The (debt) balloon has popped!

By Keith Forrest

What happened? And, what's next?

Not only did the U.S. economy officially fall into recession at the end of 2007, but last summer Treasury and Fed officials told Congress and the American people that, with considerable implied trust, the financial system was on the precipice of disaster, and that broad corrective measures (over and above those to assuage the recession) would be necessary. As it turned out, such alarm bells were well founded as the credit market seizure and plummeting asset prices on the balance sheets of many investment banks (including Lehman Brothers' demise beginning in mid-September) were the events which triggered a dramatic curtailment of both lending activity and consumer spending. Hence, the dramatic falloff of corporate top line growth and inflation-adjusted real GDP as evidenced by the "advance" read of -3.8% in the October - December period reported at the very end of January.

Indeed, lenders were fearful that the collateral on future loans might deteriorate further in price and/or were worried over the potential ability of borrowers to repay the loan in a recessionary environment, while consumers were either shut out at the borrowing window (for lack of impeccable financial standing) or began to postpone purchases on the belief that affected asset prices - certainly in residential real estate - would fall even further. At present, the aforementioned deceleration of corporate revenue growth has taken the business cycle toward what is hopefully a gradually developing trough, as U.S. employment levels are being curtailed dramatically in an attempt to get profitability back on a positive growth track.

Since last summer, American policy has been in uncharted waters spanning two presidential administrations of different political parties. But both united in a two-pronged attempt to both combat the recession and not only improve the solvency situation of the banks, but to get credit flowing once again - indeed the historical life blood of the American economy. A key problem? Even at this writing, no effective measure which truly attempts to either accurately price what could potentially be $-trillions of "toxic" assets being held around the globe, both directly on the balance sheet and through the securitization process - or even if the totality of all losses is capable of being absorbed by the public sector, without impairing the sovereign's ability to finance same through the credit markets.

What happened?

In broad terms, American consumers have been given (tax) incentives to borrow and spend for decades, while simultaneously being discouraged from saving. Being the largest economy in the world, countries historically aligned themselves to accommodate this spending behemoth---indeed. What resulted were countries with large trade surpluses, as their economies favored export growth, savings and investment at the expense of consumption, while the U.S. and others took the opposite tack, effectively having a "shop till you drop" mentality with consumers running up ever larger debt levels, both in absolute terms and relative to income.

Meanwhile, in wanting the spending party to perpetuate itself, and after decades of rising tangible asset prices, especially in residential housing, and in response to America's elected leaders saying, effectively, that "everyone had a right to the American dream of home ownership" (even though they might not be able afford it), U.S. regulators gave permission for lending institutions to increase their leverage factor by upwards of 30-40 to 1! Moreover, the ingenious private sector created all sorts of new mortgages which made the process of home ownership even easier to get started; e.g. interest-only loans, 0% down payments, etc. And, to be sure, with the Federal Reserve lowering interest rates at the same time, this turbo-charged the entire system.

Thus, the skids had been greased---old and new consumers wanted to borrow even more, and now the financial sector was more than willing to accommodate, all made even simpler as the securitization of assets helped spread the risk around the globe to worldwide investors who were also complicit in this grand scheme by continually lending money back to the U.S. in order to buy their exports and keep the good times going.

Then, the balloon popped, as several million U.S. homeowners faced the hard reality that with their mortgage loans being re-priced (according to their contracts), rising property taxes, insurance and utility costs, etc., the affordability factor which initially got them into their homes turned south! Defaults and foreclosures began to escalate and, as inventories of unsold homes began to grow, the historical lynchpin of perpetually rising prices also did a U-turn and have now declined by an average of close to -20% year-on-year nationwide as of very late in 2008.

Thus, in broad terms, the collective U.S. household balance sheet now showed residential and financial asset prices falling sharply, with all the debt remaining fully intact. The resulting loss of several trillion dollars of net worth which has occurred thus far will be followed up by additional losses to come when the Federal Reserve officially tallies the numbers for 2008:Q4 and into 2009 (through its Flow Of Funds statistics).

Meanwhile, in response to contracting top line growth, businesses have slashed labor costs in an effort to restore profitability. However, over the short term, this has exacerbated the recession as consumers have pulled in the spending reins in a more broad fashion over fears of further job losses. As a result, we believe it's very possible that the six month period from October 1, 2008 through March 31, 2009 will witness some of the most negative macroeconomic data since the Great Depression.

What's next?

To be sure, the two-pronged attack of combating the recession and restoring the financial viability of the banking system will continue. Indeed, as the private sector has been de-leveraging, the public sector has been levering up in an effort to minimize the pain. And, if all goes well and the Fed's official economic forecast is realized, the U.S. may be emerging from its track of negative real GDP growth by sometime later in the year. The budget price tag? By the new Obama administration?s own numbers, in excess of one trillion dollar budget deficits for several years to come. A concern? Who will buy this new debt (on top of the old debt which comes due)? On the margin, for the past several years, U.S. budget deficits have been almost fully funded by overseas lenders who used dollars received from their exports. But, now imports to the U.S. are plummeting, and thus the source of this money is drying up as the global economy slows.

On the other hand, restoring the banking system will be more dicey. To be sure, in addition to the federal government having already taken several ownership stakes in the lending institutions which it has effectively bailed out to this point in time, what we're going to see is a re-regulation of much of the financial and credit framework, all in an effort to both protect Americans from greed (or themselves?) and restore some semblance of stability to the financial system.

My fear is that when regulations are increased and/or some form of umbrella is opened to help protect Americans from similar systemic problems in the future, unless all the planets and stars are aligned just right, it will almost invariably come with a stiff price tag, examples of which include below-trend economic growth in the future and, for our industry, a re-definition of the rules surrounding the broad concept of RISK. The trick will be to not establish or increase the barriers to risk-taking in the future, while attempting to minimize future dislocations. If successfully accomplished, this high wire balancing act will trump anything ever attempted by The Flying Wallendas.

From the perspective of insurance risk, it's in times like these, such as when home prices have incurred major declines (but which historically such tangible assets have been used as a source of ready cash in times of emergency) that American citizens need to re-think the concept of insuring against income risk (STD & LTD) and asset protection (LTC). Yes! Times are difficult. However, President Obama has even talked about a new era of RESPONSIBILITY on the part of all Americans as, collectively, we prepare to tackle the truly difficult issues facing our country; i.e. from the current recession to Social Security and health care. And, a renewed sense of responsibility begins with adequate risk protection.

