Addicted to debt:
Who IS to blame”

Ashley Balls looks at our
high debt levels and their
Impact on business.

ew Zealand like many other countries

has become addicted to debt; the
extent of which is reaching epidemic
proportions. Reserve Bank data confirms
that the third quarter of 1999 saw debt
exceed total annual household income for
the first time. In the subsequent eight and
a half years it has continued to balloon
out by more than 160 percent at a time
when interest rates were the lowest in 20
years. To put it another way, in the years
1990 to 2006 the dollar amount owed
by the average New Zealand household
increased by an alarming 500 percent.

Where did all this debt come from and
what is the impact on the small business
sector?

Top of the list has to be the New
Zealand addiction to residential property
which some people perversely consider
as an investment. In a falling market the
pain of this addiction is soon going to
hurt a large number of people especially
those with highly leveraged rental
properties. With falling house prices some
owner occupiers who have to move for
good reason - to follow employment or
family break-up — are reluctant to accept
the reality of lower prices placing the
family home into the rental sector. The
numbers are only a trickle at present
but growing and it is already starting
to distort supply and demand ratios,
resulting in lower rents and even lower
sale prices. Factor in a growing number
of mortgagee sales and it could all turn to
custard and introduce a problem already
widely seen in the US and UK; negative
equity (where the market value of a
property is lower than the mortgage).

Is it a crisis? No, not yet anyway. Is
anyone to blame and if so who? This
question is easier to answer. Firstly the
banks have to shoulder their share of
blame by injecting hideous amounts of
credit into the system and not asking the
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some sensible questions about what is a
reasonable percentage of income that a
person can realistically use for servicing
debt. And then there are property buyers
who, ignoring common sense, assumed
that double digit price growth would go on
forever whilst inflation hovered around two
to three percent. Bubbles always burst.
Banks tend to look the other way

The banks have to
shoulder their share
of blame by injecting

hideous amounts

of credit into the
system...

when challenged on this and come back
with silly comments centred around the
principles of caveat emptor (let the buyer
beware). However, they cannot escape
four glaringly obvious facts:

In one generation bank profits as
a percentage of the total profits of all
publicly quoted companies have grown
from six to eight percent to a mind
numbing 25 to 27 percent.

Bank staff who have any form of
interaction with the customer are now
heavily incentivised to sell/push debt.
Just ask Finsec, the finance sector union.
Worse, many banks then ‘recommend’
payment protection insurance at rates
that are seriously overpriced.

Banks have borrowed ever increasing
amounts from each other and become
embroiled in weird and wonderful forms
of debt (derivatives, CDO’s and credit
default swaps) many of which have turned
out to be valueless.

Bank pay, or rather senior
management pay, has ballooned out
on the back of market conditions that
manifestly do not deserve it.

Should banks take a more proactive
role in managing customer debt? This is
not easy to answer other than to say New

Zealand is unique in the way it regulates
its banking sector. It is arguably the least
regulated anywhere — which perhaps
explains why so many finance companies
were able to emulate their bigger brothers
by seemingly competing and failing so
spectacularly. $4 billion of ‘hard earned’
has been lost in that mire in the last two
years.

It would appear almost anyone can
set up a deposit taking business and
issue a prospectus. Deposits in New
Zealand banks are, unlike elsewhere, not
insured or protected and no one seems
to know or care. There is a presumption
banks, unlike finance companies, can’t go
bust. To this group of individuals all | can
say is Northern Rock, IndyMac and a host
of others. Statistics from the US Federal
Deposit Insurance Corporation confirm
that from 1934 to 2007 there were only
two years with no bank failures and their
depositors are protected.

The consequences of the excesses
of the last 18 years or so have produced
new problems of their own. For a start,
there is a whole generation ‘out there’ for
whom credit has been easy and cheap
and the prospect of actually paying
back or reducing debt is anathema. The
introduction of student loans has fostered
this by making debt seem ‘OK’ even to
the extent that many young borrowers no
longer fear bankruptcy.

At the business end there are fewer
and fewer managers with the experience
of managing in an environment where
credit is expensive and scarce, inflation
is high, raw materials are priced
high, infrastructure is underinvested
and production is stagnating. This
management void is the real problem
both for borrower and lender.

Good management has never been
more important.

Ashley Balls is senior partner of
LegalBestFractice (www.legalbestpractice.com).
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