
nomic base.  

The problem is that the government 
has no money of its own to spend, so 
the money has to be borrowed or taxed 
from the private sector. To the extent 
that occurs, the private sector—the 
productive sector—becomes smaller. 
Thus government spending produces 
nothing but higher levels of debt.  By 
overloading governments with too 
much debt, the stimulus may have ac-
tually made the problem worse. The 
record amount of government spending 
going on now is another reason many 
economists do not believe the Ameri-
can economy is going to improve for 
some time. Indeed, the various stimu-
lus programmes are slamming on the 
brakes in the private sector. 

If reckless government spending—
pandering to special interest groups or 
building bridges to nowhere—is really 
the answer to economic growth and 
wealth creation, then Japan, whose 
debt-to-GDP is closing in on 200%, 
would be the richest country in the 
world. Instead Japan’s employment is 
no higher than it was 20 years ago, and 
its nominal GDP is no higher than it 
was 16 years ago. Eerily reminiscent, 
the US has had no net employment 
growth for a decade. With no net em-
ployment growth and downward pres-
sure on employment income, can the 
US expect a similar future? 

Although the decline in US domestic 
demand will be arrested at some point, 
it is likely that few developed countries 
will experience positive growth in do-
mestic demand until the United States 
does. American final demand will re-
main depressed because its economy 

has no employment growth, no in-
come growth, and no room for fur-
ther stimulus from either fiscal or 
monetary policy. 

The bottom line is that the US is in a 
deflationary environment and inves-
tors may not have to be concerned 
about inflation for quite a while. The 
drag on the economy from the un-
precedented levels of debt, particu-
larly household debt, is unremitting.  
Consumer spending will continue to 
be inhibited as consumers struggle to 
pay down their debt while rebuilding 
their net worth eviscerated in the re-
cent housing and stock market 
crashes. Short term interest rates may 
remain at low levels for much longer 
than markets currently expect. 

Indeed, interest rates will need to 
remain low to accommodate the ex-
traordinary increase in government 
debt—and in the US, to pay for 
President Obama’s health care bill. 
According to Agora Financial, a re-
search firm, federal debt per Ameri-
can has increased from $20,000 to 
just under $40,000 in the last ten 
years. If the present value of un-
funded liabilities, such as Social Se-
curity and Medicare, are included the 
debt per person soars to $250,000.  

It is difficult to trust that govern-
ments will let future generations deal 
with these enormous debts with cur-
rencies that will have a higher pur-
chasing power than they have now. 
Unless America finds a credible way 
to repay or to at least comfortably 
service the enormous and growing 
burden of government debt, it is go-
ing to face immense challenges.  

It appears that the stimulus pro-
grammes instigated by most gov-
ernments have averted a second 
Depression and that most econo-
mies may well be on their way to 
recovery from the credit crisis.  

However, the huge current sur-
plus of excess capacity in almost 
every sector in the world still pre-
sents a strong case for deflation.  

A common belief is that monetary 
policy and fiscal policy are valu-
able tools to help divert an econ-
omy from a deflationary course.1 
But with American interest rates 
at all-time lows, US monetary 
policy is tapped out. That leaves 
only fiscal policy to fight defla-
tion. Historically, the easy way 
out for governments has been to 
debase the currency and inflate 
their way out of  the problem.  

In 2008, the US real GDP was 
$13.3 trillion, composed of 81.2% 
private spending and investment 
and of 18.8% public spending and 
investment.  Everyone wants the 
economic pie to grow, but growth 
requires an increase in productiv-
ity.  Productivity in the private 
sector is about 2.5%. In contrast, 
the public sector by its very na-
ture has a productivity level of 
0% because it does not produce a 
quantifiable good. If you call 
emergency medical services, you 
are not interested in output per 
man hour but in saving your life. 
If the country is fighting a war, 
the goal is to win the war. These 
types of endeavours in the public 
interest add nothing to the eco-
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potential for higher growth. 

Investors will eventually demand 
higher interest rates as the deflation 
risks recede and the threat of potential 
inflation increases. 

Reckless property and stock specula-
tors have been replaced by reckless 
governments hoping to spend their 
way out of trouble.   

Out of the deflation pan and into the 
inflation fire. But not just yet. 

Sources: 

1. Van R. Hoisington, “The Debt Deflation / 
Inflation Debate”, CFA Institute, Confer-
ence Proceedings Quarterly, March 2010 
(Selectively reprinted) 

2. Bill Gross, “The Ring of Fire”, PIMCO 
Investment Outlook, February 2010 

3. Chart: PIMCO Investment Outlook, Feb-
ruary 2010 

It is hard to believe that governments,  
even with the power of taxation and 
the ability to print money, can default 
on their debts but governments also 
have to obey the laws of economics. 
Just like an individual or a corporation, 
if governments cannot service their 
debt, they either default or have their 
debt rescheduled. One crisis may begat 
another. 

All crises are not new. According to a 
study of eight centuries of financial 
crises, by Carmen Reinhart and Ken-
neth Rogoff in their book “This Time 
is Different”, there are several conclu-
sions: the true legacy of a credit crisis 
is greater public indebtedness; unem-
ployment rises on average by 7% and 
remains elevated for five years; and 
once a country’s debt exceeds 90% of 
GDP, its economic growth rate slows 

by 1%.2 

These conclusions tend to confirm 
that credit crises are followed by de-
leveraging of the private sector ac-
companied by a substitution and esca-
lation of government debt, which 
slows economic growth and lowers 
returns on investment and on financial 
assets. 

The most vulnerable countries are 
shown in PIMCO’s chart, “The Ring 
of Fire”. The red zone countries 
(including the US, the UK and Japan) 
are the ones with the potential for 
public debt to exceed 90% of GDP 
within a few year’s time, which could 
slow GDP by 1% or more. The yellow 
zones (including Canada and Ger-
many) and green zones (including 
Australia and Denmark) are consid-
ered to be the more solvent with the 
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