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Executive Summary

After registering negative growth during the first and
second quarters of 2022, the Valley economy — and the
nation — entered a recession, according to the general
definition, two consecutive quarters of negative real
economic growth. We stated in our previous report that the
severity of the recession would depend on how fast and how
high the Federal Reserve increased interest rates. It takes
time for rate hikes to influence the economy, and concerns
are mounting that the Federal Reserve is raising rates too
quickly without waiting to see the effect on the economy. A
closely watched predictor of recessions, the yield curve on the
two-year versus ten-year bonds yields inverted a few times
beginning in late March, once again accurately predicting a
recession. Now, there are increased worries that the rate hikes
from by Federal Reserve to bring down inflation will steer the
economy to a hard landing.

In the Valley, all employment categories except for financial
activities grew in 2022. Growth was multifold of respective
long-term benchmark growth rates, continuing the strong
pace from 2021. Projections point to slower growth rates due
to the Federal Reserve’s committed stance to fight inflation
and to implement additional rate hikes this year.

Financial activities employment declined by 0.34 percent in
2022, continuing to worsen in the Valley as it did in 2021.
Despite the ongoing drought, farm-related Valley wholesale
trade employment grew 3.48 percent, more than three times
faster than in 2021. For the first time since the pandemic
began, education and health services employment grew

4.33 percent in 2022, which was faster than the long-term
benchmark growth of 3.24 percent. Government employment
growth at 3.52 percent came in as expected with a lag, which
had declined by 1.35 percent in 2021.

Valley leisure and hospitality services employment, one of

the employment categories most sensitive to interest rates,
grew 12.71 percent, which is about 4 percent less than

the 2021 rate. Despite the decline, leisure and hospitality
services employment registered the fastest growth in the
Valley. Surprisingly, structurally problematic information
employment grew 6.47 percent, which is about twice the
growth rate observed in 2021, making it the second fastest-
growing employment category. Trade, transportation and
utilities employment came in third at 4.60 percent followed by
Valley construction employment, which grew 3.25 percent in
2022, slower than the 4.95 percent observed in 2021. Another
sensitive category, retail services employment, grew 2.52
percent, falling by approximately 4 percent from the 2021 rate.
Manufacturing employment grew 2.29 percent faster than the
previous year and at the fastest pace since 2015. Given the
stricter policy variables to fight inflation, employment levels
are expected to grow at negative rates in 2023 but are expected
to only to partially recover in 2024, sparing any catastrophic
outcomes resulting from the Ukraine-Russia war contributing
to global supply chain shortages.
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Valley building permits increased 18.92 percent, about half
of the phenomenal 35.65 percent rate seen in 2021. These
double-digit increases reflect supply chasing demand to close
the Valley’s big housing inventory shortage. There were no
foreclosures in 2022, much like 2021. Freddie Mac 30-year
rates increased steeply after a series of rate hikes and high
inflation in 2022. The average yearly inflation rate was 8.29
percent in 2022, more than three times the typical rate of
2.61 percent. Valley home values increased 21.46 percent

in 2022 on top of the 16.83 percent increase in 2021. This
year’s increase was more than three times the long-term
5.96 percent benchmark growth. Some of the increase is

due to high inflation rates seen in 2022. Beginning with the
third quarter of 2022, home values are likely to decrease by 2
percent from the previous quarter until in line with long-
term benchmark growth rates. A crisis comparable to levels
seen during the Great Recession is not expected because
lenders are stricter, unemployment is still low and there is a
significant lack of available housing inventory in the Valley.
Most of the home sales occurring are due to family events or
are investment related. However, some realignment of home
values is underway given the steep increases in long-term
interest rates.

Wage inflation and price of oil as a cost-push factor
contributed to high inflation in 2022. Average weekly wages
rose 3.28 percent but stayed below the overall price growth
of 8.29 percent, corresponding to a decline in real wage, a
purchasing power loss of 5 percent in the Valley. Since wages
typically fall during recessions, projections point to lower
growth rates in the coming two-year interval and further
declines in Valley consumers’ purchasing power.

Valley community bank total deposits grew 9.57 percent,
about half the rate of 2021 and in line with the long-term
benchmark rate of 8.95 percent. In contrast, net loans and
leases experienced no growth in 2022. Growth at 0.10 percent
was nonexistent and a sharp reversal to the 11.36 percent
growth in 2021. This imbalance between total deposits and net
loans is like the pattern observed during the Great Recession.
This is concerning because it means Valley banks have stopped
extending additional loans. Unlike the Federal Reserve
intervention during the COVID-19 pandemic, Valley bank
nonaccruals trended sharply upward in 2022, creating another
unease for the coming months. Community bank assets in
default 30 to 89 days and assets in default more than 90 days
were higher in 2022 than 2021. As projected, nonaccruals

rose much faster in 2022 as the Federal Reserve’s intervention
ended and balance sheet reduction and tapering began.

As we recommended in our previous issue, Valley businesses
and residents can take precautionary measures by switching
from flexible to fixed rates, decreasing leverage by reducing
debt, increasing cash holdings, renting housing rather

than owning and switching to credit cards that offer zero
introductory interest charges.



&5 Introduction

Time series data spans from January 2001 to October 2022. The two-year
medium-term forecasts are from November 2022 to December 2024.
Forecasting a range rather than a point provides a more realistic assessment
of future values. When actual numbers fall within the upper and lower
forecast bands, the forecast becomes accurate.

The remainder of this report is structured as follows: Section B analyzes
labor market conditions for the San Joaquin Valley; the region’s real estate
market, based on eight metropolitan statistical areas, are examined in
Section C; Section D reviews trends in prices and inflation; indicators from
local banking and capital markets are examined in Section E. Section F is
concluding remarks.

San Joaquin Valley

San Joaquin
Madera

Stanislaus

Merced / Fresno

e Tulare

Kings

Kern




[-—] Employment Indicators

Total employment continued to grow at fast
rates for all counties in 2022,

The employment growth in 2022 was so

strong that many counties reported growth
multifold of their benchmark growth rates.
Fresno County reported growth at 6.84
percent, followed by Tulare County at 6.81
percent. Merced County registered the third
fastest growth at 6.23 percent. Madera County,
the only county that reported a decline in P
2021, grew 5.95 percent in 2022. San Joaquin
County grew 5.54 percent, while Kings County
reported 4.99 percent growth. Among the eight
counties of the San Joaquin Valley, Stanislaus
County total employment grew the slowest at
4.68 percent, which was still more than four
times the long-term benchmark growth rate.

THE EMPLOYMENT GROWTH

IN'2022 WAS S0 STRONG THAT MANY
COUNTIES REPORTED GROWTH
MULTIFOLD OF THEIR BENCHMARK
GROWTH RATES.

All categories of employment except financial
services grew in 2022. Financial services
employment declined 0.34 percent in 2022,
but the decline was less than 0.98 percent.
The historically problematic information
employment category continued to register
significant growth rates, much like the prior
year. Government employment growth
switched from negative to positive territory
after registering 3.52 percent growth. Despite
the ongoing drought, farm-related wholesale
trade employment in the Valley grew 3.48
percent, significantly faster than the 1.01
percent seen in 2021. Education and health
services employment grew faster in 2022
than the previous year, increasing by 2.57
percent to 4.33 percent. After a 4 percent
drop from 2021, leisure and hospitality
services employment grew 12.71 percent in
2022, becoming the Valley’s fastest growing
employment category.
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Total employment in the Valley grew at an average yearly rate of
5.85 percent — more than twice the rate of 2.81 percent in 2021.
Given the projected decline in growth rates, the Valley’s total
employment is expected to continue to stay below 1.8 million
until the first half of 2025. Projections point to a decline in
growth of 0.16 percent in 2023 followed by 1.53 percent growth
in 2024 when the influence of steep rate hikes begin to be felt in
the economy. ¥
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The Consumer Confidence Index (CCI)

is one leading economic indicator that
has the predictive power to tell which
direction the economy is headed. The
steep increase in the early months of P
2021 shows higher consumer confidence
immediately after the pandemic. The

rate hikes, however, reversed that trend,
and consumer confidence had been
continuously decreasing since the second
half of 2021. Despite an upward turn in
September 2022, confidence in consumer
spending is not expected to exceed a
value of 130 points in the coming months
due to the uncertainty from interest rate
hikes and regional conflicts.

The Labor Force Participation Rate,
unlike previous quarters, began showing
a clear sign of increase following the
first quarter of 2021. The labor market
remains strong as of the third quarter of
2022. Upon careful examination of the
displayed patterns of both series, the
tendency to switch directions is now
acting as a new leading indicator for our
region. It appears that both series are

on a path to crossing each other, which
would serve as a leading indicator of a
contraction. P

Limited by the oceans California
cannot expand westward, which makes
the Valley a growth area. Employment
growth in the Valley relative to
California is supposed to be faster,

but this pattern was not observed in
2021. However, both series are now
displaying almost identical growth
rates for the first time since the first
quarter of 2020. The impact of interest
rate hikes will be telling in the coming
months to determine whether the
Valley’s employment growth will
exceed the state’s. P
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[-—] Employment Indicators

Given the two consecutive quarters of »
negative real economic growth during the
first and second quarters of 2022, we are |
now officially in a recession. The impact 0.0
has not yet affected the job market, but some 200
significant slowdowns have been observed in 00
the latter part of the third quarter. Projections ' M lo-v\

point to a deepening recession in 2023 only 00 MM e N WY e Y N e e M
to enter an expansionary phase in 2024 as 100 v \

the effect on the labor market is felt. What’s
noteworthy is the unemployment rate reached
a minimum in May 2022 then gradually began -30.0
to rise in the following months. Normally, 200
the Valley’s unemployment rate reaches a =
seasonal minimum in the third quarter of 8
each year. h
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Over a 12-month period, education and

health services employment reported 2.57

percent growth, switching from negative

to positive territory in 2021. The long-term

growth trend catches growth trends that 255,000
have existed before the pandemic. Delays in M
school openings and priorities on COVID-19 235000 _,./’/1
healthcare workers undoubtedly caused 215,000

employment in these sectors to recover with a 195,000 ,,.//v
lag relative to other employment categories in ~ /\»’\’”

the Valley. » 175,000 /W v

155,000

Given the Federal Reserve’s commitment to A/,Jv'"’l
further increase interest rates, employment 135,000
levels in education and health services 115,000
employment are projected to stay below 5828858555888 § 5
255,000 by the end of 2024. Employment in 5588238885588 825E02TbboEERED 88
this category is robust relative to the other gadaaaaaaaaaas «
employment categories.

——Actual ——Projected
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Education and health services employment —Actual —Projected

continued to grow even during the 2008
Great Recession. Projections point to growth
at an average yearly rate of 1.29 percent in
2023, which is below the benchmark growth
rate, and then at a faster pace of 2.13
percent in 2024.» 4.00%

OVER A 12-MONTH PERIOD, EDUCATION AND o0
HEALTH SERVICES EMPLOYMENT REPORTED i

0 0.00% 3.24% -0.87%
' 257%
0 -1.00% l ’
| -2.00%

Sample 2020 2021 2022 2023 2024
Average Average Average Average Forecast Forecast
m Actual mOptimistic m Most Likely = Pessimistic
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Valley manufacturing employment
grew 2.29 percent in 2022 compared

to 1.50 percent in 2021, a significant
improvement over the prior year despite
the ongoing drought. Employment
levels in this category will likely
oscillate at around 115,000 by the

end of 2024. After the robust growth
that continued into 2022, the Valley’s
manufacturing employment long-

term benchmark growth continues to
remain in positive territory and further
increased to 0.19 percent. P

VALLEY MANUFACTURING
EMPLOYMENT GREW

2.29%
IN 2022

Given the Federal Reserve’s continued
interventions to fight inflation, growth
in manufacturing employment will
slow in the coming months. Projections
point to an average annual decline of
0.59 percent in 2023 and a faster pace of
growth of 0.79 percent in 2024. »

The Institute of Supply Management’s
(ISM) Manufacturing Purchasing
Managers Index is an important
leading indicator that predicts where
manufacturing activity will head in the
coming months. The ISM Purchasing
Managers Index reached an all-time
high in the first quarter of 2021 but

has been on a steady decline since

then stemming from worries that the
recession may deepen in 2023. However,
the index appears to stay above the
value of 50, pointing to an expansion
thus far. With more scheduled increases
in the Federal Funds rate, further
declines below 50 in this index are
expected. P
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[-—] Employment Indicators

In 2022, leisure and hospitality services
employment continued to be the Valley’s

fastest-growing employment category. 155,000

Even after a 4 percent drop from 2021, 145,000

employment in this category maintained the 135,000 N"M

top position in terms of the speed of growth. 125,000 N

Leisure and hospitality services employment 115,000 I‘JV I

grew 12.71 percent in 2022 and is expected 105,000 I‘/V

to stay below 135,000 by the end of 2024. If ' AN VYA

) 95,000 V-V

the pandemic had not occurred, employment M

levels in this category would have already 4

exceeded 145,000 in the Valley. » 75,000

Multifold growth rates registered in 2021’s o 5:88885:gggga_ggggazggggs:ggm

and 2022’s long-term benchmark growth for =323 sa2=2=2=z2222=2=222223%3

leisure and hospitality services employment SS8S8888S888883538888888_8¢s¢8¢8¢8¢%

increased further, rising to 2.43 percent.

Being one of the employment categories most —Actual ——Projected

sensitive to changes in economic conditions,

about 30,000 workers in this category alone

were laid off'in 2020. Leisure and hospitality

services employment, along with retail trade,

hires the greatest number of unskilled workers 20.00%

in the Valley. Projections point to an average 15.00%

annual growth of 1.08 percent in 2023 and 10.00%

1.70 percent in 2024. » 439% o

5.00% 302% -

m2s W5 16.10% -165% w00

0.00%

IN 2022, LEISURE AND
HOSPITALITY SERVICES o
EMPLOYMENT CONTINUED

TO BE THE VALLEY'S Rample 201 2020 g2t 2023 R 2%y
FASTEST‘GROWING m Actual mOptimistic ® Most Likely © Pessimistic

EMPLOYMENT CATEGORY.

350,000

Trade, transportation, and utilities 130,000

employment in the Valley was the only

category to post growth, even during the worst 910,000 N

months of the pandemic. The pace of growth 290,000 ‘VA

decreased from 6.63 percent to 4.60 percent 210,000 AV/A/ v

in 2022. However, 2022 growth was still more A/V

than twice the benchmark growth of 2.04 250,000 /‘/AV

percent. Even after declining to 4.60 percent 230,000 N A

in 2022, employment in this category was the N A/\/v

Valley’s third fastest-growing category. Trade, 2000 AV

transportation and utilities employment is 190000 e

projected to stay below 330,000 by the end = % % % % % % SSsgsegsges gggggsggese

of 2024.» SRS 8Sc S 3EE N2 ER2NANAS
AN AN AN AN AN N AN NN NN NN NN N NN N ANNNNANNNNNN

Actual =—Projected
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Trade, transportation and utilities was P
the only category that did not switch to
a remote work environment since goods
have to be physically transported from 7.00% 6.63%
one location to another, explaining the 6.00%
growth during the pandemic. Truck
driver shortages will continue into the
coming months but at gradually slowing

5.00%

4,00%

intensities. Trade, transportation and 3.00% B
e S ) 191% 219% . 196%
utilities employment is projected to 200% 1% — 189%  gi6s%
grow slower than the benchmark pace of — A
1.00% 0:68%
growth at an average yearly rate of 1.47
percent in 2023 and then pick up pace 0.00% | p— v
Sample 2019 2020 2021
and grow at a faster rate of 2.37 percent Avergge Average Average Average  Forecast Forecast

in 2024.

m Actual m Optimistic ® Most Likely = Pessimistic

Valley retail trade employment growth
slowed to 2.52 percent in 2022 from 6.30
percent growth in 2021. This slowdown

was not surprising considering that 190,000

retail trade employment is one of the 180,000

categories in the Valley most sensitive to 170,000

changes in the interest rate. Retail trade 160,000

employment is comprised of unskilled 150,000

workers who are most vulnerable » 140,000

to changes in economic conditions. 150,000

Employment levels in this category are '

expected to stay below 160,000 by the 120,000

end of 2024. 110,000

The long-term benchmark grgwth now ggs8ge85c¢¢<8 5 Scgzsse

stands at 0.97 percent, resulting from 559838885832 ¢ 23 a8
o O O O O O O O O O O o O O O O O

continued growth in 2021 and 2022. I g

Additional rate hikes scheduled for

the remainder of 2022 will have the Actual Projected

most negative impact on this category

in 2023. Projections point to a decline

of 0.70 percent in 2023 and a switch

to positive territory with 2.86 percent

growth in 2024.» 8.00%

6.00%

5.93%

VALLEY RETAIL TRADE EMPLOYMENT GROWTH - -

"~ 230%
2.00% 1819 148%
.00% 0.99%
0.81% . 049%
0.00% I 081%
|
0 -2.00%
0 -4.00% -4.01%

-6.00%

IN 2022 Sample 2019 2020 2021 2023 2024
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m Actual mOptimistic m Most Likely = Pessimistic




[-—] Employment Indicators

Valley wholesale trade employment slowly
began to resume the seasonal dynamics

that were lost during the pandemic and the 50,000
drought. More than three times the long-term 48,000 AN W
benchmark rate of growth in wholesale trade 46,000 A .._/\jﬁ' W
employment was surprising given the ongoing 44,000 f\/ WA a4
drought in 2022. Employment levels in the 42,000 ﬁvqm i f\ [
category are expected to stay below 48,000 by 40,000 I"v A TA"
the end of 2024.» 38,000 I‘V \
Valley wholesale trade employment grew 36,000 NAVAV
3.48 percent in 2022, which was more than 34000 [fV
three times the 2021 growth of 1.01 percent. 52,000
A farm related category of employment, 30,000 Frrmmrrrerr A B A i
wholesale trade employment in the Valley ggsssssse S558588888¢% g8gs8s888
was affected little by skyrocketing fertilizer 2888 :g: eSS S32EEE2Zf222EE288a88S
prices resulting from the Ukraine-Russia war.
Wholesale trade in the Valley is comprised of
necessities, explaining the growth in 2022 —Actual ——Projected
despite the higher cost of fertilizers and
price of oil. Projections point to 1.15 percent
growth in 2023 followed by 2.48 percent
growth in 2024. »
4.00%
3.00% 2'8(2)%1)510

1.00%

MANY YEARS EVEN BEFORE e
THE PANDEMIC, VALLEY s
INFORMATION EMPLOYMENT

-4.00%

GREW 6.47 % AT THE s
SEcUND'FASTEST o Sample 2020 2021 2022 2023 2024

Average Average Average Average Forecast Forecast

HATE IN 2022- m Actual mOptimistic ® Most Likely = Pessimistic

AFTER DECLINING FOR o 1N

After declining for many years even before the 18,500
pandemic, Valley information employment
grew 6.47 percent at the second-fastest rate 16500 \\"VLJ'A\_
in 2022. However, the growth in 2022 was 14,500 A v\
not enough to erase prior years’ continued 12,500 '\Mr‘
declines. Employment levels in this category
will likely oscillate around 8,500 during the 10,500 ‘\'wv\\\
two-year interval. > 8,500
6,500
4500 | o
— oV I NN0RL ¢ ® © I N o o I o o X ©
SRSSSSRRSRSRRRRRRRRRRRRRRRERRR

Actual e Projected
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The long-term benchmark rate decline
in information employment P

slowed to 2.62 percent in 2022. The
long-awaited switch in growth from
negative to positive territory took

place in 2021 and remained positive
through 2022, taking away worries of a
temporary improvement. Information
employment has been problematic over
the years due to the increased use of
digital social media. Projections point
to a decline of 1.65 percent due to
slowing economic conditions resulting
from further rates rather than industry
specific conditions in 2023 and 0.98
percent growth in 2024.

Seasonal variations in Valley
construction employment tend to
disappear during recessions and other
negative shocks to the economy. A clear
pattern in seasonal behavior reflects

a healthy state of the construction P
industry, as can be seen in 2022. It is
not certain if the reappearing seasonal
variation will continue to exist in the
coming months due to the Federal
Reserve’s stance. Employment in this
category grew 3.20 percent in 2022,
which was a slower than the 4.95
percent in 2021. Vibrant construction
activity throughout the Valley is clearly
visible. Inventory shortages will keep
construction alive in the coming
months despite additional rate hikes.

On the demand side, rate hikes are
projected to lower demand for Valley
home purchases relative to previous
years. Foreclosures, which were at
all-time lows during the pandemic,

will begin to rise steeply in the months
ahead as borrowing costs continue to
increase. A rise in unemployment rates
would have an amplified effect on this
employment category. Projections point
to slower growth at an average annual
rate of 1.21 percent in 2023 and a faster
rate of 2.60 percent in 2024. I
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[-—] Employment Indicators

Government employment, a lagged indicator
of economic activity, switched from negative

325,000

to positive territory in 2022. Considering 5000
this category makes up about 20 percent of '
the Valley’s total employment, government 305,000
employment is an important driver of 295,000 A
economic activity. In the Valley, government 285,000 |
employment grew 3.52 percent in 2022 — 215,000
about five times the long-term benchmark rate 265,000
of 0.76 percent — quickly recovering from a 255,000 |
1.35 percent decline in 2021. » 245,000 I '
Seasonally adjusted employment levels in 235,000 e T—— T T
. . . — — ~ ™ — ~ [So T
this category are likely to remain below SESSSsS35s3sss¢g é % é é == é = é S2E8SS
P . . SEAOT 0N O0O0ON DD =23 OS- -c N ®»Y
iocgfgg;g;g;;ggﬁ gggggaefrg;gg;gg
will continue to prevail in the months ahead.
Projections point to an average yearly growth Actual Projected
0f 2.01 in 2023 and 1.60 percent in 2024.
The faster projected increase in 2023 results
from displaying a lagged response to changes
in economic conditions.
INTHEVALLEY, GOVERNMENT gzzi 2339
.00% 5 190%
EMPLOYMENT GREW o imgqon B

-3.81%
0 1.00% - ]
0,
0.00% 3.52%
l -1.00%
-2.00% 35%
-3.00%
-4.00%
-5.00%

Sample 2020 2021 2022 2023 2024
Average Average  Average Average Forecast Forecast

Valley financial activities employment was
the only category that experienced a decline
in 2022. The decline constituted a third
consecutive year of falling employment.
However, at negative 0.34 percent, the decline
in 2022 was less than the two prior years’

m Actual mOptimistic m Most Likely = Pessimistic

decline of 3.83 percent and 0.98 percent in 51,000

2020 and 2021 respectively. Given a slowing 49,000 AM

economy, a switch from negative to positive 47,000 / Ay

territory is not expected in 2023. Employment 45,000 M

levels in this category are projected to drop 13000 \

below 42,000 by the end of 2024. 4]'000 5 . - - !ME] ; ﬂﬁ

Unlike other series of employment, the » 39,000

prevailing growth trend before the pandemic 31,000 T ET—————————————————

ceased to reappear in the recovery months ggggggggggggggggéggggggggggggggéggg

afterwards. Instead, the trend after the 5558855285558 08EE 2RI R EE 2 2NNNNAY
. . . [V VAN QNI oN B oV AN QN I o N A oV I oN A QN A o VBN QN QN A N I oN I QN I o N I oN QN A o N Il oN QN B oN I oV QN B oN I oV I QN B oN I oV BN QN AoV I oV B QN Ao

pandemic appears to be flat. Financial

activities employment is projected to decline

further in 2023 at 0.80 percent and then —Actual ——Projected

switch to positive territory and grow at 1.29

percent in 2024.
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AN OFFICIAL RECESSION
ALREADY BEGAN IN THE FIRST
AND SECOND QUARTERS

OF 2022, BUT THE LABOR
MARKET HAS BEEN STRONG.

Dute to the Federal Reserve's b

: S v Sample 2019 2020 2021 2023 2024
commitment to tame inflation by Average Average  Average Average  Forecast Forecast
resorting to a series of interest rate hikes,
tapering and balance sheet reduction, the
Valley's economic activity is expected to
slow in 2023. An official recession already:
began in the first and second quarters
0f 2022, but the labor market has been
strong. There are increasing concerns
that the Federal Reserve is rushing to
increase rates without first ebserving
the impact on the economy, since the
effect ofany rate hikes occurs with a
significant lag. Incoming unemployment
rate numbers point to a minimum rate
reached in May 2022, and unemployment
rates have gradually increased since then.
Given the economic landscape, a return to
a clearly defined expansionary phase of the
business cyele is not expected
until 2024,

m Actual mOptimistic ®m Most Likely = Pessimistic
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ﬁ Housing Sector

Fresno, Bakersfield-Delano, Hanford-
Corcoran, Madera-Chowchilla, Merced,
Modesto, Stockton and Visalia-Porterville
comprise the Bureau of Labor Statistics’
eight Metropolitan Statistical Areas (MSAs) 2500
that make up the San Joaquin Valley.

The aggregated data from these eight MSAs
constitute the Valley’s total single-family
building permits. »

3,000

2,000

1,500

Housing permits rose 18.92 percent in 2022 1,000
following a 35.65 percent increase in 2021.

Considering the long-term benchmark rate is 500
8.21 percent, the increase in both years was

strong. Even during the pandemic, housing 0
permits increased by 13.26 percent. Given the

economy’s slowing, Valley housing permits are

not projected to exceed 1,000 per month by the

end of 2024.

2004M01
2004M09
2005M05
2006MO01
2006M09
2007M05
2008M01
2008M09
20

20

20

20

20

20

20

20

20

20

20

20

20

20
2020M09
2021M05
2022M01
2022M09
2023M05
2024M01
2024M09

Actual

Projected

In 2022, Stockton took the lead with 1,801
permits, while Fresno dropped from first to
second with 1,252 permits. Bakersfield issued
1,040 permits followed by Visalia’s 702 permits
and Madera’s 539. There was a significant »

increase from the prior year in Modesto with 1000 -
384 permits issued this year compared to 50 35.00%
permits in 2021. Hanford and Merced issued 30.00%
278 and 177 permits respectively compared 25.00%
to no permits issued in 2021. As rate hikes 20.00%
basically continue and the impact begins to 15.00%

13:26% 18:92%
9.23%
be felt more intensely, the average annual 10.00% |~ 824% 501% 808 19%
growth in 2023 is projected to slow to 3.60 5.00% 1 -“ggo% .
percent and then pick up some pace in 2024 0.00%

2t 8.04 percen. R e e A ol rdlha
The foreclosures-started series remained at m Actual mOptimistic ® Most Likely = Pessimistic

their lowest level ever in 2022 as it did in 2021.
However, it is still early for foreclosures to begin
displaying a rising trend. As the unemployment
rate begins to increase gradually, there is likely
to be some upward foreclosure activity. Valley
bank accruals began to rise further in 2022, an “ "V\
early indicator of what is to come. P 1 f\’ \ .

1.5
Perhaps the most concerning indicator to 12 I ' "\I\‘A
watch is the 30-year fixed interest rate, 09 \
which began to display the steepest and most 06 /
prolonged increase ever seen in the series. 05 Noa— / N\
After reaching an all-time minimum of 2.68 ' TSNS——
percent in the first quarter of 2021, long-term
rates have steadily risen along with the Federal
Reserve’s continued rate hikes. Such a drastic
pattern is the underlying concern that rates
are being increased too fast and are too high
for the economy to achieve a soft landing.

l
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Valley home values increased at an »
average annual rate of 21.46 percent at
the nominal level, which corresponded
to 13.17% percent real appreciation

after removing the effect of inflation.
Double-digit increases are clearly not
sustainable and mean reversion to the
long-term benchmark rates is likely to
occur in the coming two-year interval.
Because lenders are stricter this year
than in 2021, and the unemployment
rate is low; a crisis at the level of

the Great Recession is not expected.
However, there would be concerns if
double-digit unemployment rates prevail
in the economy. In addition, inventory
shortages, homeowners hanging on to
their property rather than selling and
home sales resulting from family-related
events are other reasons to expect a
correction of a lesser degree in the
coming months.

The increase in home values was more &
than three times the benchmark rate of
5.96 percent. Home value appreciation
of 16.83 percent in 2021 was the fastest
since the Great Recession. The increase
in 2022 ~ even at a higher pace of 21.46
percent — quickly took over the record
setin 2022\ Even in real terms, the
appreciation was one of the fastest and
more than twice the benchmark rate.
Therefore, home values are expected to
tise at a slower pace and rates will be
more consistent with benchmark rates
in the coming two-yearinterval.

A surprise Metropolitan Statistical Area
(MSA) took the lead in fastest increase &
in home values in 2022. Madera reported
a23.10 percent increase in 2022, ending
the reign of Stockton and Bakersfield,
which registered 22.60 percent and
22.55 percent growth; respectively.
Visalia came in with the fourth fastest
increase in average home values at 21.18
percent. Fresno trailed Visalia at 20.56
percent. Merced reported 22.30 percent
growth followed by Modesto at 19.88
percent average yearly appreciation.
Hanford came last withia 1947 percent
increase in 2022. Projections point to an
8.61 percent increase in 2023 and a 6.33
percentincreasein 2024«
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O Inflation and Prices

It is well known that inflation runs higher
in the west than at the national level. When

55
the two series display identical or reversing 5
patterns similar to what occurred during 25 .
the Great Recession, economic activity 25 .\vr[.\\ A
declines. There appears to be a tendency for . p
such a pattern in recent months, acting as a 05
COinCidental indicator Ofa Slowdown for 05 I " N 7, AN OO, At
our region. P 15

25
At an average yearly rate of 8.29 percent, the S50555550555055555550080555055055055505050650
times the benchmaﬂ( rate 0f26] percent and RRRIRAKRARIRRIKRI[IRRIRIRIRIIRRRIRIRIRKILIKXRXIRXRIRIIK/LIRXRXRKIRKRRR
more than twice 3.66 percent rate in 2021.
Both cost-push and demand-pull factors o

. e eSt e Nationwide
continued to put upward pressure on the
overall price level in 2022. Given that
inflation is driven by the price of oil,
OPEC’s decision to curtail output is likely 100
to maintain this pressure. 00 /
Other factors that put upward pressure » 60 I[
on overall price levels are the ongoing 40 /J\A /\/"\\N'\ l
Ukraine-Russia war, unresolved supply chain 20 W A MATVA M W
issues and wages, although the effect of the D NN (ORI MY (it AR AT
latter has subsided during the second half 0
of 2022. Inflation rate projections for the "
Western region point to an average yearly SgégéégééggégégsggsggSgggggggésggaég
increase of 3.36 percent in 2023 and 2.31 2250358055 5335220553605 22558520808
percent in 2024, SSSS888CS8S88S888585885R2885088R88888888
Actual Projected
9.00% 8729%

8.00%
7.00%

IT1S WELL KNOWN THAT INFLATION v -
RUNS HIGHER IN THE WEST | 2ev g LT
THAN AT THE NATIONAL LEVEL. oo I i : I .

0.00%

Sample 2020 2021 2022 2023 2024
Average Average  Average Average Forecast Forecast
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DURING 2022, THE
AVERAGE RATE OF
INFLATION STOOD AT

8.29%

After a significant 8.48 percent increase »
in 2020, wages decreased steadily,
registering 4.93 percent increase in 2021
and 3.28 percent increase in 2022. As
the recovery was underway, workers'
reluctance to re-enter the workforce
gradually dissipated, increasing the
supply oflabor and decreasing wage
growth by nearly one-third of rates seen
i 2020. Wage growth in 2022 is now in
line with the benchmark growth of 3.24
percent and is likely to oscillate around
that value in the coming months.

The reservation wage of a typical Valley
employee fell as workers gradually #
reported to work, brushing away worties
about infection, vaccinations and
being better prepared against variant
strains of the COVID-19 virus. Average
weekly wages in the Valley are likely to
stay below $1,050 by the end of 2024
Projections point to an average yearly
increase of 3.08 percentin 2023 and
a2.09 percent increase as inflation
subsides in 2024.

During 2022, the average rate of inflation
stood at 8.29 percent. During the same
time, average weekly wages rose 3.28 &
percent, resulting in a fall in real wages
and a remarkably high loss of purchasing
power of 5.01 percent. This loss in
purchasing power will continue in the
coming months.
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T Banking and Capital Markets

There was a clear change in the dynamics of
the Valley’s community bank total deposits

and net loans in 2022, This change resulted
from Federal Reserve’s interest rate hikes,
balance sheet reduction and tapering which
began in the first quarter of 2021.

Valley total bank deposits rose 9.57 percent in P
2022 — about half the rate seen in 2020 and
2021. The 9.57 percent increase in 2022 was
also consistent with the long-term benchmark
rate of 8.95 percent, and therefore was

more sustainable in the long run. Given the
slowing activity, Valley total bank deposits are
projected to increase at an average annual rate
of 5.96 percent, a value below the benchmark
rate, and pick up an increase of 8.50 percent in
2024, at rates more in line with the long-term
benchmark growth rate.

The upward movement in bank assets in »
nonaccruals became more pronounced in the
first and second quarters of 2022 when the
trend became steeper compared to previous
quarters. With the passage of time after the
end of mortgage forbearance programs by
September 2021, nonaccruals naturally picked
up speed as rates continued to rise. Further
increases in interest rates will likely make

it harder for Valley residents to pay their
mortgages and meet their other financial
obligations, leading to even steeper increases
in nonaccruals.

The upward movement in bank assets in »
default 90-plus days was earmarked with

a significant spike in the first and second
quarters of 2022. This spike was confirmed

by the Federal Deposit Insurance Corporation
(FDIC) for accuracy. At least one of the
community banks reported a roughly ten-fold
increase in assets in default 90-plus days. Keep
in mind that to make both series comparable
assets, in default 90 days is multiplied

by 10. As in previous reports, the pattern
observed in bank assets in default 30 to 89
days and assets in default 90-plus days is now
consistent in the direction of change. As rates
rise further and unemployment continues to
gradually rise, the trend in both series is likely
to become much steeper.
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Community banks became much
stricter in extending loans in 2022

80,000
compared to 2021. This is reflected —
in the rate of increase in community 60,000
banks net loans and leases, which
came to an abrupt halt, registering a 0
trivial 0.10 percent increase in 2022. o0
This drastic drop in growth rate was 30,000
quite significant considering net loans 20,000
and leases increased 11.36 » 10,000
percent in 2021 and 17.63 percent in
2020. Furthermore, when compared g
with the benchmark growth rate of g
7.75 percent, a 0.10 percent change
basically reported no increase from the
previous year. This phenomenon was
a first since we started tracking the
series in 2001, bringing with it worries
of a deepening recession.

17,300,000
With interest rates continuing to rise
further, balance sheet reduction and 15300000
tapering on the part of the Federal 13,300,000
Reserve, a faster falling trajectory of 1300000
the economy is likely in the two-year o
period ahead. Projections point to 9,300,000
net loans and leases increasing at an 7300,000
average yearly rate of 2.48 percent
in 2023 — about one-third of the 200,000
benchmark rate and 5.79 percent 3,300,000

in 2024.»

The worry is whether the recession will
deepen, causing unemployment rates
to rise significantly. Both community
bank deposits and net loans and

leases are likely to grow less than their
benchmark growth rates in the coming
months, only to improve to the rates

consistent with expansion in 2024. » 20.00%
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COMMUNITY BANKS BECAME
MUCH STRICTER IN EXTENDING
LOANS IN 2022 COMPARED

10 2021.
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11l Concluding Remarks

Given the Federal Reserve's continuation of rate hikes,
our projections point to slowing activity in the coming

months. The Valley economy, along with the nation, has been
in an official recession in the first and second quarters of 2022.
However, during the same period, labor markets have been tight
and unemployment rates incredibly low, therefore brightening
the picture. With OPEC deciding to cut back oil production
during its October 2022 meeting, high inflation driven by the
price of oil may linger a bit longer.

Valley total employment is likely to decline in 2023 but will
display some growth in 2024. In 2022, total employment

in all counties grew at rates significantly higher than their
respective benchmark growth rates. Fresno County reported
the fastest growth, followed by Tulare County. Merced County
registered the third fastest growth. Madera County was next in
employment growth followed by San Joaquin County. Kings and
Stanislaus counties were the remaining two counties that grew
several times their typical growth rates.
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The fastest-growing employment category was leisure and
hospitality services, followed by information employment,

a surprise since it is historically problematic in achieving
sustained growth. Trade, transportation and utilities
employment grew third fastest, followed by retail services
employment. Manufacturing employment grew at the fourth
fastest pace, followed by Valley construction employment.
Education and health services employment displayed the once
again robust behavior in 2022 and in prior years. Financial
activities employment was the only category to report a decline
in 2022, as it did in 2021 and 2020.

Home values increased 21.46 percent in 2022, bringing back
worries of a housing market bubble. Any pull back will not
likely be to the same degree seen during the 2008 recession
simply because lenders are stricter in 2022 than the prior year,
unemployment rates are still low and homeowners are holding
on to their homes, indicating that any selling that takes place is
likely due to a family event or is investment related. However,
the double-digit increases seen in 2022 and 2021 are clearly
not sustainable and a correction back to rates more in line with
benchmark growth rates is expected.

Inflation is likely to decline at very gradual rates in the
coming months but a fall to the Fed's target rate of 2 percent
is not likely to occur in the very near future. Valley average
weekly wages rose about 5 percent less than the inflation
rate in 2022. Thus, there was a significant fall in purchasing
power of the Valley consumer.

In 2022, Valley community bank total deposits increased about
half the rate of the prior year. There was no growth whatsoever
in Valley net loans and leases, reflecting the stricter stance of
community banks in extending loans. Valley community bank
assets in nonaccrual began trending more steeply in 2022

than in 2021 and are more likely to increase if unemployment
rates significantly rise. Community bank assets in default

30 to 89 days and assets in default 90-plus days displayed a
steeper increase in 2022 than previous years. There was a big
spike in assets in default 90-plus days when at least one of the
community banks reported a roughly ten-fold increase in the
first and second quarters of 2022.

Given the economic landscape, it is increasingly important for
Valley residents to leverage down, increase cash holdings, lock
in fixed rates by switching from flexible rates and rent instead
of purchase homes to protect their financial well-being in the
coming months.



Although information in this document has
been obtained from sources believed to

be reliable, we do not represent or warrant
its accuracy, and such information may be
incomplete or condensed. This document does
not constitute a prospectus, offer, invitation
or solicitation to buy or sell securities and

is not intended to provide the sole basis for
any evaluation of the securities or any other
instrument which may be discussed in it.

All estimates and opinions included in this
document constitute our judgment as of the
date of the document and may be subject to
change without notice. This document is not
a personal recommendation, and you should
consider whether you can rely upon any
opinion or statement contained

in this document without seeking further
advice tailored for your own circumstances.
This document is confidential and is being
submitted to selected recipients only. It may
not be reproduced or disclosed (in whole

or in part) to any other person without our
prior written permission. Law or regulation
in certain countries may restrict the manner
of distribution of this document, and
persons who come into possession of this
document are required to inform themselves
of and observe such restrictions. We, or

our affiliates, may have acted upon or have
made use of material in this document prior
to its publication. You should seek advice
concerning any impact this investment may
have on your personal tax position from your
own tax adviser.
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