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I NVESTMENT U PDATE
“Some say the world will end in fire/Some say in ice…”
—Robert Frost, Fire and Ice
While we’re not ready to tackle the end of the world in this
Yet these rising short-term rates have shown little impact
month’s Investment Update (or in any month’s, just to put
on US businesses —the Fed’s own surveys of banks show
you at ease), we do think it’s a good time to pause and take
no tightening of standards, no increases in lending mara look at the current business cycle and get a handle on just
gins, and continued strong demand for commercial and
how close to the end we may be. After all, excluding the
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ber 11 attacks, we’re now in the sixth year of the current
markets) remain very tight by most historic measures, and
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mented, the consumer pulled the economy out of the last
recession, and has been the big driver throughout the curFunny thing is, there’s precious little choking in the finanrent expansion. Much of the fuel for this expansion has
cial markets right now. True, the Federal Reserve has
come from the US housing market, which has had indirect
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psychological benefits (“Did you see what someone paid
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teen FOMC meetings,
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from slipping into a deflationary spiral. Now, with the Fed
funds rate at 4.5% and the rate of core inflation at a little
As the top chart on this page demonstrates, consumers are
more than 2%, “real” inflation-adjusted short-term interest
now paying more than 18.5% of their personal disposable
rates look fairly normal. Not overly restrictive, but norincome on fixed costs (including rent), the highest rate
mal.
ever recorded by the Federal Reserve’s statisticians. Much
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of this is attributable to rising debt service on home mortgages, due both to higher balances as well as rising interest rates. You’ll notice that “regular” consumer debt
owed by homeowners has been declining, relative to income, over the past couple of years, as part of MEW has
been used to reduce other forms of debt, including credit
cards and auto loans.
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a drop in the value of their assets has the potential to pull
the proverbial rug out from under consumer confidence.
As the chart on this page shows, homeowners have pulled
down the equity in their homes to levels not seen in the
post-war era. The equity “cushion” that supports consumer sentiment is far skinnier than it used to be.

During a period where corporations have been rebuilding
their balance sheets —shoring up equity and paying down
Is this cause for concern? Certainly, the level of fixed
debt—the US consumer has been doing just the opposite.
payments relative to income appears high, maybe even
Clearly, corporate CFOs learned something in the last redangerously high, but consumer debt payments must also
cession that was lost on consumers—namely, that leverage
be considered relative to the value of the assets they supis benign only to the extent that your asset values remain
port. As the second chart shows, consumers suffered a
inflated and your revenues continue to grow. While we
massive hit to their wealth in the stock market meltdown
don’t foresee an immiof ‘99-’01. InterestEquity
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could conceivably lead
as a percent of perto the beginning of the end of the up phase of this business
sonal disposable income, but the “raw” numbers tell a
cycle.
similar story, with the value of real estate assets growing
by 150% over the past decade and total assets up nearly
Furthermore, in this asset-collapse scenario, the resulting
100% over the same time. Clearly, real estate has been
marked slowdown in consumer spending would likely lead
the savior for many households hit hard by losses in the
to weakness in the labor markets as aggregate demand for
stock market.
goods and services hit the skids. History has shown that
nothing hurts leveraged balance sheets, corporate or perAlso, you’ll notice that total liabilities have been rising as
sonal, like a drop in income, whether it’s a decline in revea percent of income, in tandem with the increase in home
nue from your customer base or the loss of a paycheck.
values. Yet the overall debt as a percent of both assets
and income remains fairly low. While personal leverage
Again, this meltdown scenario is not what we expect to see
is rising, it does not appear to be growing out of proporover the next year, but the rapid inflation of the US houstion to the underlying assets of households.
ing market, with its Greenspanian “frothy” overtones, and
its important connection to consumer finances and behavAided and abetted by the inflation of their real estate
ior, is our economy’s Achilles’ heel right now. While we
holdings, and the equity they’ve extracted from it, conexpect that there will be a fairly muted correction in home
sumer spending has increased at an 8.5% annual rate over
prices, one that will not kill off consumer confidence or
the past two years. Recent data clearly show that the US
force an early collapse of consumption, we have to be prehousing market is slowing. Most forecasters are calling
pared for alternative scenarios.
for a leveling off, or at worst, a modest decrease in home
prices. Under these conditions, it appears that consumer
So how do we see this economic expansion ending? No
spending will slow from its recent torrid pace, but not
time too soon, and when it does come, not in a flaming ball
enough to send the economy into a tailspin.
of overindulgence and risk-taking, but in a slow cooling of
conditions. Not in fire, but in something closer to ice.
Of course, the scenarios become significantly more unnerving in the instance of a broad decline in home prices.
Fixed charges have been creeping up for homeowners and

600 East Main Street ? Suite 2120 ? Richmond, VA 23219 ? Tel: 804.648.1111 ? www.agincourtcapital.com

