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James Dean once put it pithily.  “Dream as if you’ll live forever.  Live as if you’ll die today”.

Britain’s consumers have been behaving in a way that JD would like.   They have been out there spending away like billy-o.  Saving for tomorrow is largely out; expenditure for today is in.  For example, on some measures, borrowing through extra mortgages and remortgaging is at all-time highs. 

I worry about this.  A natural question is: could the remarkable debt levels in Britain lead bit-by-bit to a serious economic crash?  It is impossible to say for sure.  But I think the answer is yes.  It is sensible to face the possibility that the decade might bring a nasty economic downturn caused by a domino-like spiral in confidence.  

Feelings are the bugbear of economists, but they matter enormously.  An economy can for a long time be held up by a belief that, yes, the emperor really does have clothes – as long as everyone goes along with the deception.  

One problem is that the current confidence of spenders rests sensitively on the perceived solidity of their housing wealth.  Because most people believe that house prices will not fall, they are willing to act as though they have large amounts of safe assets.  Then they feel great, and they buy consumer durables and holidays, and go out to the pub, and on and on.  Yet, on all known indicators, the price of housing in Britain is implausibly high.  Look at the ratio of house prices to average incomes, for instance, and it is plainly frightening.  The ratio comfortably exceeds what we saw before the housing collapse in the late 1980s.  The best we can hope for from here is that house prices stay pretty flat for the rest of the decade.  I would say that a proper housing crash remains, on balance, likely.

The second scary thing that big debt levels -- of all sorts and not solely in the form of mortgages -- are being driven by the view that nominal interest rates matter.  You do not need an economics degree or an accountancy qualification to figure out that actually it is real rates that consumers should watch.  Most people, nevertheless, do not think in such a way.  They focus on their monthly payments.  Given the way that loan agreements work in this country, it looks cheap to borrow when interest rates are 6% rather than 12%.  But that, of course, is an illusion.   Eventually loans have to be paid back.

So how might trouble start?  

Imagine that we have some bad news – a terrorist attack on London, a political scandal, a fall of a few percent in house prices, and so on.  My neighbours Mr and Mrs Jones get jittery and decide not to buy a new car in the Spring.  I no longer feel compelled to keep up with them, so I hang on to my own old car, and we all save more instead.  Everyone around us notices and cuts back.  The local shops hit hard times.  They lay off a couple of people.  Those employees’ families cut spending.  Folk all around begin to pull out of property purchases.  Confidence wanes.  People fret, and then fret a little more.  Debt starts to concern once-confident shoppers.  Confidence sputters.

Economies are really giant spirals of shopping.  Take the fizz out, somewhere up the giant Catherine wheel of spending, and the result can be ripples from which it is tricky to escape.  What spirals up can spiral down.  

I think it is sensible to worry. 

