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Consumers Cry Uncle! 

The preliminary November University of Michigan Consumer Sentiment Report had 
recession written all over it. Here is a summary of what the senior brass at the University of 
Michigan, who are responsible for conducting this time honored and respected poll, had to 
say: 

Consumers are expecting labor markets to worsen. Indeed, the percentage of respondents 
expecting higher unemployment in the coming year has risen from 34% in August to 43% in 
November. Take a look below. At the end of 2021 this metric stood at just 22%. Going back 
in time, this jobless expectation is comparable to the recessions in 2007, 2001, 1990, 1980 
and 1974.  

 
*Red shaded areas denote recessions  

And it’s no, it is not just employment. Auto buying intentions fell from 54 in October, to 50 
in November and is now withing the lowest readings dating back to 1953.  
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“’It is pretty unambiguous that consumers expect a downturn going ahead and do by 
and large expect a recession.” 

 
“We have the highest share of consumers expecting unemployment to rise in the year 
ahead, since the very beginning of the pandemic, and it’s comparable to what we were 

seeing in the middle of the great recession.” 
 

“And what that tells us is that the improvements we have seen in the last few months 
were really tentative. We’re going to have a bumpy ride ahead.” 

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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As for housing, intentions to buy a house plunged from 43 in October to 33 in November. This is the record low dating 
back to 1951 and is a fraction of the lofty 78 reading posted at the end of last year. 

 
*Red shaded areas denote recessions 

It’s not just prices that are halting household expenditures. Those who complained about high interest rates as being the 
number one impediment to buying an automobile, saw interest rates jump from 16% to 26%, the highest since August 
1982. For perspective, at the end of 2021, only 4% were saying they were out of the automarket because of interest 
rates. 

 
*Red shaded areas denote recessions  

Ditto for the housing sector. Prospective home buyers who said high interest rates have pushed them out of the market 
saw interest rates soar from 56% in October to 66% in November. This is the the highest since August 1982 (at the end 
of 2021, this share was a mere 8%).  

 
*Red shaded areas denote recessions  

This is very interesting because the fed funds rate was over 10% in 1982 versus 4% today. Apparently,  a 4% funds rate 
today actually feels much like 10% from decades ago. This is because we are in the most leveraged and asset dependent 
economy of all time. Low rates are necessary to make homes and automobiles affordable. Otherwise the math does not 
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work. The good news is that interest rate pain will bring the economy to a screeching halt and usher in a multi-year 
period of interest rate relief. That’s why they call them cycles.  

WHERE AMERICA SHOPS 

Walmart is gaining market share as consumers look to save money as richer consumers go bargain hunting. According to 
Walmart’s recent earnings report: 

In a nutshell, Walmart’s results were solid due to gaining market share and a sharp increase in grocery shopping. Note: 
Walmart historically is a contrarian indicator and almost always outperforms in recessions. 

Unlike Walmart, Target released earnings and the news could not have been worse. The company reported earnings per 
share (EPS) for quarter three, whiched plunged a whopping 50% year-over-year. This is key because most of Target’s 
sales are discretionary items (i.e., furniture, appliances, electronics, clothing). The culprit? Extreme discounting and 
working through excess inventory. Unfortunately, the inventory issue does not appear to be going away. Target noted a 
“precipitous decline” among its customers in the final two weeks of October, which is expected to carry into Target's 
fiscal quarter four. As a result, guidance was slashed to a “low single-digit decline” in same store sales alongside a plan 
to cut up to $3 billion in costs over three years. Target is just one of many companies talking about getting smaller by 
engaging in cost-cutting programs and streamlining their businesses.  

 

DON’T DO AS I SAY… 

As discussed above, the University of Michigan Survey of Consumers showed spending plans for big-ticket durables, 
autos and homes at levels below most recession troughs. Then again, maybe the best cure for a depressed outlook is to 
go out and shop.  

Despite the gloom, the October retail sales report was very strong coming in at +1.3% versus expectations of +1.0%. The 
ex-auto significantly exceeded expectations, with a +1.3% gain. The real kickerwas the core control group, gasoline, 
autos, and building materials, which feeds directly into the popped 0.7%. This is a very interesting and very strane 
divergence between what the polls are saying and what consumers are actually doing. Maybe it’s “noise” but then again, 
maybe it isn’t.  

“Three-quarters of its grocery market share gains came from “shoppers with annual incomes of more than $100,000.”   

“Customers are feeling increasing levels of stress, driven by persistently high inflation, rapidly rising interest rates and 
an elevated sense of uncertainty about their economic prospects.”  

— Brian Cornell, CEO, Target  
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In fact, with two more months to go for this quarter one would expect upside revisons to quarter four gross domestic 
product (GDP). As such, the hawks on the Federal Open Market Committee (FOMC) will bebolstered to keep on hiking 
rates, because they want demand to weaken. 

 
*Red shaded areas denote recessions  

CREDIT CRUNCH  

This is a story that needs to be told. In the most recent Fed financial stability report, liquidity constraints were cited as a 
major concern. One of the concerns centers on the Treasury and Agency mortgage-backed securities (MBS) market and, 
in particular, the money center banks. The banks were the conduit for the U.S. government during rampant quantitative 
easing (QE) and now are holding the bag. It is one thing for the Fed to face losses as it goes cap in hand to Congress and 
has no investors to cater to. But the banks do.  

As shown below, banks are now stuck with a massive $4.4 trillion of Treasury securities and Agency securities on their 
balance sheet.  

 
*Red shaded areas denote recessions 

Estimates show that these bonds are now trading, on average, 14% below their original value. See The Wall Street 
Journal’s “Rising Interest Rates Pose Risk for Banks’ Bond Holdings.” 

This is a problem because the banks either will have to take a huge accounting loss on their bond holdings or have them 
pushed aside into “hold to maturity” accounts, which means these assets are stuck on the balance sheet. This is a no-win 
situation. Either banking sector earnings get hit hard, or the banks have to hold these securities to maturity with a very 
low yield at a time when their cost of funds is rising on the back of this aggressive Fed tightening cycle. 

The four largest banks have have moved $802 billion in the hold to maturity bucket — nearly doubling the amount at the 
start of the pandemic. At the same time, these same banks hold $157 billion of securities that are available for sale. 
Paper losses have have soared on these assets.  

https://www.wsj.com/articles/rising-interest-rates-hit-banks-bond-holdings-11668123473
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In addition, because banks are stuck with low yielding securities, banks will be very slow to raise deposit rates in an 
attempt to preserve margins. As such, a decline in deposits is a significant risk. Indeed, the commercial banks in 
aggregate have already seen a hefty 6% ($440 billion) decline in deposit outlows since the end of July.  

 

This message was highlighted in the latest Fed commentary on financial conditions:  

Most financial institutions raise short term funds and then invest those funds in assets that have a longer maturity. In 
other words, borrow short term and invest long term. But, should investors withdraw funds quickly, financial institutions 
may need to sell assets quickly at “fire sale” prices, thereby incurring losses. This will also cause additional price declines 
that can create stress across markets and at other institutions.  

Botton line: This is a sot acros sthe bow that a credit crunch is in the offing. Should a credit crunch unfold inflation will 
fade very quickly and a delationary environment will reassert itself.  

 

“Funding risks expose the financial system to the possibility that investors will rapidly withdraw their funds from a 
particular institution or sector, creating strains across markets or institutions.” 

“Market liquidity strains could amplify price shocks and increase costs for investors when they adjust their holdings. 
Moreover, persistent liquidity strains could result in higher liquidity premiums and, as a result, lower valuations.” 
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DISTURBING CREDIT TRENDS  

According to a recent LendingClub report, as of October, 60% of Americans were living paycheck to paycheck versus 
closer to 56% a year ago. And these strains are now surfacing on alleged pristine household balance sheets.  

To wit:  

According to an Opportunity Insights survey, credit card debt is used to buy grocerie, which is 12.9% above the baseline 
trend that existed before COVID-19 hit in early 2020. The low-end household is clearly feeling strained financially, as the 
bottom one-third of the pay scale are tapping their plastic at a rate that exceeds the pre-COVID 19 baseline trend by 
17.3%. That is more than double the top one-third.  

Bottom line: Consumer finance companies are going to be seeing higher defaults ahead. 

BIG ELEPHANT IN THE ROOM  

The front page of The Wall Street Journal ran with an article: “Meta, Lyft, Salesforce and Other Tech Firms Dump Office 
Space as They Downsize.” The article highlights the big elephant in the room, which is the potential looming crisis in 
office real estate. The key takeaways are shown below: 

Enough said.  

“On the day Walmart and Home Depot got everyone excited in retail, but before what Target said today, Capital One 
stock was lower by 7.2% yesterday on growing concerns with rising credit delinquencies and a downgrade by Bank of 
America (BofA). Charge offs and delinquency rates rose, and the BofA analyst said that the October stats make clear 
that credit is ‘normalizing faster than expected.’ Charge offs rose to 2.93% vs 2.23% in September and up from 1.04% 

year-over-year.” 
— Peter Boockvar, CIO, Bleakley Financial Group 

“The big technology companies that drove U.S. office demand for years as they expanded their empires are now 
canceling leases and flooding business districts with office space as they downsize.” 

 
“The national office vacancy rate is 12.5%, up from 9.6% in 2019 and the highest since 2011.” 

 
“Overall, about 212 million square feet of sublease space is on the market, a record since CoStar started tracking 

the statistic in 2005.” 
 

“Office buildings are backed by $1.2 trillion of the $5.4 trillion in total commercial real-estate debt that was 
outstanding at the end of the second quarter — more debt than any other asset type other than apartment 

buildings. If landlords begin defaulting at a high rate on their mortgages, their distress could ripple through the 
financial system.” 

https://www.wsj.com/articles/meta-lyft-salesforce-and-other-tech-firms-dump-office-space-as-they-downsize-11668477701
https://www.wsj.com/articles/meta-lyft-salesforce-and-other-tech-firms-dump-office-space-as-they-downsize-11668477701
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THE FED IS TIGHTER THAN YOU THINK! 

Since March 2022, the Fed has raised the fed funds rate by 375 basis points to 4% in an epic tighening of monetary 
policy. But the tightening has actually been even more aggressive. To wit: The San Francisco Fed created an alternate fed 
funds rate using public and private borrowing rates, as well as spreads, and found that this proxy rate was 5.25% in 
September (versus the actual fed funds rate of 3.25% at the time). In other words, current monetary policy is tighter (by 
2%) than what is indicated by the fed funds rate. And that’s because of the extra tightening of financial conditions 
brought by forward guidance and quantitative tightening (QT) — i.e., balance sheet reduction. 

In other words, by taking the upper range of the fed funds rate to 4% in November, the Fed actually took the overall 
policy stance to around 6%. This is more than double the estimated neutral rate of 2.5%.  

The Fed is not expected to stop there. As shown below, the futures market is now pricing in a terminal fed funds rate a 
smidege over of 5.0% for June 2023. In other words, an addditional 100 basis points of tightening. Combined with QT 
that would equate to a 7% proxy rate.  

Still don’t believe a hard landing is coming? 

 

MORE DISINFLATION! 

High prices are not inflationary. Inflation is all about price momentum, and inflation — Consumer Price Index (CPI), 
Producer Price Index (PPI) and import prices — is melting, albeit from high levels, and will continue to melt.   

Like the better-than-expected CPI inflation data, producer prices came in tame in October. The consensus was looking 
for +0.4% month-over-month and instead it was only +0.2%. The year-over-year trend has receded to +8.0% from +8.4%. 
Again, still unacceptably high but heading in the right direction. The core was even better, with a flat reading compared 

“I would love if there was that path, and I’ve seen people paint that path…I have not in my 40 years with the Fed seen 
a time of this kind of tightening that you didn’t get some painful outcomes.” 

— Esther George, Fed President, Kansas City  

“After two years of disruption, supply chains are almost back to normal. That means shelves should be fully stocked 
and some prices actually will be lower this holiday season.” — The Wall Street Journal 
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with the +0.3% consensus estimate This was the first goose egg since November 2020. From June to October, the PPI has 
flattened with goods down 5.6% (annualized) and services slowing to +2.6% (the softest pace since December 2020). 

 
*Red areas denote recessions 

Bottom line: This Fed complains about inflation, but there may be another reason why it continues to tighten policy so 
aggressively. Something tells me that the Fed wants to rid the financial markets of all speculation, leverage and 
excessive valuations. But the Fed can’t come out and tell you that it wants to deflate your home price and equity 
portfolio. So, it resorts to yesterday’s story — inflation. And inflation, as Dandy Don would have said on Monday Night 
Football, has seen its lights turned out. 

THE DEEP HOUSING FUNK CONTINUES 

Redfin data through to the end of October was dismal, to say the least. Existing homeowners are now in such a state of 
disbelief that new listings have plummeted 19.1% over the past year. The median length of time that homes are sitting 
on the market has ballooned 33.3% from year-earlier levels to the highest level in 20 months (when COVID-19 was 
raging).  

 
*Red areas denote recessions 

Demand has sagged to such an extent that actual sales have slipped for a record straight nine months and are running at 
a hefty 28.4% year-over-year. Beyond April and May 2020, this was the lowest rate of sales since December 2011. And 
don’t expect a quick turnaround. The forward-looking indicator, pending home sales, has tanked 43.0%! That is 
astonishing, even with a +7% fixed-rate mortgage. 

Sales plunged in all regions, but plunged by the most in the West: 

• Northeast: -6.6% month-over-month; -23.0% year-over-year.  
• Midwest: -5.3% month-over-month; -25.5% year-over-year.  
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• South: -4.8% month-over-month; -27.2% year-over-year.  
• West: -9.1% month-over-month; -37.5% year-over-year.  

Notably, investors or second home buyers purchased 16% of the homes in October, down from the 17% - 22% range in 
the spring and winter. In other words, their purchases plunged at an even higher rate than the purchases of regular 
buyers, as investors too are losing interest in buying at these prices. 

This plunge in sales is a sign that potential sellers and buyers are in a standoff. Qualifying income for a mortgage has 
soared to unprecedented levels of $92,000, nearly 60% higher than a year ago and about double the historical mean. 
Homeowner affordability has rarely been this stretched even more so than during the 2006 to 2007 bubble. This is a 
mean-reverting series and what that means is that just returning to the mean will take either a 23% plunge in home 
prices, a 300-basis point mortgage rate plunge, or some combination of the two. 

Meanwhile, many potential sellers refuse to accept reality and lower their prices to where the sellers are. Instead, 
they’re thinking “and this too shall pass,” and they’re hoping for a Fed pivot or for a miracle so they don’t have to put 
their home on the market or pull it off the market after not getting any traffic at their aspirational asking price. And 
buyers have lost interest at the current prices. 

Homes that are priced right – meaning priced down where the buyers are – are selling. But sellers don’t like to go there. 
We see that in the active listings too. There is some price-cutting going on, as more sellers figure this out. In October, 
the number of homes listed with price reductions rose to 327,184 homes, the highest since October 2019. The median 
price of all types of homes whose sales closed in October fell for the fourth month in a row and is now down 8.4% from 
the peak in June.  

What’s amazing is that despite the rapid decline, houses are still up 6% year-over-year. This shows you how much prices 
have to come down to reject the new reality of high interest rates. A 33% decline would barely come down enough to 
erase the past two years gains. The last time I checked, housing was still considered unaffordable in 2019 and that’s with 
lower interest rates than now. 

Note: It takes a while for prices to decline. Home prices are not like crypto prices. They move slowly. The last housing 
bust took five years to play out. If they drop 1% to 2% a month, that’s a lot already, as a national average. You don’t get 
instant gratification. You don’t get a 70% overnight rug-pull as you do in crypto. 

Oh, as an aside, you may want to read the snippet below from the Dallas Fed and the not-too subtle hint that we could 
be in for as much as a 20%-plus plunge in home prices.  

“U.S. house prices appreciated a remarkable 94.5 percent from first quarter 2013 to second quarter 2022 — a 
60.8% rise after adjusting for inflation. The magnitude of the increase is even larger than that of the preceding 

housing boom, from first quarter 1998 to second quarter 2007.” 
 

“House prices have risen especially rapidly since the pandemic began — from first quarter 2020 to second 
quarter 2022 — accounting for roughly 40% of the decade-long appreciation. Measures of profitability (price 
to rent) and affordability (price to income) have also jumped in the past two years, past historic highs dating 

back to first quarter 1975.” 
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Bottom line: This bubble is bigger than the one we experienced in the mid-2000s. With an equally aggressive Fed, 
housing prices have a long way to fall before any balance is restored. A 20% decline in a $46 trillion asset on household 
balance sheets will not be a pretty picture and the spillovers to the rest of the economy via the negative wealth effect on 
spending, promises to be spectacular. This could be a big theme in 2023.  

MARKET OUTLOOK AND PORTFOLIO STRATEGY  

Last week, the St. Louis Fed President, Jim Bullard, suggested the Fed wasn't in restrictive territory yet and that the 
terminal rate could be as high as 7%. Neel Kashkari, Minneapolis Fed President, towed the hawkish line, warning that 
there's "not much signs of cooling demand yet." After such hawkish talk, the terminal fed funds rate expectations surged 
back above 5% and also reduced expectations of a post-recession rate-cut cycle.  

 

The Fed continues to lean against any easing in financial conditions, despite positive signs on the inflation front. From 
this perch, this is a recipe for a hard landing which has been strongly reinforced by the 2s/10s yield curve (a leading 
indicator of economic activity), which is the most inverted it has been since the early 1980s. 

 
*Red shaded areas denote recessions 

While it is hard to see the Fed cutting rates near term, we have to remember that interest rates are cyclical. Look to the 
bond market to sniff out the lower inflation backdrop, the recessionary economy and the shift in Fed policy ahead of the 
inevitable decline in short-term interest rates.  

"No postwar expansion died of old age. They were all murdered by the Fed.” 
— Rudiger Dornbusch, German Economist 
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It should also be remembered that Tall Paul Volcker — the greatest inflation dragon slayer who walked the Earth — 
tightened at an equally aggressive pace. This tough love led to back-to-back recessions, a doubling in the unemployment 
rate, and a near three-year bear market in equities.  

Despite the horrible year in bond markets, with the recession staring us in the face and inflation clearly peaking and 
moving lower, the Treasury market is looking more attractive. Look for yields to decline for much of next year. I believe 
there are significant opportunities to be made in Treasuries, especially over a one-year horizon. And also keep in mind 
that the Fed, no matter what, is nearing the end of this aggressive tightening cycle. The COVID-19-inspired inflation 
burst is in the rear-view mirror. All that lies ahead is the recession, and how deep and long it will prove to be.  

HAPPY THANKSGIVING!  

Speaking on behalf of the Alloya team, I hope you have a wonderful Thanksgiving! Eat lots of turkey, have a slice of pie 
watch football with your family and friends and most of all be thankful for everything. Best wishes! 

 

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.  

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.  

mailto:tom.slefinger@alloyacorp.org
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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. 

 


