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The Reverse Wealth Effect 

As shown in the graph below, for five decades (1940 through 1990) the economy and asset 
prices were highly correlated – growing hand in hand. However, since the late 1990s, asset 
prices and economic growth have become unhinged. Asset prices have risen 624% whereas 
economic growth rose 338%. In other words, assets have risen twice as much as the 
economy. How can that be?  

 

This meteoric rise in asset prices occurred because the Fed, in its recklessness and hubris, 
decided to focus on the so-called “wealth effect.” By inflating financial asset prices and real 
estate values, consumers would feel wealthier and spend more. This consumption activity 
would in turn drive economic growth.   

The asset inflation really ramped up after the Great Financial Crisis when the Fed came to 
the rescue and initiated the insanity of zero interest rates (ZIRP) and quantitative easing 
(QE). By mainatining low rates (“negative” real rates for over a decade) and printing money 
24/7, the Fed forced investors to move out the risk curve, which caused all sorts of 
malinvestments. Asset prices soared and the Fed created what is now widely known as the 
“everything” bubble (aka “fake wealth”) to make us all feel wealthier.  
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“In the late 1990s, the Fed began to use monetary policy as a political tool to make us 
richer than our economy could grow, inflating home prices and financial asset prices 
without (they thought) ever triggering wage/price inflation in the broader economy."  

— Ben Hunt, Epsilon Theory 

http://www.alloyacorp.org/invest/invest-learn/wrv/
http://www.alloyacorp.org/invest
https://www.alloyacorp.org/sub-debt/
https://www.alloyacorp.org/invest/invest-learn/subscribe/
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And the bubble kept growing. Beginning in 2020 and through the pandemic, the Fed flooded the sytem with even more 
liquidity and drove real rates into ever deeper negative territory. Equity and real estate assets soared by $45 trillion and 
the household net worth-to-income ratio skyrocketed almost 45% to 825% — its highest level in recorded history. At the 
same time, disposable personal income, in contrast, gained just over 20%. Tongue in cheek, we should all hope for 
another pandemic.  

This was all made possible as inflation had remained well contained and below the Fed’s 2% target since 2008. Now 
we’re having to pay the price for it, not just in the U.S., but all over the world. The free money and good times have now 
come to an end. Inflation is at a 40-year high and the Fed has been forced into one of the most aggressive monetary 
tightening programs of all time. Including the rate hikes and the balance sheet reduction the cumulative Fed tightening 
this year comes to over +500 basis points.  

The question becomes: If QE and ZIRP were the primary catalyst for creating the “everything” bubble today, pray thee 
tell what do you suppose will happen as these policies are reversed… and sharply ? 

 
*Red shaded areas indicate recessions 

This is what the San Francisco Fed had to say about net worth-to-income ratio: 

As the Fed made clear back in 2018, the household net worth-to-income ratio does not usually linger on either side of 
the “average” line forever. “Mean reversion,” in this context, means a plummet from the current 825% to at least the 
40-year average of 590%. If asset prices mean-revert, this would equate to a 25% hit to net worth. In other words, it’s a 
long way down from today’s levels. As shown below, the S&P has declined 25% year-to-date and has now given up all 
gains over the past two years.  

 

“The net worth-to-income ratio — defined as household assets net of liabilities divided by personal disposable 
income… tends to revert toward its historical average and does not remain at extreme values, either high or low, 

for prolonged periods.” — The San Francisco Fed, January 2018 
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Elsewhere, the damage was much worse. The Russell 2000, which tracks small-cap stocks, is down 32% while the tech-
laden Nasdaq closed down 35%. Of note, Apple was the best-performing stock in the Nasdaq, down “only” 24.5%. 
Microsoft was the second “best-performing” stock but plunged 33.4%. The worst-performing “big tech” stocks were 
Meta, Netflix and Nvidia, which were down about 65%.  

In bond land, yields soared across the curve. The 2- and 10-year Treasury yield rose 122 basis points and 76 basis points, 
respectively, as the yield curve plunged into deep negative territory, -42-basis points. And get this, Q3 is the third 
quarter in a row during which a “balanced” stock/bond portfolio lost money. If it wasn't for July's gains, this would have 
been the worst quarter ever for a stock/bond portfolio. So much for the 60/40 all-weather portfolio! There was simply 
no place to hide!  

 

Moving on, real estate prices have have begun to soften but have yet to experience the full burn of this tightening cycle. 
But because equities and residential real estate have a +90% correlation, one does not deflate without the other. Only 
lags separate the two asset classes as both respond to interest rates. This asset is more important than stocks because 
the top 10% of U.S. households own 90% of the stocks, and the bottom 90% of U.S. households own more than 55% of 
the U.S. real estate. Also, only 50% of U.S. households own stocks in any form, while 65% of U.S. households own a 
house.  

 

If the household net worth-to-income ratio were to revert back to its long-run average, real estate prices could fall up to 
30%, and the S&P 500 could plummet below the 3,000 mark. This would eviscerate almost all post-pandemic gains in 
housing and equity portfolios. Needless to say, this would have negative implications for household wealth and would 
derail consumption further. And consumption is the heart of the economy, as it drives nearly 70% of growth. This is the 
story nobody on Wall Street wants to address. It's simply too painful.   
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THE BLOOM IS OFF THE ROSE 

The Federal Housing Finance Agency (FHFA) national home price index that measures changes in purchases of single-
family home values from all 50 states, and over 400 American cities slid 0.6% in July. According to this survey, home 
prices are lower now than they were in May! The year-over-year trend peaked at +19.34% last February and is now 
down to +13.88% as of July (the weakest since February 2021).  

 
*Red shaded areas indicate recessions 

In the same vein, a month ago, the S&P CoreLogic Case-Shiller Home Price Index, which lags housing market reality on 
the ground by four to six months, started picking up the first month-to-month price declines, all of them in the West. 
San Francisco -3.5%, Seattle -3.1% and San Diego -2.5% experienced the steepest monthly plunges since the first housing 
bust.  

Those price declines have now sharply steepened. Now price declines are spreading across the U.S. To wit: The Case-
Shiller 20-City Composite Index tumbled 0.44% month-over-month, far below the 0.20% expected increase. More 
importantly, this was the first sequential drop in home prices tracked by Case-Shiller since March 2012, or 10 and a half 
years.  

 
*Red shaded areas indicate recessions 

“Although U.S. housing prices remain substantially above their year-ago levels, July’s report reflects a forceful 
deceleration.” — Craig J. Lazzara, Managing Director, S&P DJI 
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Comments from S&P confirmed that the mood is turning uglier by the day.  

The housing bubble is bigger now than it was in 2006 and 2007, and that bubble burst for the same reason all bubbles 
burst: higher interest rates. As I have noted previously, the last time mortgage rates were 7%, home prices were 50% 
lower.  

I would note that prices will have to drop a lot more if housing is again to become affordable to ordinary Americans. 
Consider the following:  

• According to S&P, it now takes 11+ years for a first-time homebuyer with median income to save for a 10% 
down payment, more than twice their pre-pandemic rates.  

• Based on an average mortgage size, monthly payments have nearly doubled since the start of the year to over 
$2,600.  

• According to the Atlanta Fed, the median American household would need to now spend 50% of their income to 
afford payments on a median-priced home in the U.S., the highest percentage on record. That’s right: more than 
half of the average U.S. household's income goes to paying housing payments.  

 
*Red shaded areas indicate recessions 

Bottom line: Housing may well be the next shoe — a very big shoe — to drop! Home prices are simply too high relative 
to income and need to adjust lower. As they say, the higher they go, the harder they fall.  

Note: Unlike 2008, most homes are either free and clear or financed with traditional hyper-low, long-term mortgage 
rates. As a result, any decline in home prices will not result in a financial crisis, but it will weigh on consumer sentiment.  

Also, on the positive side, as home prices adjust lower, more Americans will be able to own a piece of the American 
Dream. 

NEW HOME SALES POP! 

New home sales were shockingly strong last month with a huge +28.8% surge in new home sales to 685,000 annualized 
units. This was the sharpest run up since June 2020 and before that, try April 1963. A brief 50-basis-point decline in 
mortgage rates and builders with their bloated inventories (over eight months’ supply) were forced to cut their prices: 

“As the Federal Reserve continues to move interest rates upward, mortgage financing has become more expensive, a 
process that continues to this day. Given the prospects for a more challenging macroeconomic environment, home 

prices may well continue to decelerate.” —  Lazzara Craig J. Lazzara, Managing Director, S&P DJI 
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median new home prices fell 6.3% month-over-month in August and have been down in three of the past four months 
(to $436,800). With all that being said, the housing downturn has been so acute that, so far in 2022, sales are still down 
at a 26.2% annualized rate. 

This improvement will likely be reversed shortly. Since this sharp rebound in new home sales, mortgage rates have 
bounced higher, so watch for a flood of cancellations. Note that new home sales are counted at contract signing 
whereas existing home sales are counted at closing as mortgage rates near 7%. The slump in “buyer traffic” through 
September tells the tale.  

Remember, this insane bubble started in the spring/summer of 2020 when median prices of new homes were closer to 
$330,000, so there is still a ton of air underneath this thing. 

 
*Red shaded areas indicate recessions 

NOTHING PENDING!  

Pending home sales are often looked to as a leading indicator of existing-home purchases given properties typically go 
under contract a month or two before they’re sold. 

 
*Red shaded areas indicate recessions                                       

“The direction of mortgage rates – upward or downward – is the prime mover for home buying, and decade-high 
rates have deeply cut into contract signings,”  

— Lawrence Yun, Chief Economist, National Association of Realtors (NAR) 
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With mortgage rates amid the fastest rise in history, it was no surprise that pending home sales slid 2.0% month-over-
month, pushing the index down 22.5% year-over-year. This is the ninth monthly decline in the last 10 months to its 
lowest since May 2011 (excluding COVID lockdowns). Contract signings decreased in three of four regions while the 
West posted a small increase, similar to July’s data. 

ABOUT THOSE “EXCESS SAVINGS”   

On September 21, following the Fed’s third consecutive jumbo 75-beeper hike wrapped in a warning of more to come 
through year-end, Powell expressed his confidence in the economy. He announced that there are high levels of savings 
out there to support economic growth. 

Take a look at the graph below. The savings rate as a percentage of income, which was running at a record-high of just 
over 35% in quarter two of 2020 when the economy was locked down, very quickly plunged to a 14-year low of 3.5% and 
is now sitting at its lowest level since 2008, well below the historical average of 6.7%. I should add that at the same time, 
real disposable personal income has contracted for five consecutive quarters.  

If households increase their savings, as they have throughout previous recessions, consumption will lose the little 
momentum it has left. If the savings rate were to start to mean-revert to its long-run average of 6.7%, consumer 
spending will decline, and this will end up dragging real GDP down.  

Chairman Powell seems to be justifying his “take the punch bowl away” strategy through a faulty assumption on how 
the economy is really doing. This is not a “strong robust economy,” and households’ “excess savings” have already dried 
up far too much to facilitate a soft landing. 

 
*Red shaded areas indicate recessions 

STILL TOO HIGH! 

The Fed uses the core personal consumption expenditures (PCE) inflation index as its primary yardstick for its inflation 
target. As such, it is crucial in the current rate-hike scenario, when everyone wants to know when inflation is finally 
going to cry uncle. 

“This is a strong robust economy, people have savings on their balance sheet from the period when they 
couldn’t spend and where they were getting government transfers, [there are] still very significant savings 
out there… so there’s good reason to think that this will continue to be a reasonably strong economy but 

large amount of spike was from [the] upper class.” — Jerome Powell, Chairman, Federal Reserve  
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In July, the month-to-month core PCE inflation slowed to 0%. However, in August, the core PCE index came in well above 
expectations, jumping by 0.6%, same as the multi-decade records in June 2022. Year-over-year core inflation is running 
at 4.91%, well above the Fed’s target of 2%. 

Needless to say, this is not what the Fed had wanted to see, as it means even more hiking, even more things breaking in 
the market.  

 
*Red shaded areas indicate recessions 

HOARDING LABOR?  

Despite signs of a weakening economy, initial jobless claims hit another multi-year low, again running significantly below 
pre-COVID levels. Before everyone rejoices, this is a clear sign of labor hoarding. Several industries have been spooked 
over acute worker shortages and are unwilling to lay off employees (for now) given that it’s been so challenging and 
expensive to hire/retain workers. 

Below the headline numbers it is important to note that companies have been moving their employees from full-time to 
part-time status over the last three months and cutting their hours. The firing cycle is muted (for now), but this comes at 
the expense of productivity, which has been decaying over the past three quarters. Should corporate earnings along 
with profit margins hit the skid, look for corporations to take a cleaver to headcounts.   
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PEAK RENT 

Shelter costs represents 33% of the Consumer Price Index (CPI) and 16% of the PCE price index. So, the trend in shelter 
costs will be key to the inflation backdrop and monetary policy. As I have highlighted in the WRV, a boom in multi-family 
construction over the past 12-18 months was bound, at some point, to overwhelm rental demand and put an end to this 
source of inflation. Sure enough, the Wall Street Journal reported last week that asking rents, for the first time since 
December 2020, dipped 0.1% month-over-month in August. Some surveys show an even greater descent in one-
bedroom units (-2.8%!).   

 
*Red shaded areas indicate recessions 

But instead of talking about how the real-time rental rates are cooling off, and how rents move with long lags, Powell 
tells a reporter, “It’s not exactly clear when that will happen!” Hundreds of Ph.D. economists on staff, and they don’t 
have the answer? His best is “hope for the best, plan for the worst.” This is the Fed Chairman we are talking about, and 
he appears to be only using his rearview mirror and seemingly clueless about a question on an inflation dynamic that is 
key to what the Fed should be doing today. 

 

“I think that shelter inflation is going to remain high for some time. We’re looking for it to come down, but it’s 
not exactly clear when that will happen. So, it may take some time, so I hope for the best, plan for the worst. So, 

I think on shelter inflation you’ve just got to assume that it’s going to remain pretty high for a while.”  
—  Jerome Powell, Chairman, Federal Reserve 
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Meanwhile, the dollar is soaring, shipping rates are tumbling (see graph below) rents and home prices are peaking,   
money supply growth has collapsed, and fiscal policy is in contraction mode.  

 
*Red shaded areas indicate recessions 

Is Powell aware that lumber prices have sunk over 70% from the December 2021 highs to a two-year low and are now 
back to pre-pandemic levels? Tack on the fact that commodity prices are now down 26% from the peak and industrial 
metals are off 36%. It seems silly to still be talking about inflation; it’s yesterday's story. The Fed is busy fighting a battle 
that's already been won. I would tell Jerome to pick up a newspaper and turn on a Bloomberg terminal. Over the next 12 
months, if not sooner, the inflation rate is set to melt like an ice cream cone on a sidewalk in Phoenix in the middle of 
July.  

 
*Red shaded areas indicate recessions 

SOMETHING WILL BREAK!  

The dot-plots right are calling for 4.375% for 2022 and 4.625% for 2023. But this time last year, this group was calling for 
0.25% for the end of this year on the funds rate and +1% for the end of 2023. The highest dot-plot this time last year for 
2022 was 0.625%, and 1.625% for 2023. Everyone now is at 4% or higher! So no, you can’t believe anything these folks 
say.  

“We call what’s happening in central bank policy land, Fed Operation Break S#it (FOBS). They’ve gone too far, 
too fast on rate hikes.” — Keith McCullough, CEO, Hedgeye  
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Consider this: Every 100 basis points of Fed tightening drains 1% off real GDP growth with roughly a one-year lag. When 
the Fed started this process in March, real GDP, still feeding off the prior gobs of policy stimulus, was running at +2.2%. 
year-over-year. Assuming the Fed hikes by +500 basis points (rate hikes and quantitative tightening (QT)) this means that 
we are talking about a swing to a 1.5% contraction next year. 

 
Source: Bloomberg 

Market liquidity is drying up quickly, and volatility is extremely elevated. The ICE Bank of America U.S. Bond Market 
Option Volatility Estimate Index shot to its highest level since March 2020; the CBOE Volatility Index — the so-called 
Wall Street “fear gauge” — has topped 30 for the fifth day in a row. Meanwhile, the Fed pursues its hiking campaign. At 
some point, something is going to break: either a destabilizing recession, a financial crisis, or maybe both. Take a look at 
the graph below. Every time the Fed raises the Fed funds rate (blue line), something bad happens. 

 
*Red shaded areas indicate recessions 

Remember the Latin American crisis of the early 1980s? Remember the commercial real estate crash of the late 1980s? 
Remember the Orange County default and Mexican crisis of the mid 1990s? Remember the Asian Financial Crisis of the 
late 1990s? Remember the dot-com crash of the early 2000s? Remember the housing meltdown of the mid-late 2000s? 
Remember the repo blowup of 2019? The common denominator was the Fed raising rates too fast and too high.  

What will break this time? 

Fed Funds Rate 

“All of you who are looking for a pivot, be careful what you wish for. This pivot only happens if you have an 
economic accident or a financial accident. And the journey to an economic accident or a financial accident is a 

very painful journey.” — Mohamed El-Erian, Chief Economic Adviser, Allianz SE 
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MARKET OUTLOOK AND PORTFOLIO STRATEGY  

Treasury yields continued to rise across the curve last week after especially hawkish commentary from the Fed. For 
example, Cleveland Fed President, Loretta Mester, went so far as to say rates are “still not even in restricted territory.” 
So, we now have had the likes of Loretta Mester, Mary Daly (San Francisco Fed) and James Bullard (St. Louis Fed) all 
vocally on board for more Fed tightening ahead. All of this in the face of a bear market in equities, a slide in 
commodities, an inverted yield curve, a supercharged U.S. dollar and an economy that is showing no vitality.  

Meanwhile, policymakers at the Fed and White House still don’t understand the emerging risks barreling toward us as 
we speak. Consider what former Fed head and current Treasury Secretary Janet Yellen said last week: “I don’t see any 
erratic financial market conditions.” Unbelievable. You can’t make this stuff up. It’s as scary as it is sad. Janet Yellen is 
either lying about “not seeing any erratic financial market conditions” or she’s truly not aware of the underlying market 
and economic conditions that will continue to weigh on the U.S. consumer and investors. 

 
*Red shaded areas indicate recessions 

Regarding the Treasury market, who maybe outside of Larry Summers, could see that Powell would shift so radically in 
less than a year from Bambi to Godzilla. To wit: In August 2021, the dots for the end of this year were +0.25% for the 
funds rate! That is the entire story for Treasuries. The Fed has eliminated the “carry” trade and reset rates across the 
curve. So, the Fed, in classic form, giveth and then taketh away. As shown above, the 2-year Treasury yield had soared a 
historic +350 basis points this year. Even with the new juicy 4%+ yield, the Fed has investors so spooked. 

What I find most comforting is what is happening behind the scenes. Long-term inflation expectations: The 10-year 
Treasury Inflation-Protected Securities (TIPS) – the “breakeven” inflation expectation measure – dropped to 2.13% from 
2.33% (the peak was 3.04% back on April 21) and has not been this low since March 1, 2021, when the 10-year Treasury 
was sitting at 1.42%!  

 

"Can the Fed bring rates up and keep them at a high level, keep them at a plateaued level? Looking back at 
monetary policy we've never seen that happen." — Danielle DiMartino Booth, Money Strong, LLC 
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From my perch, I believe the Fed, in their quest to cap inflationary pressures, will push rates to a point in which 
something breaks. If so, Treasuries are likely to benefit the most in a flight to safety.  

For all the angst and anxiety from what bond yields have been doing these past weeks and months (they may well have 
peaked), I am not alone in believing that, in classic first in, first out (FIFO) fashion, the bond market, having been the first 
asset class to enter a bear market, will naturally be the first to exit out of it.  

Timing is a “fool’s errand,” but with short to intermediate risk-free Treasury yields at 15-year highs, I believe credit 
unions should continue to chip away at the Treasury market. You can pick up over a 4% yield at the front end of the 
Treasury curve with no capital, credit or duration risk. In other words, continue to systematically “dollar average” into 
the market. Tactically, periodic selloffs provide attractive entry points.   

In terms of sectors, short to intermediate (2-7 years) U.S. Treasury securities, and high-quality bank notes offer 
attractive risk return profiles. For credit unions looking to increase loan exposure, select loan participations (i.e., autos) 
are now attractively priced and offer generous yields and spreads versus comparable duration Treasury counterparts. 

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 

“It’s likely that most of the damage in the bond market has already been done… Interest rates have already risen so 
rapidly that the average yield for the kinds of high-quality bonds in the Bloomberg Aggregate index is almost 5 
percent…That’s becoming an attractive income stream…There’s some good news in there for bond investors.” 

—  Kathy A. Jones, Chief Fixed Income Strategist, Schwab Center for Financial Research 

mailto:tom.slefinger@alloyacorp.org
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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.  

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. 

 


