buy/Hold = 0.39 Points/Annum
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NDR HOUSE VIEWS
NDR recommends maximum overweight allocation to equities,
underweight allocation to bonds and marketweight allocation
to cash. It is likely that we have seen a reset of the secular bull
market that started in 2009.

FIXED INCOME

(Updated June 3 , 2021)

Economic Summary
Near term activity:

Accelerating

Global Economy
(6.1%)

June 21, 2021
Neutral

Decelerating

U.S. Economy

U.S. Inflation

(6.5%-7.0%)

(2.5%-3.0%)

Equity Allocation

Economic gauges reflect changes in near-term economic activity. Numbers in parenthesis
refer to NDR 2021 forecasts.

U.S. | We are marketweight the U.S. relative to other regions

Global Asset Allocation

but are bullish on an absolute basis. The rally from the March

Overweight

23 low has met the NDR criteria for a cyclical bull market, and

Stocks (70%)

we are shifting to risk-on assets as models confirm. We favor

Cash (10%)

small-caps over large-caps and Value over Growth.

Bonds (20%)

Marketweight

Underweight

Benchmark: Stocks (55%), Bonds (35%), Cash (10%)

INTERNATIONAL | We are overweight Europe ex. U.K.,

Equities — Regional Relative Allocation

underweight U.K. and Pacific ex. Japan, and neutral on all

Europe ex. U.K. (17%)

other regions within our seven-way regional allocation

U.S. (57%) | Emerging Markets (13%) | Japan (6%) | Canada (3%)

framework.

U.K. (2%) | Pacific ex. Japan (2%)
Benchmark – U.S. (57.9%), Europe ex. U.K. (13%), Emerging Markets (12.9%), Japan
(6.7%), U.K. (3.7%), Pacific ex. Japan (3.1%), Canada (2.8%)

Macro

Global Bond Allocation

ECONOMY | The global economy fell into its deepest
recession in the postwar era due to COVID-19, but pent-up
demand and robust stimulus is setting the stage for a strong
rebound in growth in 2021. Inflation will jump in the short-term,
but long-term trends are anchored.

U.S. (50%) | Europe (28%) | Japan (17%) | U.K. (5%)
Benchmark: U.S. (50%), Europe (28%), Japan (16%), U.K. (6%)

U.S. Allocation
Stocks (70%) | Small-Cap | Value

FIXED INCOME | We are 85% of benchmark duration. We are
positioned for a steeper yield curve. We are overweight MBS,
ABS, HY corporates, EM, and TIPS. We are underweight
Treasurys.

Mid-Cap | Cash (10%)
Bonds (20%) | Large-Cap | Growth
Benchmark: Stocks (55%), Bonds (35%), Cash (10%)

Sectors
Financials (13%) | Industrials (12%) | Energy (4%)

GOLD | Long-term uptrend intact. We are bullish.

Technology (24%) | Consumer Staples (5%)

DOLLAR | Our long-term technical composite is negative. We

Benchmark: Technology (27.0%), Health Care (13.5%), Financials (10.0%), Communication
Services (11.1%), Consumer Discretionary (12.5%), Consumer Staples (7.3%), Industrials
(8.3%), Energy (2.4%), Utilities (2.8%), Real Estate (2.5%), Materials (2.6%)

are bearish.

U.S. Bonds — 85% of Benchmark Duration

PERIODICAL

|

ISSUE: #BMF21_47

|

NDR.COM

Please see important disclosures at the end of this report.

JUNE 22, 2021

3

See the signals. Avoid mistakes.
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www.ndr.com
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Founded in 1980, Ned Davis Research Group is a leading independent
research firm with clients around the globe. With a range of products
and services utilizing a 360° methodology, we deliver award-winning
solutions to the world’s leading investment management companies.
Our clients include professionals from global investment firms,
banks, insurance companies, mutual funds, hedge funds, pension
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Important Information and Disclaimers
NDR (Ned Davis Research) uses the weight of the evidence and a 360-degree approach to build up to market
insights. When we say “evidence,” we mean processing millions of data series to fuel a historical perspective, build
proprietary indicators and models, and calm investors in a world full of bull/bear news hype and hysteria. We believe
that no client is too big or too small to benefit from NDR’s insights.
The data and analysis contained in NDR’s publications are provided “as is” and without warranty of any kind, either
expressed or implied. The information is based on data believed to be reliable, but it is not guaranteed. NDR
DISCLAIMS ANY AND ALL EXPRESS OR IMPLIED WARRANTIES, INCLUDING, BUT NOT LIMITED TO, ANY
WARRANTIES OF MERCHANTABILITY, SUITABILITY OR FITNESS FOR A PARTICULAR PURPOSE OR USE.
NDR’s reports reflect opinions of our analysts as of the date of each report, and they will not necessarily be updated
as views or information change. All opinions expressed therein are subject to change without notice, and you should
always obtain current information and perform due diligence before trading. NDR or its affiliated companies or their
respective shareholders, directors, officers and/or employees, may have long or short positions in the securities
discussed in NDR’s publications and may purchase or sell such securities without notice.
NDR uses and has historically used various methods to evaluate investments which may, at times, produce
contradictory recommendations with respect to the same securities. When evaluating the results of prior NDR
recommendations or NDR performance rankings, one should also consider that NDR may modify the methods
it uses to evaluate investment opportunities from time to time, that model results do not impute or show
the compounded adverse effect of transaction costs or management fees or reflect actual investment
results, that other less successful recommendations made by NDR are not included with these model
performance reports, that some model results do not reflect actual historical recommendations, and that
investment models are necessarily constructed with the benefit of hindsight. Unless specifically noted on
a chart, report, or other device, all performance measures are purely hypothetical, and are the results of
back-tested methodologies using data and analysis over time periods that pre-dated the creation of the
analysis and do not reflect tax consequences, execution, commissions, and other trading costs. For these
and for many other reasons, the performance of NDR’s past recommendations and model results are not a
guarantee of future results.
Using any graph, chart, formula, model, or other device to assist in deciding which securities to trade or when to
trade them presents many difficulties and their effectiveness has significant limitations, including that prior patterns
may not repeat themselves continuously or on any particular occasion. In addition, market participants using such
devices can impact the market in a way that changes the effectiveness of such devices. NDR believes no individual
graph, chart, formula, model, or other device should be used as the sole basis for any investment decision and
suggests that all market participants consider differing viewpoints and use a weight of the evidence approach that
fits their investment needs. Any particular piece of content or commentary may or may not be representative of the
NDR House View, and may not align with any of the other content or commentary that is provided in the service.
Performance measures on any chart or report are not intended to represent the performance of an investment
account or portfolio, as some formulas or models may have superior or inferior results over differing time periods
based upon macro-economic or investment market regimes. NDR generally provides a full history of a formula
or model’s hypothetical performance, which often reflects an “all in” investment of the represented market or
security during “buy”, “bullish”, or similar recommendations. This approach is not indicative of the intended usage
of the recommendation in a client’s portfolio, and for this reason NDR does not typically display returns as would
be commonly stated when reporting portfolio performance. Clients seeking the usage of any NDR content in a
simulated portfolio back-test should contact their account representative to discuss testing that NDR can perform
using the client’s specific risk tolerances, fees, and other constraints.
NDR’s reports are not intended to be the primary basis for investment decisions and are not designed to meet
the particular investment needs of any investor. The reports do not address the suitability of any particular
investment for any particular investor. The reports do not address the tax consequences of securities, investments,
or strategies, and investors should consult their tax advisors before making investment decisions. Investors should
seek professional advice before making investment decisions. The reports are not an offer or the solicitation of an
offer to buy or to sell a security.
Further distribution prohibited without prior permission. Full terms of service, including copyrights, terms of use,
and disclaimers are available at https://www.ndr.com/web/ndr/terms-of-service. For data vendor disclaimers, refer to
www.ndr.com/vendorinfo.
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