
Unemployment Rates 
vs. Defaults

read with great interest Aaron Dalton’s “Singing the 
Big Apple Blues” (Dec. 2008, page 18), which dis-
cussed apprehensions common to the fund managers 
who ensure the fl ow of capital into the auto fi nance 
market. Like Mr. Dalton’s Tie Guy, many of the mon-
ey people I’ve met with have raised the kind of objec-

tions that force me to defend the industry in general and 
myself in particular. 

Such fears should be partially placated by a surprising 
improvement in auto loan portfolio performance in the 
past year. In working to form a new auto fi nance company, 
my associates and I researched the correlation between 
unemployment rates, investment infl ows and defaults in 
asset-backed securities (ABS); as well as other consumer 
debt and portfolios of automotive retail installment con-
tracts (RIC). 

For data, we looked at the performance of ABS as rated 
by Standard and Poor’s from the year 2000, static-pool 
analysis of a portfolio of 5,000 RIC spread over Florida, 
Texas and the Midwest, unemployment data as published 
by the U.S. Department of Labor, and statistics on issu-
ance of ABS domestically and globally as published by 
S&P and the Bank of England.

Our fi rst set of data compares U.S. national unemploy-
ment rates and changes in the rates with defaults on ABS 
in the 12th, 24th and 36th months as traced by S&P:

Other data of equal interest compared the same default 
rates for ABS issued against many categories of consumer 
loans including student loans, credit cards, home loans 

Understanding why the performance of auto loan-based portfolios is improving 
even as the economy is contracting is the key to knowing when to package 

and sell your retail installment contracts.  by Nick Levenstein
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and other loans. You see rather wild 
fluctuations in the investment climate 
over the past five years:

If you graph out the default rates 
among different ages of ABS, there 
are definitely some changes. But take 
a look at the difference in capital 
flows over four years. We included 
the general data on all ABS issuance 
because subprime auto is a large and 
fragmented industry. It’s often dif-
ficult to determine know how much 
of an effective proxy the rated ABS 
issued on Wall Street is:

We find that the general unem-
ployment rate is highly correlated 
with ABS and RIC portfolio defaults 
in the first, second and third years. 
However, the rate of change of unem-
ployment is correlated in the first two 
years and negatively correlated in the 
third year.

This research helped us form a hy-
pothesis as to why RIC defaults in the 
third year and changes in unemploy-
ment in the concurrent period were 
— to our surprise — negatively cor-
related. In examining the portfolio, 
we found the following to be true:
n Rates of default in the portfolio 

peaked in the first six months and 
subsided afterward. In the third year, 
the rate of default is markedly less 
than the first two, and the age of the 
portfolio appears to be more statisti-
cally significant than the change in 
unemployment rates:

n The part of the portfolio and ABS 
that were issued in years of a healthy 
investment climate — 2006, for ex-
ample — were the worst performers:

n The portfolio and ABS data confirm 
a strong negative correlation between 
healthy issuances of ABS and default 
in the period after the year or month 
of strong investor interest in ABS and 
portfolios of RIC in general:

n In the third year, there is a positive 
correlation between ABS issuance, 
static pool losses and RIC default. 
There is a negative correlation be-
tween changes in unemployment and 
defaults in the third year, which is 
surprising. So, when unemployment 
rises, RIC aged three years default at 
a lower rate. LVC advances the theo-
ry that nonprime obligors understand 
that their choices to refinance are 
rather limited and behave more re-
sponsibly in an economic recession, 
even in an environment with declin-
ing employment opportunities.

What does all this mean for deal-
ers? Well, to summarize our findings, 
times of strong capital investment in 
consumer-debt ABS are bad times to 
buy portfolios and RIC. The general 
unemployment rate is strongly cor-

related with defaults on RIC in the 
first, second and third years. Chang-
es in the unemployment rate also are 
correlated with RIC defaults, but are 
clearly less significant than other 
macroeconomic and microeconomic 
factors in the third year after the is-
suance of an ABS or origination of 
an RIC portfolio.

Many auto dealers and all finance 
company executives will have to meet 
the quintessential Tie Guy at some 
point. While nobody can predict the 
future for him, we can at least assure 
him that today is a much better time 
to buy our RIC portfolios than two 
years ago. n
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Times of strong capital 
investment in consumer-
debt ABS are bad times to 
buy portfolios and RIC. The 
general unemployment rate 
is strongly correlated with 
defaults on RIC in the first, 
second and third years.

Year

Global  
ABS  

issuance  
(billions)

Change

Sub-
prime 
auto 

(rated 
by S&P)

Average 
between 

global 
and  

subprime

2003 0 0 $13.12 0

2004 0 0 $11.33 -14%

2005 $600.00 0 $27.04 139%

2006 $750.00 0.25 $25.17 9%

2007 $250.00 -0.67 $17.48 -49% 
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