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Peak Debt---Why The End Of The Road Is Near

By David Stockman. Posted On Tuesday, September 24th, 2019

The good folks at ECRI recently reminded us that at cyclical turning points, the "in-coming data" is often not remotely what it's cracked up to be. On the eve of the worst recession since the 1930s in November 2007, the Commerce Department reported that the US economy was literally booming.

Even Larry Kudlow would have been letting out bullish snorts at the reported growth rate of nearly 5%. But per ECRI, it actually turned out not so much:

The real-time GDP data was even more misleading. At the end of November 2007, on the verge of the recession, the latest release showed Q3 2007 real GDP growth to be 4.9%. After being revised in later years, that quarter's GDP growth now stands at just 2.2%.
Of course, not only did the apparent Q3 boom get revised down by 55%, but thereafter the slope was slippery indeed. By Q2 2009, the real GDP was actually 4.1% smaller than had originally been reported for the purportedly red hot September 2007 quarter.
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Likewise, the nonfarm jobs report released in early December 2007---the very month the Great Recession officially began----showed a reasonably healthy 94,000 gain for the month just ended.

Alas, that number, too, has been revised downward from the 138.467 million originally reported for November 2007 to 138.299 million or by -168,000 jobs. And, again, it was all downhill from there.
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Moreover, as we have frequently pointed out, what turns down first is aggregate hours, reflecting the reduction of overtime and shortening of regular work week hours. Only later do actual headcount reductions show up in the BLS data.

Thus, employment growth on an hours basis actually peaked at about 3.21% year/year in June 2006, and steadily weakened from there until it posted at just 1.41% in December 2007 as the Great Recession officially incepted.

By June 2008, hours were already down 1.0% from prior year, and by the recession bottom in June 2009, total private hours worked had plunged by 8.0%---a figure substantially larger than the drop in payroll headcounts.
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This is relevant because the hours worked indicator is again heading swiftly lower. After growing at nearly 2.5% during the spring-summer sugar high of 2018, it has dropped to just 0.84% as of August 2019.

Stated differently, the growth rate of the total private economy has sharply decelerated and is nearing stall speed. And with 90% of US households tapped out at peak debt, the last redoubt of GDP growth---personal consumption expenditures---depends critically upon hours worked because there is still no acceleration in pay rates.
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Needless to say, the above chart reflects the entire private nonfarm economy, but recessionary downturns do not proceed in lockstep across the entire GDP. They begin in goods production, spread to support industries such as warehousing and transportation and eventually infect the entire rhythm of earnings and spending.

Thus, the goods-producing sector has already downshifted dramatically. After gaining 4% on a year-over-year basis during the 2018 spring/summer sugar high, gains during the last two months have slumped all the way to essentially zero.
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Needless to say, the goods-producing sector---manufacturing, construction and energy/mining---are the high pay rate sectors of the US economy. For instance, the annualized equivalent of weekly earnings in the mining/energy, construction and manufacturing sectors were $82,000, $63,100 and $58,700, respectively during August.

By contrast, retail jobs generated annual equivalent wages of $31,600, while education and health services and leisure and hospitality posted annualized rates of $47,300 and $22,300, respectively.

Accordingly, average weekly wage growth has decelerated sharply in recent months owing to the adverse mix shift in total employment, and is now barely keeping up with inflation. To wit, last October nominal wage growth exceeded inflation by 1.40%, which figure had shrink to just 0.70% as of August 2019.
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Needless to say, we have seen the above pattern before.

In March 2007, average weekly wage gains (red bars) exceed the inflation rate (black bars) by 1.25%. By March 2008 , however, the wage margin over inflation had largely evaporated, and by July 2008 the bars had flipped: Inflation rate was now running nearly a full percentage point above the rate of wage gain.
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No surprisingly, back then the evaporation of real wage gains in conjunction with the arrival of Peak Debt at the household level, pulled the props right out from under the vaunted American consumer. Personal consumption expenditure (PCE)----fueled by the boom in mortgage equity withdrawal (MEW) or "cash-out" refinancings---had peaked at a 4.7% real rate of year-over-year gain in Q2 2005, but had slid to just 2.2% by Q3 2007 and was deep in the red a few quarters thereafter.

Yet as late as Q3 2007 the Wall Street talking heads were celebrating the Goldilocks Economy, bolstered by consumers who purportedly would never stop spending---until they did because they couldn't.
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History may not repeat or even rhyme, but the fact is that when the credit-driven business cycle of the present era gets long in the tooth, as it is now the case at a record 121 month expansion, there is a reason why PCE eventually falters.

To wit, real wage gains peter out and the household leverage ratio stops growing. The spenders run out of fuel.

As indicated above, both of those factors are now at work just underneath the surface of headline GDP. Real PCE growth peaked at about 4% on a year/over/year basis back in late 2014 and 2015, reflecting strong gains in both wages and borrowings.

Currently, the Y/Y growth rate of PCE has decelerated to about 2.5%---as both wage growth and borrowing growth have continued to slow.

Moreover, there is virtually no reason to believe at this late stage of the cycle that the red bars in the chart below will suddenly get back up on their hind legs and surge to the upside.
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And that gets us to Peak Debt in the household sector, which looms heavily overhead and which cares not a whit that the Fed has recently cut money market rates from practically nothing (2.25%) to even less (1.75%).

Stated differently, what keeps American consumers shopping until they drop is not the squirrely nonfarm payroll headcount that is constantly ballyhooed on bubblevision: The real driver is hours, average nominal wage rates, inflation and borrowing capacity---yet inflation-adjusted wage growth is now punk and there is precious little household borrowing capacity left.

Indeed, of the total $15.6 trillion of household debt outstanding, fully $10.4 trillion or 67% is accounted for by residential mortgages. However, mortgage debt is essentially asset based lending and the castle's of main street homeowners were tapped out long ago.

As shown in the chart below, the housing boom between 1987 when Bubbles Alan Greenspan arrived at the Fed and the housing/mortgage crash of 2008 was mathematically unsustainable. During that 20-year period, mortgage debt erupted from $1.75 trillion to $10.63 trillion or by more than 6X.
At the same time, the so-called "market value" of household real estate assets appreciated by just 4X, and even that was driven during the last few years before the crash by the reckless extension of subprime mortgages to practically anyone who could pass the NINJA (no income, job or assets).

As a result, the implicit leverage ratio went up from 27.8% of market value in Q2 1987 to a peak of 41.3% in Q4 2007. Then, of course, housing prices plunged by 30-40%, upwards of 15 million defaults hit the mortgage market and the whole mortgage party came to an abrupt halt.

In fact, in Q2 2019 total household mortgage debt outstanding stood at $10.44 trillion, which was actually lower that it had been nearly 12 years earlier.

That is, at the peak of the subprime mortgage mania, leverage had been way too high, and has since been slowly reverting to more sustainable levels. During the June 2019 quarter, therefore, the mortgage debt to market value ratio had declined to 32.0%----still above the historic norm but down substantially from the 2007 peak.

What this means, of course, is that during the current "recovery" cycle mortgage debt---and especially MEW---has not been a supplemental contributor to PCE growth as it was during the 2001-2007 expansion cycle.

On a peak-to-peak basis, therefore, the PCE growth rate was far more subdued this time around. To wit, the real PCE growth rate between Q4 2007 and Q2 2019 clocked-in at just 1.90% per annum---far below the 3.0% rate between Q4 2000 and Q4 2007.

So on the mortgage side of the household debt ledger, Peak Debt happened 12 years ago; and all of the Fed's massive interest rate repression has not made a whit of difference. Mortgage debt has just flat-out stopped rising and stopped contributing to household consumption spending.
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Furthermore, it is now evident that the other side of the ledger---auto, credit card, student debt and personal loans----have also reached Peak Debt. In this case, the limits were reached in late 2014 and 2015.

As shown below, these categories of "consumer debt"---which overwhelmingly depend upon employment and income---had been growing relative to income ever since the early 1970s. That is, rising leverage meant that spending from current income was being steadily enhanced by incremental borrowing growth above and beyond the growth rate of earnings.

Accordingly, during Q2 1971 the leverage ratio of "consumer" debt against wage and salary income had stood at just 23.8%. It then rose slowly to 29.4% by Q2 1987, but upon Greenspan's arrival at the Fed was soon off to the races thereafter.

By Q4 2007 consumer debt stood at $2.6 trillion and represented 39.8% of wage and salary income----a figure which kept on growing during the early years of the recovery until it peaked at 43.3% in Q2 2015.

But here's the thing. Since then even the consumer leverage ratio has topped out. During the four years ending in Q2 2019, consumer debt grew from $3.4 trillion to $4.1 trillion, but that only kept pace with income growth. The leverage ratio is still 43.4%.
And that's the meat of the matter. When debt growth only keeps pace with income, there is no Keynesian "stimulus" or one-time growth after-burner. The household sector is relegated to its true long-run plight. That is, to consume only what it produces and earns.

Obviously, that's the long truth of economics and markets. Risen leverage ratios are a one-time trick and that trick is now all done.
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Needless to say, the other two sectors of private GDP are also more or less tapped out at this late stage of the cycle. That's because the Fed's Easy Money have never really stimulated anything outside of financial asset prices on Wall Street since the 2008 crisis and recession.

For instance, real fixed investment in housing has been declining since early 2018 (brown bars). At the same time, real private nonresidential investment or business CapEx (purple bars) has sharply slowed after the one-time boost from the accelerated depreciation provisions of the 2017 Christmas Eve tax cut.

In fact, these "bonus" depreciation provisions are already phasing out, and essentially did little more than pull forward in time investments which would have been made anyway.
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The only other sector left is real net exports, and suffice it to say that the Donald's Trade War and the dramatically cooling global economy have extracted whatever growth had remained in that sector.

In fact, during Q2 2019 real net exports were at a historic low of  $982 billion at an annualized rate (2012$).
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Of course, there is always the false Keynesian remedy of attempting to borrow and spend your way to prosperity, but even that woebegone route assumes there is a functioning government in Washington.

At approximately 3:00 PM this afternoon, Speaker Nancy Pelosi took that one off the table, too. [Pelosi Announces Formal Impeachment Inquiry Into President Trump ]
Thank heavens. Washington has already produced all the public debt that the American economy can possibly stand.

