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American households swimming in red ink
By Robert D. Manning

Houston — Like an athlete who uses steroids to temporarily exaggerate muscle mass and
to boost physicd strength, the U.S. economy has been periloudy inflated through the
enormous increase of debt over the last two decades.

And, like the myriad of medicd mdadiesthat eventudly afflict steroid abusers,
the negative long-term impact of societa debt has been neglected during this period of
unprecedented U.S. economic growth.

Today, the three principa legs of the U.S. debt triangle have reached staggering
proportions: About $6.7 trillion in household (including home mortgages), nearly $5.7
trillion in federd (cumuletive deficits) and more than $4.4 trillion in corporate debt. The
key issue concerns the future conseguences of enhancing national economic performance
through the enormous infusion of borrowed money.

The most griking fegture of the triangle is the explosion of household debt in the
1990s. Thisis because the post-indugtria economy is fueed by the growth of consumer-
related goods and services, accounting for about two-thirds of U.S. economic activity,
known as Gross Domestic Product.

Aslong as American consumers demand increases, stagnant red wages (mid-
1970sto late 1990s), declining labor benefits (health pension) and the expansion of
temporary workers (from 417,000 in 1982 to 2.65 million in 1997) were obscured by the
unprecedented use of consumer crediit.

But, like steroid abuse, the dramatic decline in the U.S. persond savings rate
(from nearly 8.5 percent in the early 1980sto less than zero today) and the sharp risein
consumer debt could have deleterious effects on the U.S. economy.

Sincethe end of the last recession (1989-1991), the Federa Reserve reports that
total installment consumer debt rose from $731 billion in 1992 to about $1.5 trillion
today. Thisincludes ahuge increase in unsecured credit card debt: from $292 billionin
1992 to $654 hillion at the end of 2000. It's aremarkable trend since credit card debt
was only $50 billion in 1980.

Together with the bull market of the 1990s (“wedlth effect”) and the corporate
promotion of immediate gratification (“just do it” consumption) which inflated consumer
expectations, Americans have tended to purchase more than they could possibly afford on
their household income. Thiswas facilitated by the aggressive marketing of bank and
retail credit cards to traditionally neglected groups such as college students, senior
citizens and the working poor.

The massve growth of household debt is only part of the problem. Since the
onset of banking deregulation in 1980, the “real” cost of consumer credit cards has nearly
doubled — not including pendty fees (one-third of tota credit card revenues) — whereas
the corporate “ prime’ rate hasincreased only dightly.

Asaresult, even the robust wage increases of the last three years haveriot
compensated for the rising cost of persond debt; only home mortgage-related finance
charges are tax deductible. For instance, three out of five U.S. households are credit card



“revolvers,” with an average baance of more than $11,000. Last year, a4 percent
increase in U.S. family household income ($50,000 median) merely equaed the cost of
their average credit card debt.

For the most heavily indebted, the cost of consumer credit is soaring.

The rapid expansion of “second-tier” banks includes check- cashing outlets,
pawnshops, car-title lenders and rent-to-own stores with interest rates that make old loan
sharks blush — typicaly from 120 percent to more than 400 percent per year (annua
percentage rate). Not surprisngly, these enormous interest rates have attracted the
atention of “firg-tier” banks. 1n 1997, Wells Fargo formed ajoint venture with Cash
America (largest corporate pawnshop) to introduce an automated system of “payday”
loan kiosks.

Today, amgor concern isthat financid services conglomerates such as J.P.
Morgan Chase and Citigroup may overreact to the dowdown of the U.S. economy by
curtailing loans to small businesses and heavily indebted families that previoudy were
consdered acceptable credit risks.

Thiswould limit short-term employment grow and household consumption as
well as force tens of thousands of economicaly distressed households (due to job loss,
medica bills and divorce) into bankruptcy.

With bankruptcy reform alegidative priority of the Republication leadership,
bankers could contribute to a potentia consumer-led recession by requiring financialy
insolvent households to continue paying off a portion of their consumer debt for severa
years.

The redlities of the“new” economy may complicate the Federd Reserve s ahility
to simulate economic growth through its traditiond policy of reducing interest rates.

Thisis because Americd s growing dependence on foreign investment is
generating pressures againgt low rates at the same time that moderate rate reductions may
not offer sufficient incentive for banks to loan additiona money to heavily indebted
familiesand smdl businesses.

It isthis pendulum swing in the availability of easy credit that conditute amgor
chdlenge to the Fed's current policy of guiding the nation’s consumer driven economy
into aeuphemidticdly labded “oft” landing.
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