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Peak Debt And The End Days Of America's LBO, Part 1

By David Stockman. Posted On Wednesday, September 5th, 2018

Today's plunging trade deficit was a reminder that the Donald is on to something with respect to the nation's sputtering economy---even if he is out-to-lunch about the causes and the solution.

As it happens, the monthly trade deficit for July at $73.1 billion was among the 5 worst in history; and there is absolutely no confusion about which way the trend is going per the graph below.
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It's fair enough to say that America doesn't build or manufacture much anymore, and, more importantly, that this state of affairs is a big problem. At least our erstwhile builder of high rises, hotels and casinos understands that much----unlike Wall Street sell-side "economists" who get all giddy when imports soar because that allegedly means consumers are spending up a storm.

Never mind, of course, if all that ballyhooed consumer spending derives from borrowing or the liquidation of savings, not production and income. By the lights of the Keynesian economic witch-doctors on both ends of the Acela Corridor, it's all about the period-to-period money flow; balance sheets are purportedly irrelevant.
We beg to differ. The old Keynesian saw that a nation is different than a household---and is therefore immune to financial discipline---is pure baloney.

The everlasting truth is, neither households, governments nor nations can borrow their way to prosperity.

But that's exactly what America's economic policy has amounted top since Nixon pulled the plug on the gold-backed monetary system in August 1991; and it's exactly why the purported largest and richest capitalist economy in the world went from being a modest creditor nation 40 years ago to its current status as an $8 trillion debtor to the rest of the world.
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We will address on another occasion the economic dead-end implicit in the ever-plunging orange bars displayed in the chart above. But suffice it here to say that the debt-fueled GDP "flow" model implicit in current US policy amounted to a slow motion LBO that eventually got impaled on Peak Debt.
To wit, in 1970, the US GDP was about $1.1 trillion and total public and private debt outstanding was $1.6 trillion. The implied leverage ratio of debt-to-national income was therefore 1.48X, and that was no random number.

With only temporary exceptions during the 1930s, the debt-to-GDP ratio had remained at that approximate 1.5X level for most of the prior century. Through peace and war, boom and bust, that golden mean of leverage had been accompanied by the greatest economic growth of any nation in recorded history.

But after 1971 everything changed when the discipline of redeemable money was abandoned. By fits and starts the Keynesian predicate got inculcated in national policy at both the fiscal and monetary branches of the state. What that meant was that balance sheet discipline at all levels of society---household, government and nation----was supplanted by the imperatives of GDP flow.

Accordingly, by the eve of the financial crisis in Q4 2007, total debt had soared to $52.5 trillion, which compared to GDP of $14.7 trillion. In effect, during the previous 37 years, the nation had borrowed $50 trillion in order to elevate the GDP flow by $13.6 trillion.

Needless to say, that wreaked havoc with the golden mean of national balance sheet discipline. Now the national leverage ratio was 3.57X----meaning the nation's productive economy was bearing two extra turns of debt.

Two turns of debt may not sound like much in splendid abstraction. But having spent the better part of two decades in the private equity or LBO business your editor can attest that when the debt gets piled high enough, it is the last turn or two of debt that brings the house down.

What happens is that servicing the debt becomes all consuming---the driving priority. In the LBO business, sooner or later companies reach Peak Debt, the point at which servicing the debt supplants the feeding of growth; and in which the company's balance sheet and cash flow become hostage to the imperatives of the lenders, who demand adherence to covenants and maximum financial ratios at the penalty of foreclosure.

To be sure, the LBO business generates spectacular profits for private equity artists in many instances. But that's only because smart operators manage to flog the tiny sliver of equity investment at the bottom of the LBO's inverted balance sheet pyramid to the next set of bigger fools. The latter include the public markets via IPOs, strategic corporate buyers who don't realize the bones have already been picked clean or second hand LBO buyers desperate to put their OPM (other people's money) to work.

Stated differently, without the Fed's serial reflations and massive financial repression over the past three decades the LBO business would have been still-born long ago. That's because once an operating business has been encumbered with Peak Debt there is no incremental value left other than what central bankers and greater fools can temporarily concoct.

We mention the LBO model because self-evidently we have reached at the national level the baleful end game of Peak Debt. As shown in the chart below, no lessons were learned during the traumas of the financial crisis. If they had been, there would have been a systematic deleveraging of the US economy after the Lehman event---meaning that the blue area of the graph would have been trending lower back toward the orange.

Instead, of course, debt kept rising---to nearly $69 trillionby the end of 2017. But this time there was a difference: Debt grew only in proportion to GDP, which hit $19.8 trillion during Q4 2017.

Accordingly, the national leverage ratio plateaued----and has remained stuck at 3.47X a full decade after the crisis. For all practical purposes, the national economy has found its Peak Debt level---meaning that the slow grind toward stasis is now well under way.
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Needless to say, our Keynesian betters have no clue about Peak Debt, but rather than recognizing that the jig is up on the debt-driven flow game, they have attempted to re-invent the benchmarks.

That is to say, the tepid growth trends since the pre-crisis peak have been defined away by the claim that slow is the new fast; and that an economy of fits and starts is actually in the pink of health because the fits are purportedly non-recurring aberrations.

In Part 2, we will present chapter and verse with respect to the flat-lining reality of the US industrial economy, and the source of that baleful condition in monetary central planning and the resulting off-shoring of America's productive economy.

Suffice it here to say that the Keynesians could never explain the chart below, and therefore systematically cherry-pick the data to avoid the obvious implication: Namely, that there cannot have been any lasting recovery over the last nine years because two essential ingredients of economic growth---electric power production and manufacturing output------are still below their December 2007 levels!
That's right. The index of electric power generation in July 2018 was 7% below in December 2007 level (red bars) and manufacturing output was down by 3.6%.
Needless to say, when the core components of the US economy do not grow for a decade, there is something wrong in Denmark; and it's not a slow start out of the recovery blocks due to the alleged trauma of the Great Recession. The latter is so far in the rearview mirror that the C-suites of corporate America---flush in their bulging stock options---have hardly a dim recollection.
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Indeed, the renaming game could not be better illustrated than by showing the below chart for the 1119 month expansion cycle of the 1990s---a record that is only nine months away from being broken by the flat-lining expansion shown above.

During approximately the same interval of time, electric power production rose by 25% and manufacturing output by 55% during the 1990s expansion.
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That was a recovery. What we have now is Peak Debt.

