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The Handout Economy 

The real story behind the U.S. economy is that government transfers (stimulus checks, 
extended unemployment checks, social benefits etc.) to the personal sector ballooned $4.9 
trillion, or 148%, to $8.1 trillion in the past 12 months! In fact, 90% of the personal income 
growth in the past year has come from government handouts.  
 

 
 
With nowhere to go, consumers bought anything and everything they could get their hands 
on, flush with unprecedented handouts from the federal government. Durable goods 
(automobiles, appliances, furniture, tools and equipment, sports equipment, electronics 
etc.) have boomed 26% above the pre-pandemic peak to over $2 trillion. In just over a year, 
American households spent what in the past would have taken five years to accomplish.  
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“Don’t be trapped by dogma – which is living with the results of other people’s thinking.” 
 – Steve Jobs, Co-Founder and Former CEO, Apple Inc. 
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As we move forward, the question is how much consumer spending on durable goods was brought forward today (more 
like yesterday) at the expense of tomorrow. Yes, the personal savings rate has ballooned to 27%, but after an 
unprecedented spending spree is there any “dry powder” for yet another home renovation or big screen TV?   
 
From an economic perspective, if the trend mean reverts to the historical norm, durable goods orders could drop 
significantly and offset much of whatever “pent-up” demand we get from service spending. As a case in point, look what 
happens when the stimulus checks run out. Retail sales drop 0.9% in November, 2.8% in December, 3.4% in February 
and then a 1.5% decline in April! This is what a boom-bust economy looks like.  
 
 

 
 
 
THE INCREDIBLE SPIKING U.S. DEBT 

The U.S. national debt has been decades in the making and was further fired up when the tax cuts took effect in 2018 
during the good times. But starting in March 2020, (15 months ago), it spiked by $4.7 trillion, to $28.14 trillion, 
amounting to 128% of GDP. And over the past 12 months, the U.S. government ran a $4 trillion deficit. The only time in 
U.S. history the government spent more as a percentage of GDP was during World War II. 
 

“If something cannot go on forever, it will stop” – Economist Herbert Stein 
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Let’s put debt in perspective. In the year 2000, as George W. Bush moved into the Oval Office, America’s national debt 
stood at $ 5.7 trillion, while the annual GDP was $10.7 trillion. Today, debt is $28.3 trillion, and GDP is $21.0 trillion.  
Simply put debt has seen a five-fold increase, while GDP has seen a two-fold increase. Frankly, one could easily argue 
any “growth” since then has only been an addition of debt. 
 
The hubris of the politicians really shines when they talk about keeping up the record spending with no tax raises to pay 
for it. Then again, in politics, ‘debt and deficits don’t matter’. You don’t elect by worrying about deficits.  
 
I guess we will find out if deficit spending is sustainable (tough to service the debt and grow at the same time when all 
the growth comes from deficit spending). 
 
DEBT IS DEFLATIONARY 
 
The U.S. economy will exit this pandemic with the total “all economy” debt-to-GDP ratio soaring at a record 40% this 
past year to 366%. The sheer amount of debt accumulated by governments and corporations will likely keep a cap on 
how high rates can ultimately go, as the higher cost of debt service would strain many governments and the overall 
financial system.  
 

 
 
Currently, the U.S. economy requires $5 of debt to create $1 of economic growth. As such, changes to interest rates 
have an immediate impact on consumption and growth. 
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To wit:  

• An increase in rates curtails growth as rising borrowing costs slow consumption. 
• Rising interest rates will immediately slow the housing market. People buy payments, not houses, and rising 

rates mean higher payments. 
• An increase in rates means higher borrowing costs and lower profit margins for corporations.  
• Stock valuations have been elevated due to low rates. Higher rates exacerbate the valuation problem for 

equities. 
• The deficit/GDP ratio will surge as borrowing costs rise sharply.  

I could go on, but you get the idea. In a nutshell, interest rates can’t really rise much, because what happens is the debt-
service that goes along with that ends up impairing the economy. The only thing that’s not temporary is this gargantuan 
debt burden.  
 
THE EVIL “I”  

Everything I read is about the evil “I.” Inflation.  
 
Last week's consumer price report, which came in much hotter than expected, made investors question whether 
inflation – turbo charged by reopening and multiple rounds of fiscal stimulus – is only a passing phase. Larry Summers, 
among many others, believes the odds are high that inflation will average over 3% in the next five years and that we 
should expect one of those years to top 5%. 
 
I disagree. But let me just start off with what inflation is and what it isn’t. Inflation is not a one-off change in the price 
level caused by a short-term distortion, but is a persistent acceleration in prices. To sustain a high level of inflation 
requires more than a temporary imbalance between supply and demand. It takes a conscious and consistent behavioral 
change from both buyers and sellers in support of higher prices. It is a condition that lasts for years.     
 
Yes, we experienced a deflationary effect from the pandemic and that is now followed by an inflationary swing. The 
former proved to be a temporary development and I believe so will the latter. In this reopening phase, demand has 
come back much faster than supply – thanks to Uncle Sam’s generosity. Undoubtedly, fiscal stimulus coupled with 
bottlenecks and a slowly opening global economy has caused a jump in prices which may continue a bit longer; but by 
the fourth quarter watch out for the head of disinflation to come back to the fore.   
 
Those in the inflation camp also point to the rapid money supply growth and say it’s only a matter of time before the 
“easy money” policy will lead to a higher if not hyper-inflationary rate environment.  
 

“The traditional role of the Fed is to remove the punch bowl before the party gets good, right?... They have 
announced that their new policy is to remove the punch bowl only after they have clearly seen a number of people 

staggering around drunk.” – Former Treasury Secretary Larry Summers 
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Yes, unquestionably the Fed’s balance sheet increased by nearly $4 trillion since February 2020 – more than doubling it 
in 18 months. In fact, in one year, the Fed bought more assets than they did during the 2008 Financial Crisis and 
subsequent rounds of quantitative easing (QE). That’s how nuts these efforts have been.   
 
As a result of the Fed’s actions, the supply of money (M2) is surging higher, as shown below. The change represents, by 
far, the most significant one-year increase ever! 
 

 
 
Despite the massive monetary and fiscal stimulus, monetary velocity is rapidly slowing as consumers and corporations 
elect to save. In the household sector, the operative word is “deleveraging”. Has anyone noted that one-third of the 
stimulus checks have gone to pay down debt?  
 
And in the banking sector the good old-fashioned business of bank lending has contracted 5%. Instead of lending, cash 
assets have risen 28% while Treasury holdings have ballooned 35% to over $4 trillion – adding nearly $340 billion to their 
cache over the past year.   
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Therefore, money velocity is contracting, and this is why just a fraction of the fiscal stimulus is not hitting the real 
economy beyond a one-month boost – as we have now seen in all three fiscal blowout packages. In other words, the 
money is not recirculating through the economy as quickly as might be expected.  
 
In summary, inflation trends are a function of the ‘supply’ and ‘demand’ for money. 
 
Yet, all I hear is that the money supply numbers are soaring. The supply of money gets the headlines, while its demand is 
an afterthought. To have an inflation forecast based on money supply without discussing money velocity is doing is like 
watching a baseball game where there are batters with no pitchers. (Though I am sure for an investment community 
obsessed with inflation, that little factoid will be met with a little derision.)  
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A COMMODITY STORY 

Over the past 12 months, the five-year TIPS breakeven rate has increased by 182 basis points, from the low of 0.67% to 
2.6%. According to historical data, roughly 50% of that increase can be traced to the CRB index. As such, the TIPs 
breakeven (market-based inflation expectations) is primarily a commodity story. But the sand is shifting. Lumber is now 
down 14% from the highs. Wheat and corn are close to being down 15%. Copper and nickel are down 5%. 
 
 

 
 
As I have noted previously, wages are the primary driving force behind inflation. The U-6 unemployment rate is at 10.4% 
(the U-3 is at 6.1%). Also, there is plenty of idle capacity with the capacity utilization rate at 74.9%. Yet, the market is 
pricing in an inflation rate consistent with full employment and idle capacity going back to pre-pandemic levels. 
 
And for all the talk about a wage explosion, the Atlanta Fed wage tracker (measures the growth of the continuously 
employed workers over a 12-month span) slowed in April to 3.2% from 3.4% in March – the slowest it has been since 
June 2018. 
 

 

“In the believe it or not category, the official unemployment count is 9.8 million. But guess what? There are 16 
million Americans (or over 10% of the workforce) receiving at least one government benefit plan. There are twice 
as many people receiving an unemployment check than the number of unemployed. Does that make any sense?“ 

 – David Rosenberg 
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As an alternative to the TIPs market, the Cleveland Fed’s five-year expected inflation rate expectations – based heavily 
on employment and wages – is at 1.48%. Yes, yes, companies are posing as good corporate citizens and boosting wages 
and bonuses to attract idle labor that is getting paid to stay at home. This is not a permanent situation, no matter what 
Bernie Sanders may want. Note that 20 states will be ending the extended benefits early. 
 
 

 
 
 
The inflation phobes say there is a shortage of labor. Yes, labor resources have sidelined for a number of temporary 
factors. The biggie is why work now when I get paid more not to work. An estimated 40% of the unemployed now earn 
more staying at home than working. For women, a critical factor is the opening of in-class schooling and day care 
centers.  
 
But make no mistake. The available labor pool will want to work, believe me. They just aren’t incentivized to do so now. 
They know once the virus disappears or the benefits expire, they won’t have much of a choice. And that’s when this 
becomes a buyers’ market for labor. Wages will react accordingly.  
 
We are in a very bizarre chapter of economic history. We must look beyond the noise. Once this commodity induced 
panic dies down and the stimulus led stop and go economy comes to a halt in the second half of the year, inflation will 
head back to levels prior to the pandemic. My advice – please do not extrapolate or hyperventilate. While I have 
historically made fun of the Fed’s forecasting, this time around, I believe Powell is correct and will end up making the 
consensus look like a bunch of dummies, not the other way around. 
 
This is the point. In the wake of every recession, the inflationists come out of the woodwork and always seem to have 
some rationale for why we are into a whole new inflationary era. Each time, the secular disinflation forces of excessive 
debt, aging demographics and disruptive technologies end up dominating. It won’t be different this time. 
 
Finally, the “Magazine Cover” indicator says that the cover story on the major business magazines, i.e., Bloomberg 
Businessweek, Forbes and Fortune and Barron’s, is often a contrary indicator. In other words, by the time an idea has 
had time to make its way to the business press, then the idea has likely run its course. So, with the world totally 
obsessed with inflation, I present you with the latest Economist and Barron’s magazine covers. If history is prelude, 
beware of the “front cover” effect.  
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PEAK HOUSING 

Housing prices have risen faster and higher than most expected, and now the market is starting to behave like this has 
been a temporary imbalance rather than a structural shift in behavior. Not only are some builders choosing to slow 
down despite historically low housing inventories, but sawmill companies also aren’t in a hurry to expand capacity, 
choosing to rake in what they see as short-term windfall profits rather than invest for future demand that they're not 
sure will materialize. 
 
Housing starts plunged 9.5% to 1.569 million units (annualized) versus expectations of a 2.0% increase. Single-family 
construction plunged 13.4% to 1.087 million units, which is the second lowest reading since August. This was the third 
decline in just the past four months. 
 
When housing starts sank in February, it was all about the weather. As if it’s never cold out that time of year. And now 
as the April housing starts stunk up the joint it’s all about shortages. But if it was so obvious, why wasn’t this factored 
into the consensus forecast? Has anyone ever noticed that when the housing data comes out strong in any given month, 
the narrative is all about how superb the economy is performing? Give me a break. 
 

 
 

Meanwhile, one of the best real-time indicators of demand comes from the weekly MBA Survey, and it showed new 
mortgage applications dropping 4.1% in the May 14 week and are down now in three of the past four weeks. Year-to-

Over half the homes sold last month going for over the asking price (the share doubling from a year ago); and 88% 
of homes sold in April were on the market for less than a month. 
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date, such applications have plunged 17%, and are now the second weakest since May 15, 2020, when the economy was 
in lockdown mode.  
 

 
 
After March's mixed signals from the housing market, the first glimpse of April comes today with existing home sales 
unexpectedly tumbling for the third straight month (down 2.7% month-over-month). This is the lowest annualized rate 
(5.85 million vs. 6.07 million expected vs. 6.01 million prior) since June 2020. 
 
According to the NAR the sales decline in April is due to the lack of homes on the market.  

I say, try “peak housing”. The reality is that all the pent-up demand now is non-existent. Come on, new home sales were 
up 66% year-over-year to over 1 million units? That’s normal? The last time new home sales were in nosebleed territory 
was August 2006. And guess what? Home sales dropped 32% in the ensuing year and housing starts were down 19%. 
Speculative frenzies end in a deflationary bust. 
 
THE BIG STORY 
 
As everyone focuses exclusively on inflation, they are missing a very big story, which is the sudden slowing in the pace of 
economic activity. With the fiscal support in the rear-view mirror the Citigroup Economic Surprise Index – which 
measures the degree to which economic data is either beating or missing expectations – has gone negative. 
  

“The sales decline in April is due to the lack of homes on the market… Even with home sales declining modestly, one 
can describe the market as being hot.” – Lawrence Yun, NAR’s Chief Economist 
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The economy has already re-opened and much of the incremental growth in “going out and about” is behind us, not 
ahead of us. How else can anyone explain that April drop in retail sales and the 1.5% contraction in the “control” figure 
that feeds into the GDP?  

 
 
Over the past two weeks we have seen weakening data including, existing home sales, housing starts, retail sales 
and jobs growth. It is interesting to see the Atlanta Fed take down its Q2 real GDP growth view from a 13.7% annual rate 
on May 5 to 10.1% as of May 20. Still massive growth, with a ton of fiscal support, but it is the direction that matters 
here. The St. Louis Fed, at 12.6% two months ago for Q2, is now down to 7.68% growth.    
 
This weakening is despite three massive rounds of stimulus and unemployment insurance that in many instances pays 
more to be unemployed than employed. Obviously weakening does not necessarily mean weak, but is this all we get 
from stimulus and cheap rates from the Fed?  
 
Looking forward, growth will not be better than the second quarter with the re-openings and the massive fiscal stimulus 
in the past. What do you think is in store for Q3? And once we get into the fourth quarter, the economy is going to be 
sputtering as the fiscal cliff approaches.   
 
Do we need another stimulus package already to keep things humming?  
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MARKET OUTLOOK AND PORTFOLIO STRATEGY 

It is hard to believe that the financial media spent so much time on the one sentence above that was filled with so many 
caveats (i.e., “if,” “might,” “at some point”). That the Fed “hinted” about what they “might” do is worthy of a front-page 
story in the business section. Seriously?  
 
The Fed is still not anywhere near where the market is priced for inflation and remains steadfast of the view that even 
several months more of high inflation readings will not push the central bank into a policy shift. As stimulus wanes and 
the reopening effect on demand subsides in the second half of the year, the supply will be coming back with a lag.   
 
In terms of portfolio strategy, credit unions with excess liquidity should continue to earmark funds in the belly of the 
yield curve (four to seven years) in order to maximize income. In terms of sectors, we continue to advocate 
underweights in CDs and traditional agency debt. Credit unions should overweight the Treasury and MBS sectors.  

LOAN PARTICIPATION PLATFORM 

At Alloya, we have made it our mission to make loan participations simple so you can grow your loan portfolio or free up 
liquidity with ease. So, if you hear “loan participations” and think “time-consuming hassle,” forget what you know and 
reimagine loan participations. 

Think fast, easy and convenient. Think full transparency, trusted service and reliable support. Whether you are a 
seasoned loan participation professional or new to the process, we are here to help balance your credit union’s loan 
portfolio through the purchase and sale of loans among the largest credit union network in the industry – all in a matter 
of a few clicks from the convenience of the internet. 

Visit www.alloyacorp.org/participateonline or contact your Alloya representative to learn more and get started. 

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 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 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.  

“A number of participants suggested that if the economy continued to make rapid progress toward the Committee’s 
goals, it might be appropriate at some point in upcoming meetings to begin discussing a plan for adjusting the pace 

of asset purchases.” – Federal Open Market Committee (FOMC) Minutes 

http://www.alloyacorp.org/participateonline
mailto:tom.slefinger@alloyacorp.org
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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. 

 


