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Keep Your Eyes on the Big Picture 

The Conference Board’s Leading Economic Index® (LEI) includes the following inputs: gross 
domestic product (GDP), unemployment, industrial production, consumer spending, 
inflation, home sales, home building and construction spending, and manufacturing 
demand. These economic indicators provide information as to whether the economy is 
expanding or contracting.  

Now take a look at the graph below. Going back to 1959, at no time has the LEI had a seven 
consecutive string of monthly declines that failed to foretell a recession within a quarter or 
two. Call it nine for nine back to fifty-nine. The recession is knocking on the door.  

 
*Red shaded areas denote recessions  

Meanwhile, the Fed continues to focus on the “coincident” index that includes non-farm 
payrolls, which tells us where we are today, and the index of “lagging economic” indicators 
(i.e., unemployment rate and wage costs), which tells us where we were yesterday.  

Bottom line: The Fed is driving the bus with the rear view mirror and not looking through 
the front winshield. This means that the bus is heading for the ditch. But this is not unusual. 
In fact 85% of tightening cycles end in recessions. Think 1982, think 1990, think 2001 and 
think 2007. For those betting “this time is different,” all I can say is best of luck! Recession is 
the theme for 2023.  

EXCESS SAVINGS ARE PLUNGING! 

The pandemic rise in excess savings was probably the most rapid increase in wealth we have 
ever seen. A combination of a collapse in demand and huge government transfers led to an 
estimated peak of $2.3 trillion in excess savings being accumulated by the middle of 2021.  
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But after the feast comes the famine, and excess savings are being run down swiftly as inflation and interest rates rise. 
The savings rate reached as high as 33% in the depths of a the pandemic, a previously unimaginable level, but since then 
has collapsed to near all-time lows of 3.1%. 

The dissaving can be seen in the rapid decline in “excess disposable income” (i.e., disposable income above its pre-
pandemic trend). As shown by the Bloomberg economic team, excess disposable income is now “zero”. This  signifies 
that excess savings are no longer being bolstered by excess income because people are spending more and pandemic-
related transfer payments from the government have ceased. 

 

The Fed estimates that excess savings have dwindled to $1.7 trillion (as of mid-2022), a 26% drop in a year. Note that the 
vast amount of excess savings are held by the top 10-20% of wage earners. This cohort tends to “save” and “not spend”. 
The bottom 50% of earners who tend to spend every last penny and more have already greatly depleted their excess 
savings.  

Meanwhile, as savings are being depleted, Americans are filling the void and loading up on very expensive credit card 
debt. For those who havent noticed, the average APR on credit card debt has exploded to 19.05% — the highest level in 
nearly four decades! 

 

Bottom line: “Excess” savings is likely to fall with an increasing pace as the lagged effects of rising interest rates bite. 
Without these savings, the recession buffer is being wiped out, leaving the U.S. economy in a more fragile position. 

“Excess” savings are savings that rose during the pandemic that was beyond pre-pandemic trends. This occurred 
because of reduced consumption, and “free” money from Uncle Sam. 
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DEFAULTS RISE  

Even as the Federal Reserve has raised rates at an epic rate, auto debt has gone up by $66 billion so far this year. Auto 
debt has reached a record $1.39 trillion in quarter three (or 9.2% of overall household debt) according to the New York 
Fed’s latest Household Debt and Credit Report. The Consumer Price Index (CPI) of new and used motor vehicles in 
quarter three was up an astounding 29% compared to the same quarter two years ago 

Apparently declining real disposable incomes (courtesy of inflation outpacing wage growth) and soaring auto prices are 
forcing many Americans to pile on debt to acquire their favorite wheels.        

 
*Shaded areas denote recessions 

An increasing share of that auto debt is now going bad, courtesy of soaring interest rates. Auto loan rates for  a 5-year 
loan climbed to 4.8% in October — the highest in 11 years. For months now, lenders have been reporting increasing 
write-offs amid those challenging conditions for borrowers.  

To wit: New auto loan delinquency rates (90+ days) are rising from 1.56% at the end of last year to 2.02% in quarter 
three. While that is still low, it is the largest three-quarter increase in auto loan delinquency rates since 2009. 

 
*Shaded areas denote recessions 

Subprime borrowers are the culprit for this surge. That said, subprime auto loan originations (i.e., those with a risk score 
of less than 620) are now 16.7% and well below the peak of 30% reached back in 2006. So, kudos to the lenders.     

Drilling down in the subprime cohort it is likley the youth which has led to the ramp up of auto loan delinquencies. In 
fact, last year there was a significant increase in auto loan originations to the 18-29 age group last year to 16.7% — the 
highest since 2008. Now that it’s time to pay the piper, many are having to default. Among the youth cohort, the share 
of loan balances that became 90+ days delinquent jumped from under 3% at the end of last year to just above 4% in 
quarter three of 2022. The roughly 1-percentage point increase is the largest three quarter change since 2008. 
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Another problem for subprime lenders is the amount of outstanding subordinated debt. It remains elevated at around 
$300 billion (or roughly 20% of auto loans outstanding), and defaults can still make a significant dent in the bottom line. 
For example, if the auto loan delinquency rate keeps climbing from the current 2% to say 3.5% (the peak seen in 2009), 
lenders will have to write off another $5 billion or so. Not a game-changer as was the case with subprime mortgages in 
2008, but a significant hit nonetheless. 

Note that used auto prices are now coming down fast.  The Manheim used vehicle value index is down 15% this year 
alone. This means that lenders could be in a situation of repossessing vehicles that are worth a lot less than what they 
are owed.  

Bottom Line: The increase in auto loan delinquency rates has more room to run considering that consumers are facing 
the triple blow of rising borrowing rates (courtesy of the Federal Reserve), declining purchasing power (thanks to 
inflation outpacing wage gains) and a weak outlook for employment (amid the gloomy economic picture). While the 
impact of related auto loan defaults is arguably manageable, it will still make a dent in the bottom line of lenders.  

WILL STATES SAVE THE DAY? 

Many states flush with cash from the prior rounds of COVID-19 relief have initiated a tax-cut spree for households. Up to 
20 states are sending checks in the mail (in the form of one-time rebates or expanded tax credits) as they deploy their 
budget surpluses: 

• California: A “middle-class tax refund” credit ranging from $200 to $1,050 (payments began in October and will 
continue through January). 

• Massachusetts: Taxpayers will receive refunds equal to about 14% of their tax bill for 2021.  
• New Mexico: Offering up to $1,500 in rebates and direct relief. 
• New Jersey: Expanding eligibility for property tax rebates with its ANCHOR tax relief program. Homeowners will 

get $1,000 or $1,500, depending on their income, and renters get $450.  
• New York: Rebates to homeowners through a new, one-year program. It is also sending checks to families and 

workers who claim the state’s child tax credit or earned-income tax credit (the average payment is $270).  
• South Carolina: Rebates worth up to $800 per household. 

A slate of other states: Colorado, Connecticut, Delaware, Florida, Georgia, Hawaii, Idaho, Illinois, Indiana, Maine, 
Oregon, Pennsylvania, Rhode Island and Virginia are offering various rebates.  In addition, because voters checked the 
“yes” box on infrastructure spending, tens of billions of dollars now are being earmarked for road-paving, school-
building and other local projects. 

Bottom line: State tax incentives and rebates along with more states opening their wallets could keep the consumer 
alive, at least for a time. 

DOES THIS GRAPH LOOK NORMAL TO YOU?  

There remains a massive crisis in affordability that is unsustainable by any measure. It now takes a median income of 
$91,776 to qualify for a mortgage — that is up an insane +58% on a year-over-year basis. At the turn of the year, it was 
barely $60,000 and about double the historical mean. Homeowner affordability has rarely been this stretched — even 
more so than during the 2006 to 2007 bubble.  
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This is a mean-reverting series and this means that for affordabilty to revert to the mean will requires either a 20% 
plunge in home prices, a 300-basis-point mortgage rate plunge or some combination of the two. Since the Fed is unlikley  
to allow the latter, then home prices could well deflate  in 2008 to 2009 fashion. If so, this will unleash a negative 
“wealth effect” on spending next year. Maybe no bank has issues, but the recession that ensues after a real estate 
deflation of this magnitude promises to be a doozy. The recession that this engenders will end up taking bond yields 
down. It’s only timing.  

 
*Shaded areas denote recessions  

Pantheon estimates that existing home prices will keep falling, ultimately dropping by about 20% from their June peak of 
around $414,000. Goldman Sachs also noted that "unsustainable levels of housing affordability will continue weighing 
on housing demand."  

Indeed, even aliens are amazed. 

 

Bottom line: If home prices do correct by 20% or so, this will unleash a negative “wealth effect” on spending next year    
that will be  a doozy. The recession that this engenders will end up taking bond yields down. It’s only timing.   

CANCELLATIONS SOAR 

New single-family house sales are considered as signed contracts between the buyer and the homebuilder. In 
November, new home sales surprised to the upside with a monthly hain of 7.5% versus a consensus expectaion of -5.5%. 
As shown below, new home sales have been zigzagging along low levels for months but the long-term trend has been 
dismal as new house sales are down 37% from two years ago. 

"In one line: Collapse in prices is coming." — Kieran Clancy, Senior U.S. Economist, Pantheon Macroeconomics 
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*Shaded areas denote recessions 

Here’s the thing to understand, sales do not indicate how many of those deals actually close. Also, sales that actually 
close are far lower amid a huge wave of cancellations.     

According to the National Association of Home Builders, the traffic of prospective buyers has plunged for eight months 
in a row, and in November it fell below the May 2020 level. Beyond the lockdown-low of April 2020, it was the lowest 
since 2012 during housing bust one. But this time, the descent has been far faster than during the housing bust. 

 
*Shaded areas denote recessions 

Those that show up to look at a house and then sign a sales contract are getting second thoughts, followed by buyer’s 
remorse and finally followed by cancellation of those contracts. The spiking numbers of cancellations are not included in 
the new-house sales data, which just tracks signed cotracts. 

According to the homebuilder survey by John Burns Real Estate Consulting, the cancellation rate spiked to 25.6% in 
October, up from a rate of 7.9% in October 2021 and from 10.9% in October 2019. In other words, over a quarter of the 
signed contracts are cancelled! This kind of huge spike in cancellation rates renders the sales-contract signings a 
practically irrelevant figure because a cancelled contract is no longer an actual sale. 
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As cancellations surge, there has been a relentless surge in inventory. Inventory for sale jumped to 470,000 houses —
the highest since March 2008. 

 
*Shaded areas denote recessions 

Meanwhile, home prices reached an all-time record high. This is very misleading because the median price was based on 
signed contracts, a quarter of which got cancelled. In addition, even before cancellations, sales volume plunged. 

 
*Shaded areas denote recessions 

This means that that there is a huge shift in the mix, as to what gets cancelled (low end) and what sales don’t happen 
because of high mortgage rates (low end). The bottom is falling out at the low end after cancellations AND THESE SHIFTS 
SKEW THE MEDIAN PRICE UP. This shifted the mix, and pushed up the median price. As such, the median price is 
worthless with these kinds of shifts.   

INVESTORS BAIL ON HOMES 

It’s not just individualls having second thoughts. According to Redfin, investor (institutions or businesses that buy 
residential properties) purchases of single-family houses in quarter three plunged by 32.3% year-over-year. With the 
exception of the lockdown in quarter two of 2020, this was the steepest percentage plunge since the housing bust. More 
declines are likely to come since this nontraditional group still accounts for a near-record 17.5% of the sales pie. 

 

“Real estate investors are retreating because the prospect of substantial home-price declines puts them at risk of 
losing money… It’s unlikely that investors will return to the market in a big way anytime soon. Home prices would 

need to fall significantly for that to happen.” —  Redfin Corporation 



 ALLOYA INVESTMENT SERVICES    WEEKLY RELATIVE VALUE | 8 
 

 
 

 

www.alloyacorp.org/invest 

The chart below shows the year-over-year percentage plunge by category of homes.  

 

As shown below, investor purchases plunged across the price spectrum. 

 

According to Redfin, investors had the highest market share in these markets: 

• Jacksonville, Florida: 30% 
• Miami, Florida: 29% 
• Atlanta, Georgia: 28% 
• Las Vegas, Nevada: 27% 
• Orlando, Florida: 26% 

Some of the metros that investors had piled into with undying devotion during the pandemic craze are now seeing the 
steepest plunge in investor purchases.  

 
Source: Redfin 
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What many may not have realized is that homebuilders over the past three to five years built entire subdivisions 
specifically as rental houses. They would fill them with tenants, and then sell the whole development to a big fund 
manager such as Blackrock and Blackstone. These institutional investors are now pulling back hard. For example, 
American Homes 4 Rent, which has focused on buying build-to-rent developments, said that it had cut its purchases by 
80% year-over-year to “allow the market time to recalibrate and stabilize” because home prices have yet to come down 
enough.  

Then there are smaller investors buying homes as rental properties, and they’re competing with individual home buyers. 
But they’re facing high mortgage rates and declining home prices that make this a tough call. 

Personal opinion: I have no issues with individuals purchasing a second, third or say even a sixth home for the purpose 
of renting them out. If they want the headaches of being a landlord, that’s their problem. I know of one acquaintance 
whose “retirement job” is taking care of the three homes he purchased for that reason. 

I do feel, however, that large corporations should only be permitted to buy large, multi-family rental properties. And not 
whole subdivisions of single-family homes. 

MORE CRACKS IN THE LABOR MARKET 

The number of Americans who filed for jobless benefits for the first time was 240,000 last week (up from 223,000 the 
prior week). While claims still remain low, this is the highest read since August. 

Even more problematically, continuing claims rose to 1.551 million Americans last week — the highest since March 
2022. Both initial and continuing claims are trending notably higher in recent weeks. But make no mistake, this is what 
the Fed wants.  

 

 

 

“Many investors are looking to offload properties… Almost all of my listings right now are people looking to 
sell investment properties or second homes. They want to get rid of them now while they still have some value 
because they’re scared there’s going to be another big crash.” — Heather Kruayai, Agent, Redfin Corporation 
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THE MOST INVERTED CURVE IN 40 YEARS! 

Ten-year Treasuries now offer a yield that is 78 basis points lower than the 2-year maturity.  Still-to-come tightening 
from the Federal Reserve is holding front-end yields higher, while concerns about an economy losing momentum are 
spurring investors toward longer-dated securities. 

While the bond markets have been quick to run ahead with the idea of an end to Fed tightening, the story isn’t as 
simplistic. My two cents is that the Fed will pause on rates once it reaches circa 5%-5.25% and then watch how the 
economy evolves. If the inflation cookie crumbles ( Ithink it will), then the bond bulls will have something to crow about. 
But if it doesn’t, the chance that we get into a second stage of further tightening from thereon can’t be ruled out.  

The import of all this is that the yield curve is likely to invert even more in the days to come as markets wait for that 
conclusive inflection point on the economy and inflation.  

 
*Shaded areas denote recessions 

MARKET OUTLOOK AND PORTFOLIO STRATEGY  

U.S. consumer spending has been better than many had expected based on fundamentals such as real disposable 
income and sentiment (both of which have been falling amid surging inflation). The Kansas City Fed attributes this gap to 
an unusual disconnect between sentiment and consumption. Depressed sentiment may have reflected consumer 
discontent about rising prices rather than actual intentions to spend.  

But it cautioned:  

Indeed, with a personal savings rate at a puny 3.1% and near 14-year lows, it will be a tough slog for consumers going 
forward, even before considering the negative wealth effects from imploding housing and stock markets. And since 
consumption accounts for nearly 70% of GDP, its upcoming slowdown is bound to tip an already-fragile U.S. economy 
into recession sooner rather than later. The arguable best strategy, under this scenario of weak growth and declining 
inflation, is to seek exposure to Treasury securities.   

Although these relationships seem to have broken down during the pandemic, they are likely to normalize as pandemic-era 
effects, such as high excess savings, fade. As excess savings run down amid weak real income growth, consumers will likely 
become much more selective in their purchases and not make purchases when they feel it is a bad time to buy, which could 

lower consumer spending meaningfully and, in turn, weigh on inflation.” — Kansas City Federal Reserve 
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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.  

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. 
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