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| was just in Greece with Christian Menegatti, and we had a good conversation about the piece he has sent
along as today’s OTB. The case Christian and his coauthor David Nowakowski lay out regarding an incipient
turnaround in US deleveraging (and therefore in economic growth prospects) is in some ways truly outside the
box — | certainly wouldn’t call it the consensus view at this point. But they make the argument about as
strongly as it can be made; so, if nothing else, they give us a solid piece of work off of which we can bounce
counterarguments.

For new readers: | often feature pieces in Outside the Box that make us think and that don’t reflect my
personal bias or opinion. The point is that, if you only read what you agree with, you will miss the important
changes and associated opportunities when they happen. And note that this piece is from Christian, who is
head of research at Roubini Global Economics — not exactly a hotbed of bullishness. (By the way, Nouriel will be
at my conference this year, more on which in a few weeks.)

The authors point out that deleveraging in the US household sector is nearing completion, with consumer
credit starting to releverage and home prices creeping upward. They admit that mortgage flows are still bad
news —they remain in the negative territory they have occupied since 2008. Offsetting that, the authors see a
promising surge in housing starts, which they project could grow by 30% this year. (But will the buyers be
there, ready to load up on the debt it takes to buy a home?) Oh, and then there are those skyrocketing
student-loan defaults, but they amount to “a mere $1 trillion,” say the authors, “and so [are] unlikely to trigger
a systemic financial explosion” — though they do exceed both auto loans and credit-card debt.

Meanwhile, the financial sector is still deleveraging strongly, offset by nonfinancial corporations and small
businesses that are leveraging up. “Unfortunately,” the authors admit, “this borrowing seems to be mainly for
refinancing, cash hoarding and equity buybacks, along with some investment in capital stock, but little hiring.”

Allin all, it seems to me that we are poised at a potential tipping point. Things could go as Christian and David
foresee and we could find ourselves back in the territory of 2.5-3.0% GDP growth; or, as I've been pointing out
for several months now, we could fail as a society to really turn the corner this year on our national debt and
fiscal-deficit problems and find ourselves in a much deeper hole by 2015, at which point the bond market —
bloodied in Europe and Japan — could lose patience with our political antics. This all points to 2013 being a very
important, make-or-break year, as | have been predicting for several years.

Life on the Road

| wrap up this intro at 30,000 feet, flying back to Dallas from a whirlwind trip to Toronto, NYC, and DC. (Wifi on
airplanes is truly an upgrade to civilization!) The conversations have been stimulating and enlightening. Some
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people wonder at my schedule, and it can be tiring at times if | am not careful, but see if you wouldn’t have
wanted to come along on this trip:

David Rosenberg on Sunday evening, then the next day a lot of media, but especially an in-depth conversation
with Rick Rule, who now is with Sprott Asset Management. Rick and | go back (ahem) decades. | remember
writing in the ‘90s that he was my favorite analyst and investor in the natural resource arena. He still is. Eric
Sprott demonstrated a great deal of sagacity and his usual business shrewdness in buying Rick’s company. (Rick
would self-deprecatingly say that Eric was reckless.) The resources world has been beaten up badly the last few
years, which piques my interest. Only the committed want to hang around there now — which is of course why
you should start paying attention again. At least if you share my contrarian views.

New York was fun, as always. | really love the city — one of my favorite places in the world, at least for a few
days a month. Drinks with Rich Yamarone, chief economist at Bloomberg, who nailed the GDP number that
came out the next day, shocking everyone but him. Dinner? A small affair with Barry Ritholtz (the Big Picture
guy), Christian Menegatti, investment legend Jack Rivkin (he just drips savvy thoughts), and Danielle DiMartino
(who works for the Dallas Fed and is wicked brilliant). Dinner went too long, as we just kept at it. | struggled the
next morning, but Tom Keene at Bloomberg tends to get your juices flowing. | need to figure out where he gets
his energy.

Then it was down to DC, where | met with Newt Gingrich, business partner Olivier Garret (we’re planning yet
more offerings from Mauldin Economics), and then with Zach Mallove, chief of staff for Senator Patty Murray
(D-WA), who is chair of the Senate Budget Committee. And the cream in the coffee? | got to spend a long lunch
with Andy Marshall. Andy is 91 and runs the Office of Net Assessment for the Department of Defense (their
future-scenarios think tank). He was appointed by Nixon and has been reappointed by every president since.
He is an institution and a legend to anyone who has a futurist bent. Dear gods, what an honor. (Thanks to his
associate and my good friend Dr. Andy May, who sets these things up.) Andy Marshall and | shared notes and
thoughts, of course, but | learn more from his questions than | do from the entirety of most conversations. |
mean, if Andy is interested in something, | need to pay attention and give it more research time myself.

The travel? Lately, the only real annoyances have been TSA and small, no-leg-room taxis with irrational drivers.
My personal experience is that customer service has seen a major improvement almost everywhere in the last
five years. Someone obviously sent that memo to the Trump hotels in Toronto and NYC (my first time to stay in
a Trump facility, and not my last). How the heck does the general manager in Toronto greet me by name when
| get off the elevator? And not just him. It was almost spooky the way | was recognized. Someone teaches
name-memory courses there. And the taxi ride from La Guardia must have left me visibly shaken, because the
staff caused a procession of drinks and food to magically appear in my room in short order, without my
requesting it. You might not like the Donald’s hair or politics, but he does know from creating a service-
oriented experience.

The personnel at the Hyatt in Crystal City also went out of their way. The shuttle service to the airport left a
little early, and | missed it. The young attendant standing nearby stopped me from hailing a taxi, ran to get the
keys to a car, and drove me to the airport. | asked him if he knew | was Hyatt Platinum, and he did not; he just
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saw a chance to make a customer happy.

That type of extraordinary service helps make the life of a road warrior pleasurable. And Teresa, here on this
American Airlines flight, is a delight. | actually enjoy flying American. For me, 6B is just another office chair.
American’s service level has also jumped in the last few years.

| mean, really. | can stay at home and sit in front of my computer and have a week with more hassles than that.
| am looking forward to being at home with my kids and friends and to sleeping in my own bed, but | find trips
like this one energizing and massively intellectually stimulating. Not to mention the times with readers and
friends. There was a time when life on the road was lonely and not at all fun, but those memories have long
faded. Now if | can just schedule more gym time when I’'m on the move.

Your just finding life fascinating analyst,
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John Mauldin, Editor
Outside the Box

U.S. Private-Sector Deleveraging: Where Are We?
By Christian Menegatti and David Nowakowski
Roubini Global Economics

¢ Question: Are U.S. households done deleveraging? Answer: Getting there; thanks to consumer credit
rebounding, household debt increased in Q2 2012, for the first time since 2008, although it dipped again in
Q3. Consumer credit held up with a significant acceleration in the pace of releveraging in 2012. Mortgage
debt is still shrinking, as homeowners seek to rebuild equity or default.

¢ Question: Why does it matter? Answer: It matters because deleveraging acts like gravity on economic
activity, with repayment of debt sopping up income that would otherwise go into consumption and
housing. The good news is that the housing market is looking a bit brighter after five years of residential
investment contraction and will provide a significant contribution to GDP growth going forward. However,
the welcome housing reflation will be too weak to boost the asset side of household balance sheets and
consumption through wealth effects.

» The financial sector is still deleveraging rapidly, partly as securitization markets and government
enterprises continue to shrink. Corporations and small businesses are both leveraging up; the former
robustly (although nowhere near the pre-2008 pace), the latter anemically. Unfortunately, this borrowing
seems to be mainly for refinancing, cash hoarding and equity buybacks, along with some investment in
capital stock, but little hiring.
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¢ Question: What does it mean for economic activity and asset classes? Answer: The end of private- sector
deleveraging, and, eventually, credit growth increasing to the level of economic growth, will boost U.S.
growth closer to its potential rate of 2.5-3.0%. It will allow for slower savings growth, more investment and
smaller fiscal deficits. Unlike Japan, which remains in deleveraging mode decades after its bust, the U.S.
seems close to ending this painful period of balance-sheet repair, and avoiding the lost decades of ZIRP and
dismal equity market returns that come with it.

Here Is How the Story Goes...

RGE’s focus has always been on national balance sheets and the signals of health or sickness that those can
send. In this case, the patient is the U.S. economy; the Flow of Funds Accounts of the United States (the Fed Z.1

report) is our quarterly doctor’s visit. U.S. households are very familiar with deleveraging; associated with an
economy that will take a long time to return to potential growth and full unemployment. But is the medicine
working?

Being in the postcrisis, Minsky-moment aftermath makes us the lucky witnesses of a once-in-a-generation
event (one hopes). After over 60 years of almost monotonic growth in the U.S. total debt-to-GDP ratio, the
Great Recession unleashed a painful deleveraging process that depressed private demand and pushed policy
makers into several rounds of fiscal and monetary stimuli. While fiscal stimulus (a.k.a., releveraging of the
public sector to offset the private-sector deleveraging cycle) is now turning into a drag on growth and source of
uncertainty, and potentially a heavy one, the Fed has made its open-ended monetary easing stance contingent

to labor market performance. Monetary policy can ease financial conditions and can build a bridge to a “better

day” (a day in which deleveraging and uncertainty are gone), but it is the progress of balance-sheet repair of
the household and financial sectors that will actually bring that “better day” a bit closer—the Fed has decided
to extend the bridge as long as needed, conditional on inflation (actual and expected) developments.

So, Is Private-Sector Balance-Sheet Repair Over? And Is That ‘Better Day’ on the Horizon?

Pages 8 and 18 of Z.1 tell us that, in Q2 2012, total household credit flows printed a positive number, to the
tune of $161 billion, for the first time since Q1 2008 (with the exception of a tiny blip in Q4 2011). That is a far
cry from the average quarterly total household credit contraction that we lived with between Q2 2008 and Q1
2012. Unfortunately, Q3 2012 did not repeat the expansion of Q2. With a contraction of $262 billion, Q3 2012
was a bit worse than the average quarterly flow of the last four years. So, almost five years since the official

beginning of the Great Recession, how far are U.S. households, in aggregate, into their deleveraging process?
Total Household Credit: Good News and Bad News

Without oversimplifying much, we can break down total household credit into consumer credit and mortgage
credit. The good story is in consumer credit; the not so good story in on the mortgage side.

Outside the Box is a free weekly economic e-letter by best-selling author and renowned financial expert, John
Mauldin. You can learn more and get your free subscription by visiting www.mauldineconomics.com

Page 4


http://www.mauldineconomics.com/subscribe
http://www.federalreserve.gov/releases/z1/Current/z1.pdf
http://www.roubini.com/analysis/177196.php
http://www.roubini.com/analysis/179524.php
http://www.roubini.com/analysis/179524.php
http://www.federalreserve.gov/releases/z1/Current/z1.pdf

Consumer Credit

Household consumer credit collapsed heavily post-Lehman and relapsed two years later, starting in late
2010, displaying an almost V-shaped recovery (Figure 1). The flow for Q3 2012 ($116 billion) was a bit weaker
than in Q2 (S173 billion) but, nevertheless, the trend remains positive and intact.

Figure 1: A V-Shaped Recovery in Household Consumer Credit (SAAR, S, billions)
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Mortgage Credit

Mortgage flows are still bad news and have been in negative territory since Q2 2008 (Figure 2). The mortgage
sector remains stuck in deleveraging mode, even with home affordability at an all-time high. In H1 2012, flows
of mortgages obtained by households were as bad as they have ever been since the beginning of this crisis—it
does not look like there is much of an improvement there yet. Most likely, this is not just due to the supply side
(the broken banking-credit-market channel that the Fed is trying to fix); the demand side is not yet feeling like
loading up debt to buy a home.

Outside the Box is a free weekly economic e-letter by best-selling author and renowned financial expert, John
Mauldin. You can learn more and get your free subscription by visiting www.mauldineconomics.com

Page 5


http://www.mauldineconomics.com/subscribe

Figure 2: Mortgage Flows Not Improving (left axis: %; right axis: SAAR, 5, billions)
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So, How Are U.S. Households Feeling?

Home equity was allegedly an important driver for consumption (and consumer credit growth) and sentiment

(Figure 3). The good news is that home equity as a percentage of household real estate is improving, albeit very
slowly, after the collapse of 2007. As homeowners gradually rebuild equity through repayments, and if home
prices, after triple-dipping, start to recover in line with inflation, this long-time drag on economic activity could
fade within the next year.
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Figure 3: The Link Between Home Equity and Consumption
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Stocks: Housing Matters...

So far, we have only discussed flows. Looking at stocks (levels) gives us a better sense of where we are in the
debt/asset journey. Housing is by far the largest single asset on the balance sheet of U.S. households (about
$19 trillion out of $78 trillion of total assets). Clearly, U.S. households’ wealth effects and net worth depend a
lot on what happens to home prices, where the future for both prices and quantities looks a bit brighter. RGE
expects housing starts to grow by a whopping 30% in 2013 and to reach the 1.1 million mark at year-end
(annualized rate; housing starts peaked at over 2.2 million in early 2006). Although residential investment is
just about 3% of U.S. GDP, and therefore its contribution to growth is limited (about 0.4% in 2013), a housing
recovery would have a positive multiplier effect and give a push to housing-related consumption.

The recent trajectory of growth in starts would suggest an even faster pickup. Estimates of housing needs are
consistent with starts increasing to well over 1 million, and moving closer to 1.5 million-1.8 million eventually—
depending on demand for second homes, capital replacement and household formation, including
assumptions on immigration. That number might be a bit high given household formation collapsed during the
recession to below 500,000 per year, from the 1.7 million per year in the decade prior to 2007, but a catch-up
does need to take place, although some of it may be in rentals (multi-family or commercial real estate) rather
than single-family starts.
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On the price side, we forecast nominal house price gains of 4.0% in 2013 and 5.2% in 2014. This pace of
housing reflation is insufficient to bring significant positive wealth effects; although $1.75 trillion of additional
property wealth is nothing to sneeze at, it only makes up for a fraction of the value “lost” in the housing bust.
However, the improvement will boost the sentiment of all those households that remain in negative equity,
with no income or no income growth and with a high ratio of debt to disposable income that will force them to
continue their deleveraging process. And those households might happen to be those with the highest
propensity to consume.

In fact, it is overall wealth, arguably, that needs to be restored to something like its previous level before
savings, leverage and consumption patterns are able to return to a more “normal” state. Figures 4 and 5 show
that, despite the rebound in equity markets, household net worth in nominal terms is now probably back at its
precrisis high of around $67 trillion, but still far off the precrisis trend. On another measure, wealth is at 5.5x
income; much improved from 2009, but still only at the levels seen early on in the 1995-2000 “Clinton” and
2003-08 “Bush” recoveries. There is no clear-cut answer as to what wealth ought to be, and demographics and
inequality may also play a role. But, after four years of deleveraging, the asset side of the balance sheet seems
in good enough shape not to be an obstacle to credit growth. Could something else be holding it back?

Figures 4 and 5: Wealth Took a Beating, but Has Mostly Been Rebuilt {5, billions)
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As Figures 6 and 7 indicate, deleveraging on the private side of the economy has been the flip side of the large
government deficits. (In fact, the urge to save and the need to default—rather than stimulus—is the main
cause of the sustained slump that is in turn the main cause of the reduced revenues and thus the fiscal
deficits.) Figure 6 suggests that, compared with the post-World War Il trend of rising household indebtedness,
the recent debt reduction is already enough. But there is no financial or economic argument for this trend
being the right long- term equilibrium. If wealth and income levels are back to mid-1990 levels, and economic
uncertainty at 1970-90 levels, then household indebtedness might be more appropriate at 65% of GDP or even
50% of GDP. Even if the current pace of GDP growth combined with defaults and savings continues, it would
take until 2016 or 2019 to reach those levels once more.
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Figure 6: The Flip Side of Deficits Is Aggressive Deleveraging by Financials and Households (total debt by sector,
% of GDP)
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Figure 7: Overall Debt Has Declined, but 5till Remains Elevated (% of GDP)
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A potential problem with the above estimates (indeed, with using debt/GDP or debt/income at all) is that they
compare stocks with flows, and the resulting numbers are not just percentages, but should be given the correct
units, which are “years.” There is no reference to the cost of the debt, its maturity, assets or growth of GDP.

One additional and useful measure would be the amount needed to service the debt. The Fed measures this by
dividing the estimated payments on debt (inc. principal; e.g., minimum payments on credit cards and mortgage
amortizations) by disposable personal income. In this way, longer maturities and lower real interest rates are
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better captured—and the result looks dramatically different, as shown in Figure 8. At 10.6% of income, the
actual burden of debt is as low as it was in the early 1980s and early 1990s, after recessions and rate cuts. The
broader measure, which includes auto lease payments, rent, homeowner’s insurance and property tax, is
likewise near its historical troughs (below 16% of income, down from 19% in 2007). Although there was not the
dramatic net deleveraging the U.S. is experiencing now, after a period of 4 years in the first case and 2.5 years
in the latter, robust growth and leveraging were ready to begin again, and even tolerate aggressive hiking
cycles. However, in the early 1980s and 1990s, inflation (and nominal GDP) was running at over 10% and 6%,
respectively—that has not been the case during this deleveraging episode.

Figure 8: Burden of Debt Is at a Historical Low (household debt/GDP; Q4 1951 = 100)
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Enter the Fed

The Fed is determined to push on a string until a significant improvement in labor-market conditions comes
about. This will help nominal growth (rather than real), which seems to be the goal/target at this point (and not
just for the Fed)—and also hopefully the achievement of an even more beautiful deleveraging..., comparing

and contrasting with that of Japan for example (Figures 9 and 10).
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Figures 9 and 10: Deleveraging: The Beautiful and the Ugly Deflationary One
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QE3 will help prompt another wave of refinancing, but will it unlock the credit channel? The other not so good
news on page 8 of the Fed’s Z.1 report is that the domestic financial sector is still in deleveraging mode (Figure
11).
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Figure 11: U.5. Domestic Financial Sector No Longer Imploding, but 5till Contracting (5, billions)
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It is important to remember that deleveraging is a vague term, if not a euphemism. Although it can take place
through the saving and repayment of debt, it is also possible through other processes: Namely, default and
inflation/growth. While nominal GDP growth is anemic, time is an important factor in the healing process.
Defaults, on the other hand, are quick, but painful. And there has been plenty of pain to go around, but it is
largely abating (Figures 12 and 13). In particular, after the spurt of subprime and Alt-A defaults that were
inevitable, the bottoming out of housing, the belated and poorly implemented HARP programs and the weak
recovery have stabilized mortgage defaults and foreclosures. If there is one sector to be worried about, it is
student loans. Although these loans are largely a federal exposure and total a mere $1 trillion (and so unlikely
to trigger a systemic financial explosion), the sector is now bigger than auto loans or credit card debt, and is
likely to be a dual burden on the current crop of college graduates, together with joblessness and
underemployment.
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Figures 12 and 13: Deleveraging, the Ugly Way
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Conclusion

From a balance-sheet perspective, the U.S. household sector is coming to the end of its period of deleveraging
that began in 2008. Wealth has been rebuilt (Figures 4 and 5), debt has been cut through defaults and
repayment, and incomes have recovered (Figure 14 shows the detailed decomposition of this process). As long
as interest rates remain low, and deflation is avoided, a more normal period may soon begin, although debt
levels in some sectors remain high. As households join corporates in borrowing (at a rate, one hopes, more in
line with incomes and demographics), consumption and investment (residential and capital) will support a rate
of GDP growth that will gradually return to the potential level, even as the baton is passed from government
income support and generous tax cuts. But important questions to keep in mind, which we will address in

forthcoming analysis, include the following:
¢ What will happen to real wages, disposable income growth and savings?

¢ Will the mini releveraging cycle, helped by low real rates and painstaking repayment, be killed off by the
fiscal adjustment in the U.S. (even if the austerity is not as severe as it might have been under a full “cliff”
scenario)?

* Will recession/slowdown in the eurozone and China damage corporates and banks via financial
conditions and sentiment, or hurt household balance sheets via the equity markets?

¢ And even if assuming that deleveraging in the private sector is over in aggregate and across different
types of liabilities, what will credit growth look like in the U.S. in the near future, and to what levels will
leverage converge in the medium term... and what would that mean for growth?
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Figure 14: Decomposition of Deleveraging, 2008-12
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Source: RGE
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Figure 15: RGE's Long-Term U.5. Forecasts
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