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It's The Debt, Stupid!

By David Stockman. Posted On Tuesday, August 14th, 2018

Risk-On!

Apparently, the Turkish Lira crisis is all fixed after the country's banking authority last night took a leaf from Washington's bailout book and suspended mark-to-market accounting on bank loans. Presto, insolvent Turkish banks were given leave to live for another day, thereby enabling the plunging Lira  (TRY) to rally by 5% and, in turn, causing U.S. stock futures traders to sound the all-clear and launch another round of dip-buying.

After all, they insisted, what's to worry about a tiny backwater economy whose $820 billion GDP is only 4% of US output and just 1% of global GDP. And, yes, Erdogan, is an economic populist madman, but so what?

We've got Trump, and also the best stock market ever. And, yes, Trump just slapped an unheard of 50% tariff on steel imports from Turkey---apparently because its crashing currency made this key NATO member a national security threat to the US!

But not to fret about that, either. Soon Ankara will see the light and release pastor Brunson, thereby permitting the Donald to dance a victory jig (best not watched), welcome Turkey back into NATO and presumably greenlight an IMF relief package that will put the whole TRY contretemps in the rearview mirror.

And that's how we roll. There is no history, no context, no economic rules and no consequences for egregious financial profligacy. All that's needed to hit the "buy" key is just a few hours of daylight from the latest non-crisis.

And that's also why the next financial crisis will be a humdinger. Honest price discovery and financial discipline have been so completely destroyed by the central bankers that no information can be processed outside of the current 24-hour window, which is overwhelmingly dominated by trading patterns and chart-points.

Accordingly, the true message of the Turkey crisis falls on completely deaf ears in the casino. To wit, Turkey is at the end of a debt-driven financial cul-de-sac. And in that baleful condition, it is not a mere 1% of GDP in accounting terms; it's virtually 100% of world GDP in representative terms.

The chart below shows world debt during a period roughly coterminous with Erdogan tenure as Turkey's strong man Prime Minister and President. Shortly after the turn of the century when he first became prime minister, global debt was about $77 trillion and represented 2.2X global GDP of about $35 trillion.

Even then, the world was already well advanced on its debt-a-thon----since under the historic 1.5Xdebt-to-GDP ratio global debt would have been slightly over $50 trillion.

Nevertheless, during the next 17 years worldwide deb soared by $153 billion under the influence of radical money-pumping and interest rate repression by virtually all of the world's central banks. Accordingly, at $250 billion global debt weighs in at 3.0X current world GDP of about $83 trillion.

Stated differently, there is now nearly $70 billion more debt on the world economy than at the 2.2X leverage rate of 2001, and $125 trillion more than at the pre-1990 golden mean of about 1.5X.

Folks, that's the cul-de-sac. Risk asset markets are capitalizing an open-ended world of high economic growth, steady-state leverage and financial stability, but the daily grind of debt-fueled financial and economic expansion is trundling into a dark tunnel where unsustainably leveraged economies eventually got tilt.
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Needless to say, that truth of history, context and structural reality is impossible to factor into a 24-hour information window. Today's off-the-charts leverage ratios are simply a "given" in the ultra-short time frames in which financial markets now operate.

Accordingly, financial markets have no appreciation whatsoever for how deep into the financial tunnel-of-no-return the global economy has already gone, and, more importantly, how rapidly its walls are closing in upon the economic daylight which remains.

The Erdogan/Turkey story, in fact, provides a potent real world example. What is relevant for the S&P 500 is not the 5% dead-cat pounce effected over-night owing to a transparent can-kicking exercise by Turkish authorities, but where that blip stands on the slippery slope depicted in the chart below.

That is to say, when Erdogan launched his tenure and  alleged economic miracle in 2003, the Lira was worth 67 cents on the US dollar. At the bottom of Mondays panic, it hit 14.3 cents and then blipped to the 15.4 cents level which triggered today's dip-buying .

Obviously, in the longer-term scheme of things, last night's dead-cat bounce is pure noise; and it doesn't remotely address why the TRY has plummeted by 80% during Erdogan's rein and whether there is any way out for Turkey's future prospects, and by proxy, for the similarly unbalanced world economy as well.
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The short answer is that Turkey buried itself in external debt----most of its in dollars and euros and most if it owed by Turkey's private sector. Thus, at the turn of the century Turkey's $100 billion of external debt amounted to about 35% of GDP, but current it's $470 billion of external obligations amount to nearly 60% of GDP.

To be sure, there is nothing wrong with borrowing from overseas capital markets if you can service the debt, but that's exactly Turkey's Achilles heel. Once Erdogan's state-driven "borrow and build" model of growth got rolling, Turkey's current account plunged into the red, and has remained in dangerous territory for most of this century.
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Needless to say, the resulting building boom in Istanbul and throughout the entire country made the tyrannical Erdogan popular with both the crony capitalist developers, builders, industrialists and financiers which prospered mightily, as well as the working people who got better jobs and the drippings from massive construction of commercial and residential properties.

As shown below, total private loans outstanding has literally gone parabolic since 2001, rising from 20 billion TRY in 2001 to 1.25 trillion at present. That's a 60X increase in debt in less than two decades, and brings to mind exactly what Nixon's chief economists, Herb Stein, meant when he famously said, "trends which are unsustainable tend to stop".



Even without the complications of foreign policy conflicts with Washington over the Kurdish zones of Northern Syria and Turkey's desire to normalize relations with both Russia and Iran, the point of economic sustainability had already been reached.

And that's before given any consideration to Erdogan's latest monumental $1 trillion development enterprise. This new grand plan would unleash an epic building spree including the construction a second, man-made channel between the Black Sea and the straits, a third bridge over the Bosphorus, a third Istanbul airport on top of the under-utilized ones already in operation, and a parallel massive expansion of commercial and industrial properties on top of the heavily under-utilized capacities already in place.

In short, Turkey's fabulous prosperity of the last 16 years was built on a precarious foundation of cheap-debt and one-time construction sprees. The inexorable result, of course, was massive malinvestment, waste and economic distortions which sooner or later bring the party to a halt.

Indeed, Turkey's phony "borrow and build" prosperity was not unlike the far greater economic monstrosity fashioned under China's Red Ponzi-----intensified by Turkey's far great use of off-shore capital markets.

To say that the chickens are now coming home to roost would be an understatement. Turkey's current account deficit has been so persistent and deep---averaging 4-5% of GDP for most of this century---that it is now borrowing to service its debt.

Worse still, since the overwhelming share of its external debt was issued by private developers and construction companies, a standard IMF bailout of sovereign debt is not likely to be feasible---even if the mercurial Erdogan would submit to the dictates of IMF apparatchiks, which he won't.

So Turkey is likely to become a one-half trillion domino in the weeks and months ahead------one that has absolutely not alternative to a long seize of strict capital controls and punishing interest rates, which are already nearly 20% and way below what will ultimately be needed to stabilize the TRY.



The larger point here is that the Turkish mess described above is the result of the systematic suppression of interest rates and falsification of financial asset prices by the world central banks since the 1990s. That's why what is happening in Turkey will not stay in Turkey: the same mis-pricing has produced similar debt cul-de-sacs all around the world.

For instance, yesterday Argentina was forced to raise is central bank policy rate to a bone-crushing 45% to stem the renewed collapse of its own currency. Yet just one year ago, Argentina---the world six times serial defaulter---was able to sell several billion of 100-year bonds at a 7% yield to global money managers.

Now its in the midst of a $50 billion IMF bailout, yet it still has had to resort to 45% interest rates to stem the flight of capital from its debt and inflation ravaged economy.

% over the past four months:
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As Wolf Richter aptly observed in his post this AM, you don't have a 33% currency collapse in 4 months after selling 100-year debt in a stable world heading toward an open-ended future of growth and stability.

Oh my, what a change this is from June 2017, the peak of the junk-bond craziness, when Argentina, which is junk-rated, was able to sell $2.75 billion of 100-year dollar-denominated bonds, the first time ever that a junk-rated country was able to find investors willing or desperate enough to buy century bonds denominated in a foreign currency – and this from a country that over the past 67 years, has defaulted six times on its foreign currency debts: in 1951, 1956, 1982, 1989, 2001, and its “selective default” in 2014. For the holders of those century bonds, one year down, 99 more to go.
This gets us to the home front and the meme-of-the-moment, which argues that the US economy is decoupled from the rest of the world, and that the Russell 2000 is to be bought hand over fist.

As a MarketWatch headline argued today:  "Households in best position to handle debt in nearly 16years."

That gem came from a chart on debt relative to disposable personal income, which had peaked at 117% during the Great Recession but has since come down to about 88%. While this metric is impressive on the surface----that's the problem.

Comparing the $15.2 trillion of household debt outstanding to disposable income doesn't really measure anything relevant because upwards of 22% of disposable income is accounted for by social benefits including Medicare and Medicaid, which are "deemed "income in the NIPA accounts(national income and product accounts).

Needless to say,  you won't get very far trying to pay your mortgage with your Medicare Card---nor do the recipients of the rest of the massive social benefits pie---foods stamps, housing aid, social security---account for much of the $15.2 trillion outstanding, owing to the simple fact that they are generally not credit worthy.



Beyond that, another 40% or so of disposable personal income is accounted for by interest and dividends, proprietors income and the wage and salary income of the top quintile of US households. While they hold considerable amounts of debt, their share of disposable income is far greater.

In short, when you compare household debt to wage and salary income of working Americans, and put it in historic perspective, there has barely been any deleveraging at all. In 1980, household debt amounted to just 98% of wages and salaries, and that figure had been constant for decades during the post-war prosperity of the 1950s and 1960s.

By contrast, on the eve of the financial crisis it has soared to 220%, and still stands at 175%.
In a word, the problem is debt---and its universal. The closing economic tunnel represented by the Turkey crisis is only a microcosm of the conflagration ahead.
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