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Finally, a decent inﬂation print
It was a good week for the U.S. economy. After months of underwhelming prints (ﬁve
consecutive misses), the consumer price index (CPI) rose 0.4% in August, and core CPI
inﬂation rounded up to 0.3%. Temporary factors clearly helped in this rise in inﬂation,
but underlying inﬂation also appears to ﬁrm with rent and owners’ equivalent rent
(OER) both rising at a cycle-high pace. Moreover, the full impact of Hurricanes Harvey
and Irma are yet to be felt in the cost of labor or materials, which may give further
impetus to inﬂationary readings in the coming months.
The gains in August puts CPI up 1.9% on a year-over-year basis and 2% annualized

consumer conﬁdence releases. Firms
maintain that a tight labor market is
a good problem to have.

over the past three months. The biggest boost came from energy with CPI for energy

Should auto loans be a worry?

consolidation in the grocery retail industry from Amazon continuing to integrate its

There is increasing concern around

Whole Foods acquisition.

the growth of sub-prime auto loans
and the potential negative impact
on lenders. Given the low level of

As is well known, inﬂation and the labor market are the two guardrails of Federal

securitization however, auto loans
are not considered a systemic risk.
The bigger risk is slowing sales, and
the accompanying impact on retail
spending and jobs.

increasing by 2.8% between July and August. However, food CPI print was weak,
increasing by only 0.1%. The pressure on food pricing is likely to remain given the

Reserve (Fed) policy, which have been at the heart of monetary policy. Does this
improved inﬂation print materially change the Fed’s thinking on monetary policy?
The markets still think the odds of a Fed hike in 2017 are low, even though the
odds of a December rate hike went up to 50% from 40%, perhaps in anticipation of
strengthening inﬂation readings in the months ahead.
For the Fed to green light another interest rate increase later this year, the increase in
CPI and core CPI need to be sustained. The Fed will have to be convinced that there
aren’t structural issues anchoring inﬂation in the United States. The most likely step is
that the Fed keeps with its public stance of policy normalization but eﬀectuates it via
balance sheet reduction, which it could announce at its meeting next week. As the old
adage goes, one swallow does not make a summer. And, one strong inﬂation print is
unlikely to convince the Fed to move in 2017.
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Strong business
conﬁdence continues
Meanwhile, the Fed should feel more conﬁdent in its
economic outlook given the ﬂow of very strong survey
data in August. The Small Business Optimism Index from
the National Federation of Independent Businesses
(NFIB) rose to a seven-month high of 105.3, just shy of a
12-year record posted in January.
Details of the NFIB report make for positive reading:
in early 2010, only about 6% of ﬁrms cited the cost
or quality of labor as their single biggest problem. In
August, a whopping 26% cited these as major issues.
That’s more than the previous cycle high, and now
the leading problem for the group. Moreover, 31% of
small companies currently have a job opening they
can’t ﬁll. This is troubling since it points to continuing
skills shortage in the country, and encouraging since it
suggests that payroll employment should stay on solid
footing, and upward pressure is likely to be felt in wage
growth going forward.
Small businesses say they are having trouble hiring new
employees, but they are optimistic anyway. Tight labor
markets are a good problem to have. Solid employment
growth and more wage pressure should buoy consumer
spending for a time.

Count in consumers as well:
A strong labor market is clearly having a positive impact
on consumer conﬁdence, which increased to 122.9 in
August, according to the Conference Board. That was the
highest reading in two decades, second only to March

Negative headlines and geopolitical tensions haven’t
shown up in this reading. The assessment of present
conditions last month increased almost six points to 151.2.
Why was this the case?
Maybe it’s the economy generally, and the labor market
speciﬁcally. The unemployment rate is low at 4.4%. Initial
jobless claims are ultra-low, if you adjust them for the size
of the labor force. The diﬀerence between the Conference
Board respondents saying jobs are plentiful and hard to
get soared 3.6 points, to an astounding 18.1. That level on
the labor diﬀerential has only been surpassed in the 1990’s
and late 1960’s.

Should auto loans be a
worry?
Amidst the general ﬂow of good news, a potential sign of
some concern is the increase in auto loan delinquencies.
Auto sales have been a key component of the present
expansion. In 2016, Americans bought more new light
vehicles than ever before: 17.47 million units, representing
an annual growth rate of about 11%. The 2016 pace of
auto sales was hailed as a signal of growing conﬁdence and
indicative of a renewed willingness by households to save
less, step up their borrowing, and spend more. Consumers
closed out 2016 with $1,192 trillion of outstanding auto
loans, based on Fed data, which constituted 29.4% of total
outstanding consumer debt (excluding mortgage loans).
Total consumer loans are still slightly below the 2008 peak,
but auto loans are well above pre-recession levels, having
kept pace with auto sales. This has raised the specter that
car buying bonanza ﬁnanced by cheap credit is not likely to
be sustainable.

2017.
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Rising sub-prime delinquencies may also lead to widespread asset write-downs and the loss of equity by lending institutions
to the point where the expansion is curtailed. Before a judgment is made, the most recent auto loan and delinquency statistics
from the Federal Reserve Bank of New York should be assessed:
• Of the $1,192 trillion outstanding auto loans at the end of 2016, $404.4 billion, or 35.6% were sub-prime, meaning a credit
score of 659 or less.
• Auto ﬁnance companies have 84% of all “super” sub-prime auto loans (those with a credit score of below 620), while banks and
credit unions have the remainder 16%.
• As of the third quarter of 2016, 31% of all new auto loan originations were sub-prime, compared to 26.6% in second quarter
2010, and 38% in fourth quarter 2007.
• Auto loans 90 days plus delinquent posted a score of 3.75% at the end of 2016, compared to 5.25% in 2010, and 2.17% in
2000.

Losses on sub-prime up sharply:
The rise in 90-day-plus delinquency statistics on sub-prime auto loans is important because loss ratios on sub-prime loans rose
to 9.1% in January 2017, from 8.5% in December 2016, and 7.9% in January 2016. These losses are the worst since January 2010
and are driven by much poorer recoveries after default; meaning when lenders get the vehicles back and sell them. The losses
are occurring because of a ﬂood of used cars coming oﬀ lease after several years of manufacturers/dealers oﬀering generous
lease terms.
But do auto loan delinquencies pose a systemic risk? Credit rating agency Fitch calculates that of the $1,192 trillion of auto
loans outstanding, a mere $97 billion has been securitized. In contrast, in 2007, there was about $10 trillion U.S. mortgages
outstanding of which approximately 70% had been securitized with enormous leverage. This helps provide some context to the
current level of auto securitization; if sub-prime delinquencies increase, loss ratios should not blow up lender equity or start a
chain reaction throughout the U.S. economy, like the housing/mortgage crisis.
At this point, it is hard to see auto loans as a source of large systemic risk. The bigger risk is that auto sales account for 20% of all
retail spending and, directly or indirectly, make up one million jobs! A build up in unit inventories and falling production due to
dealers having sold too aggressively, could take a bite out of growth and interrupt the expansion. It would not, however, threaten
the ﬁnancial system like the collapse of mortgage securitizations. Much of the sub-prime auto lending is by auto dealers who are
better equipped to handle the collateral when necessary, even though slightly over half of all auto lending is sourced by banks
and credit unions who bring much more discipline to the process.
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delegate management authority to aﬃliates that are not authorised and regulated within Europe. In any such case, the client may not
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Mutual Fund, a mutual fund registered with SEBI.
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Mutual Fund investments are subject to market risks, read all scheme related documents carefully.
Economic Insights • September 11-15, 2017 4

