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This Downturn is Different.

In recent months, many economists and others have made comparisons between our current economic downturn and those of 1990-1991, 1982 and 1973-1975.  Having lived through all three of those downturns, and having examined the economic history leading up to those periods of economic distress, I can truly say our current circumstances are different. I think by now all those economists who have called for a short, sharp V-shaped recession are starting to fall by the wayside. 
   
In the three recessions listed above, we did not have the result be a long term change in people’s spending habits nor did we have a fiscal/monetary crisis occur.  In 1973-1975, Americans adjusted to the price increases in energy and continued through the 1970s with basically the same buying habits – housing continued to go up, cars got smaller but they were still purchased, and people spent money on basically the same goods and services they purchased before the recession.  The 1982 recession, which felt like a mild depression at the time, had people spending in relatively the same manner as they did beforehand.  Once interest rates came down, the economy bounced back.  In the 1990-1991 recession, we clearly had an excess of LBO and other types of debts going into it. The 1990-91 recession was a classic adjustment type recession in terms of debt.

The above three recessions all had an identifiable, single cause that the system adjusted for and the economy rebounded from, sometimes more strongly than at other times. After listening to the words “It’s different this time” spoken to justify the dot-com bubble and also the housing bubble, I am very cautious to use those words.  However, our current economic difficulties stem from multiple causes that have remained unadjusted for in the economic system for long lengths of time.
 
Specifically, the United States and to a somewhat lesser extent, the western world, have had a 26 year cycle of ever expanding and easing credit conditions.  The 1990-91 recession adjustment was very early in this cycle, and only had the most marginal credit (mostly debt from LBOs that should never have happened) wiped out or reduced in value. We have, without a doubt, witnessed the greatest credit bubble in the history of mankind in the last 26 years, and most especially in the period 2003 to 2007.  The magnitude of the increase in debt during this period is hard to imagine or even measure.

However, to put the expansion of debt during this period into perspective, one can measure it against the period of 1926-1929 that preceded the Great Depression. Total non-government debt during 1929 reached a peak of perhaps 250% of GDP.  In 2007, the comparable debt level was approximately 340% of GDP. This is an apple to apples comparison, and the economy will struggle that much more until the debt levels to GDP are brought back into more normal parameters.  Without getting into a long explanation or debate as to the causes of the Great Depression, the cause was simply an over expansion of credit that could not be dealt with by any other means than debt deflation.


Debt deflation is both a very real danger and is occurring as we speak. I run four different privately-owned companies, one of which has a retail operation.  I am also involved in the mining industry, and manufacturing in China.  As a result of these activities, I have a very good opportunity to observe people’s spending habits and the basic pulse of the economy.


At this point in time, sales for my primary private company were down 42% in November and 22% in December from year ago levels. This is for a wholesale product that has a very low price point, and had previously been impervious to economic downturns.  I have asked my employees to voluntarily cut their hours (versus doing a layoff), which they have done by approximately 50%.  In my planning for 2009, I have one scenario whereby sales of my main product may be down 50%   If sales do come in down 50% for 2009, then debt service becomes an issue.  I am planning on additional wholesale customers ceasing business, either voluntarily, or more likely, through bankruptcy.  There will be a much reduced replacement of inventory in 2009.  The scale of this goes far beyond normal recession-style behavior. It is actually depression-type behavior, and it is being mirrored throughout the US economy.

Why am I projecting a possible 50% decline in sales for 2009?  The simple answer is that I have seen a profound, long term shift in people’s spending habits.  By having a small retail operation ( a general store on an interstate in a mountain tourist area) I have been able to observe consumer behavior from 2000 to 2008.  While overall retail sales in the U.S. increased during this period, the most free spending customers were in the 2000-2001 period. They were willing to buy not only kitchen type goods and food-type items, but also a wide variety of fairly useless items ( “the toschke market”).  In each year from 2001, I have seen lesser impulses to spend by customers.  A local grocery market observed to me in 2006, that they had seen sales decline by 10% per year for each of the preceding 4 years.  In my retail operation, the customers have steadily migrated to a bare essential purchase type behavior, when they spend at all.  I puzzled over this decline for years until discovering a chart of US GDP  for 2000 to 2007 with accounting for mortgage equity withdrawals.  In the period 2003 to 2007, US GDP would have been negative except for funds from mortgage equity withdrawals.  I guess if you are taking money out of your house, you are going to be spending it on big screen TVs, furniture and cars.  With mortgage equity withdrawals being almost nonexistent and consumers strapped to the hilt, this does not bode well.

I believe the American consumer is in the midst of a long term adjustment in his spending behavior. This will be the most radical change in at least 15 years, and perhaps 30 years. The change is most apparent in restaurant traffic (at least outside of New York).  If you remember the long lines during the dot-com boom, and then the steadily declining waits during 2001-2004, to the declining seated crowds during 2005-2007, to the mostly empty restaurants of today, this change will be apparent. I would also wager that the total number of restaurants have declined, especially in the last 1.5 years.  People just don’t have the wherewithal to eat out like they did previously. 
  
We are seeing more evidence of a perhaps permanent change in spending behavior across the entire economy. While most evident in items such as autos, consumer purchasing behavior is at much reduced levels over almost every type of goods.  I went to my local Safeway in Golden, Colorado and was surprised to hear the union steward discussing with other employees the impending Safeway grocery store closures in the Denver area.  This is after Albertsons pretty much shut down 75% of their Denver stores two years ago.  Colorado and Denver has an increasing population. If the most basic form of retail is having to retrench, the store closings in the non-essential retail areas will be staggering.


While the above commentary is mostly anecdotal, I believe my readers will identify similarities not only in their own behavior but in what they have observed as well.  The American consumer makes up 68% of the US economy. The American consumer spent beyond his means for a very lengthy time. We are now in a deflationary environment (the jury is still out on the Federal Reserve injections and their effect on prices) whereby all participants in the economy are increasingly struggling with debt payments.  You do not counter the effects of a 26 year long credit bubble with a few months of injections by the government and the Federal Reserve, no matter how massive.  It is going to take years to adjust debt levels back to more manageable levels.  The mortgage debt and the mortgage equity withdrawals made by the American consumer are going to take years to adjust.  In the meantime, the American consumer has changed his spending behavior.  Simply put, if you are in danger of losing the house, you are not eating out, buying cars, or even getting many toys for the kids.  Even consumers who are not in danger of losing the house have cut back on all forms of discretionary expenditures. When this reaches the 20 somethings and even the teenagers at the mall (which it actually has), watch out below. The number of retail vacancies are going to be very large and beyond anything any of us have ever seen before.  This is going to be a very negative feedback loop, with each significant closing of a retail chain impacting consumer impulses to spend even further. I believe from 1970 to 2008, we quadrupled the number of square feet of retail space per capita in the US. I believe we will start to regress towards the mean in terms of retail space per capita, which means retail real estate is going to take a huge hit. 

The decline in retail activity, the consumer expenditure mix, and most of all the long term consumer behavior are some of the ways that this downturn will be markedly different from 1973-75, 1982 or 1990-1991. We are not going to readily bounce back from this downturn.
