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Debt/Income/Productivity
The standard of living of the average
American continues to fall. Real median household
income today is near the same level as it was fifteen
years ago, a remarkable statistic since the debt to GDP
ratio is 100 points higher (Chart 1). The cause of this
deterioration in living standards can be traced to the
excessive accumulation of debt, as well as the debt
proportion that has turned increasingly unproductive,
or even counterproductive. When debt is utilized to
finance nonproductive assets, an economic process
is initiated that undermines prosperity. Productivity
gains must be generated in order to boost income,
and thereby the standard of living. If debt enhances
productivity, incomes will expand and the economic
pie will be enlarged. Otherwise, the debt increase
exercise is debilitating to economic growth.
The negative feedback loop arising from
the unproductive nature of this debt accumulation
is straightforward. First, United States government
spending carries a zero expenditure multiplier,
as do operating expenditures of state and local
governments. Thus, each dollar spent by the federal
Real Median Household Income

government creates no sustainable income, yet the
interest payment incurred with each borrowed dollar
creates a subtraction from future revenue streams
of the private sector. Second, much of the massive
debt increase over the past decade has been in the
form of mortgage debt. Jobs and income were
created with the expansion of the housing stock.
However, no productivity gains are evident in this
housing stock increase, which means future incomes
have not expanded. Nevertheless, the repayment of
principal and interest weighs down the system, and
the consequences of delinquency, foreclosure, default
and bankruptcy compound the problem.
Third, debt that is utilized to finance
consumers’ daily needs obviously fails to generate
any productivity or future income growth. Efforts by
fiscal and monetary authorities to sustain growth by
further debt accumulation may produce some shortterm benefit. Sadly, these interludes fade quickly
as the debt becomes more destabilizing. The net
result of increased indebtedness then becomes the
opposite of what policymakers intend when they
promote economic growth by either borrowing funds
for increased government expenditures or encourage
consumers to borrow with artificial and temporary
incentives.
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Chart 1

Modern Example of Over-Indebtedness
Since 1989, Japan has provided an excellent
but highly disturbing example of the debilitating
effects of a prolonged period of taking on additional
debt while shifting more of the debt into unproductive
uses. In 1989, their public and private debt was just
under 400% of GDP. After repeatedly trying all of the
Keynesian and monetary school recommendations on
a large scale, Japan’s debt ratio stood at an all-time
record 491% in 2011. Over this 23-year span, the
portion of government debt to GDP ratio more than
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quadrupled, advancing from near 50% to over 200%.
The government’s financing needs were so great that
the private debt to GDP ratio actually contracted
nearly 55%, a strong indication that the composition
of the debt increasingly financed unproductive
activities. Since 1990, numerous episodes of
seemingly better Japanese growth failed to establish
a self-sustaining recovery as debt’s negative feedback
loops progressively worsened.
The trajectory of the Japanese experience
is beginning to take shape in the United States.
Since 2009, private debt to GDP has declined while
government debt to GDP has surged. If we use the
IMF projections for gross U.S. federal debt for this
year and next, and assume that the private debt ratio
is stable, the total debt to GDP ratio will rise sharply
this year, and again in 2013, putting the U.S. in
Japan’s footsteps (Chart 2). Also, the U.S. economy
has witnessed episodic improvement along with
gains in business and consumer confidence. But,
ephemeral positive shifts in psychology cannot match
the negative elements of higher levels of unproductive
debt.

Previous Debt Episodes
The U.S. accumulated a massive amount
of unproductive debt in the 1920s. The ultimate
solution to that episode was a period of austerity
in which the saving rate soared. Significantly, the
Japanese personal saving rate from 1989 to 2010
exhibits a completely contradictory pattern to the U.S.
experience from 1929 to 1950. During that period in
the United States, the excessive debt of the 1920s was

dramatically reduced and created the basis for post
WWII U.S. prosperity (Chart 3). From 1989 until the
early 1990s, the Japanese saving rate was consistently
above 25%, but in recent years it has fluctuated around
zero as the debilitating effects of ever high debt levels
have accumulated. The mandatory rationing in the
United States during World War II, combined with
the income generated gains in exports of virtually
everything we could produce from U.S. farms, mines
and factories pushed the U.S. personal saving to a peak
of more than 25%. This permitted the excessive debt
of the 1920s to be paid down. The current low level
of U.S. saving precludes the same resolution to the
debt problem seen in the 1920s case, but is similar to
the current Japanese situation.

Bang Point
There is a longer-term negative feedback
loop that has been referred to as the “bang point” by
economists Reinhart and Rogoff, and it occurs when
government or private borrowers are denied access
to further credit because the marketplace has no
confidence that new or existing debt can be repaid.
At this point interest rates soar and debt issuance
becomes impractical; therefore, the government or
private borrower is forced to live on current revenues.
As recent cases in Europe have documented, this is
painfully disruptive, with high social costs. We do not
believe this point is at hand for the United States, but
it has occurred many times historically, including in
contemporary Europe. If it were to happen in the U.S.
now, the consequences would be traumatic since 42
cents of every dollar spent by the federal government
in the first six months of the current fiscal year was
Saving Rate: Japan 1989 - 2010 vs.
U.S. 1929 - 1950
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borrowed. The chaos that would be created by a
reduction in federal government spending of 42% is
unimaginable.

Disequilibrium
Economic models, regardless of whether
from micro or macroeconomics have two conditions:
equilibrium and transition. In the simplest micro
model like the market for soft drinks, equilibrium is
reached when the supply and demand curves intersect
and determine the price of the item and the quantity
demanded and supplied. When either the demand
or supply curves shift, this transition leads to a new
equilibrium. Equilibrium occurs at a specific point in
time. This simple model also yields total dollar sales
or the quantity supplied or demanded, multiplied by
the selling price. When aggregate demand and supply
curves intersect, the aggregate price level, real GDP
and nominal GDP are determined at a specific point
in time.
The economics profession has almost
universally taught that equilibrium is the main
condition and that transition is short and largely trivial.
Little effort is made to trace the critical role of the
transition process. However, the sweep of economic
data over the last hundred years suggests that transition
is a much longer phase than equilibrium. Economies
only attain equilibrium briefly, if at all, before moving
on to another period of transition.

Tracking Debt Disequilibrium
The distinction between equilibrium and
transition is well illustrated by the private debt
statistics available since 1916. Over this 96-year
span, private debt to GDP averaged close to 160%,
or 130% below the level for 2011. The private debt
to GDP ratio moved into close proximity or crossed
its mean no more than ten times (Chart 4). Obviously
much more time has been spent in transition than at
equilibrium. A similar economic indicator, velocity
of money, demonstrates the same pattern.
The velocity of M2 (V2) had only ten
equilibrium points from 1900 to 1953 and from 1980
to the present. From 1953 to 1980, V2 was stable
around the post 1900 mean of 1.68 (Chart 5). Periods
of stability should not be surprising since debt and

First Quarter 2012

U.S. Private Debt as a % of GDP
annual

340%
320%
300%
280%
260%
240%
220%
200%
180%
160%
140%
120%
100%
80%
60%
40%

1932 = 261.8%

340%
320%
300%
280%
260%
240%
220%
200%
180%
160%
140%
120%
100%
80%
60%
40%

2003 = 266.7%

Average = 158.6%

1916

1926

1936

1946

1956

1966

1976

1986

1996

2006

Sources: Bureau of Economic Analysis, Federal Reserve, Census Bureau: Historical Statistics of the United States
Colonial Times to 1970. Through Q4 2011.

Chart 4

velocity are linked. When increases in debt are of
the sound variety, such as the normal type of business
and consumer lending in traditional banking, velocity
should be stable. When debt to GDP accelerated
very rapidly after 1980 along with a great increase in
financial innovation, velocity surged until hitting a
post 1900 peak of 2.12 in 1997. After 1997, velocity
turned down, indicating the surge in debt was going
into less productive uses. Such a pattern was exhibited
in the 1920s when the debt to GDP ratio surged, but
V2 fell. Other series with very long historical records,
like the price earnings (P/E) ratio, the cyclically
adjusted P/E ratio and the real 30-year Treasury bond
yield, confirm that equilibrium is the rare condition.
Transition is the norm, and that transition is extremely
volatile and erratic.
In 2011, the U.S. private and public debt to
GDP ratio was about 174 percentage points higher
than the post 1870 average. Comparably measured
debt to GDP ratios are substantially higher in the Euro
Velocity of Money 1900-2011
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zone, the UK, Japan and even Canada, indicating that
the debt issue is a global depressant to growth. To
remove this growth impediment, debt needs to decline
dramatically relative to GDP for a prolonged period.
Contrary to common wisdom, monetary and fiscal
policy actions that spur growth by increasing debt may
buy transitory gains in some measures of economic
activity, but they perpetuate this disequilibrium.
Increasing debt merely makes the economy more
vulnerable to economic weakness and potential
instability because income growth is stunted or, as
previously stated, over-indebtedness cannot be cured
by more debt. Periods of over-indebtedness change
the sacrosanct rules of thumb of business cycles. The
conventional wisdom of business cycle analysis that
suggests five to seven good years followed by one to
two bad years is broken. Normal risk taking is not
rewarded.

Impact on Investment Returns
The current period of extreme indebtedness
in the U.S. constitutes the third such episode since the
Civil War. The two earlier cases include the 1860s
and early 1870s, and the 1920s and 1930s. After these
previous massive debt buildups, two twenty-year
periods ensued where the total return on the S&P500
was less than the total return on long-term Treasury
bonds, a condition referred to as a negative risk
premium. The underperformance of stocks relative
to bonds from 1928 to 1948 occurred even though
WWII intervened. Extreme over-indebtedness created
a different playing field from normal circumstances
that did not reward risk for a very long time. Once
the excessive indebtedness was corrected, a positive
risk premium was reestablished. The risk premium
was also negative from 1991 to 2011.
Thus, if the U.S. economy is unable to
deleverage, then the already long cycle of an
abnormal, or negative, risk premium will be extended.
A negatively correlated asset, such as long-term
Treasury bonds, will continue to generate positive
returns, while serving to minimize the volatility in a
diversified portfolio.
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The Pathway Out of Excessive
Indebtedness
From both economic theory and historical
experience the answer is clear; austerity is the
solution to too much debt. McKinsey Global Institute
examined 32 cases where extreme leverage caused
financial crises since the 1930s. In 24, or 75% of
these cases austerity was required, which McKinsey
defines as a multi-year and sustained increase in the
saving rate. Public and/or private borrowers took on
too much debt because they lived beyond their means,
or they consumed more than they earned. Thus, to
reverse the problem spending had to be held below
income, increasing the saving rate. In eight, or 25% of
these McKinsey cases the problem was solved by high
inflation, but none were major global economies and
all were emerging markets with either no central bank
or a very weak one. It should be noted that some of
these cases involved massive currency devaluations,
an option that is not open to the United States or the
other major highly indebted economic powers.
Devaluations were tried repeatedly from
the late 1920s until World War II during an episode
referred to as “beggar thy nation” policies. These
devaluations only produced temporary gains for
individual countries because retaliatory devaluations
ensued. In those days, the world was on the gold
standard, so it was possible to devalue, whereas
today all major currencies except the Chinese Yuan
float freely, or relatively so. That period was before
the world understood the Nash Equilibrium, named
for the Nobel Prize winning economist John Forbes
Nash. Nash’s equations demonstrate that if one party
takes an action unilaterally for its own benefit then the
overall benefit to all parties will decline.
Many people, including the majority in the
political arena, consider austerity to be an unpalatable
option. The Japanese policy makers have rejected this
solution for more than two decades as their saving rate
has declined from almost 25% to nearly zero. But, if
the McKinsey data and economic theory are as valid
as we believe, then the sooner the reality is accepted
the sooner the economic norm can be restored. Taking
on more debt, the current course of action, only serves
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to delay the restoration of prosperity. In other words,
more debt can boost the GDP growth rate for a short
period of time, but the GDP growth rate cannot remain
elevated, and increased indebtedness serves to further
undermine the standard of living.

Inflating Away Debt
Even though history demonstrates that
inflating away debt has occurred only in small nations
with unusual circumstances, this option remains a
point of concern in the United States. We continue to
believe that a deflationary environment is more likely
to prevail than an inflationary one for several reasons.
First, attempting to create higher inflation would mean
that our debt to GDP ratio would only grow more
onerous. In the U.S., debt is about four times the
size of GDP. The increase in interest rates associated
with higher inflation would be one for one according
to well-tested empirical results and economic theory.
However, GDP would lag because real incomes would
fall short as the cost of living would rise faster than
income for most Americans. Demand for higher
wages might prevail in time but full relief would be
lacking for a broad section of employees. In addition,
a downward bias on wages would exist from import
competition. Second, the rising rate structure would
decimate discretionary expenditures at all levels of
government. Deficits would increase as the interest
on the debt would be increasing faster than revenues,
and would replace all discretionary expenditures
in a very short period. At the end of the day, more
debt and increased interest payments would translate
into lower productivity, lower income, and higher
unemployment. To start down this road of inflation
would be foolish, impractical, and improbable.
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Bond Yield Developments
In early April the Fed announced that
there were no plans to embark on a new round of
quantitative easing. Initially, the announcement was
greeted negatively in the Treasury bond market, as
evidenced by rising yields. Our analysis indicates
that the Fed's decision should be viewed ultimately
as a constructive development. The ending of QE1
and QE2 caused investors to shift from inflationary
sensitive assets into longer-dated Treasury securities
as the economy slowed, and inflation quickly subsided
once the Fed's balance sheet stabilized. This prior
experience indicates that the current upturn in
inflation and the related rise in bond yields is likewise
transitory.
Since the end of last quarter, the 30 year
Treasury bond yield has risen to a high of 3.5% in
March. In most years economic optimism seems to
flourish for the first four or five months of the year.
Seasonally, interest rates are usually at their yearly
highs between late February and mid May. In fact,
in fourteen of the last twenty years the thirty-year
Treasury bond yield has peaked in the first half of the
year. Our view remains that while interest rates can
rise for many transitory reasons, underlying economic
fundamentals suggest long-term rates cannot remain
elevated and will gradually move lower.
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