
than it was in 2008.  

The creditworthiness of the devel-

oped world governments ended the 

most intense phase of the 2008 crisis, 

as the financial system was guaran-

teed by those governments. A trigger 

for the next crisis might be a failure 

of confidence in one or more of those 

major governments. Such a failure 

alone could cause major stress in 

markets, as either currencies or bond 

markets experience sudden collapses. 

One of the lessons from 2008 was 

that it is prudent to sell securities 

immediately if a debtor is perceived 

to be in trouble. This maxim could 

make the next market crisis play out 

with a simultaneous rush to the exits. 

Many will not make it out.  

Which leads us to the current situa-

tion in America, the world’s largest 

economy and the world’s largest 

debtor nation. At the time of writing, 

America’s national debt stands at 

over $17.5 trillion - roughly equal to 

100% of GDP.  As the debt has in-

creased both in nominal terms and as 

a percentage of GDP, more people 

are looking at the sustainability of 

the fiscal balance sheet.  

Creeping into the debt analysis have 

been the associated costs of entitle-

ment programmes - Social Security, 

“How did you go bankrupt?"  
Two ways. Gradually, then sud-
denly.”  

         Ernest Hemingway, The Sun Also Rises 

 

After decades of advancements in fi-

nancial knowledge, why did 2008 turn 

into the worst financial crisis since the 

1930’s Depression?  

The short answer is that the system 

was unsound, largely due to excessive 

leverage and to the complexity of fi-

nancial instruments. Since the 1929 

crash, there have been numerous geo-

political and financial events, yet none 

of those events threatened a world-

wide financial collapse. A combination 

of policy errors and private greed led 

to the 2008 financial crisis, but it was 

the comprehensive use of debt that 

caused the global financial crisis 

(GFC).1 

Since the GFC, leverage has gone up, 

not down. Global private debt is 

largely unchanged from 2007 levels 

(with the exception of the size of de-

rivative books), but global public debt 

has risen from $70 trillion to about 

$100 trillion. In fact, the global finan-

cial system is arguably more unsafe 

 Summer 2014 

1401—675 West Hastings Street, Vancouver, BC  V6B 1N2, Canada Phone: (604) 687-5884 Fax: (604) 681-9694 Email: admin@investwell.ca 

Till Debt Do Us Part 



dence. As leverage increases, the pos-

sibility of large losses and involuntary 

liquidations sets the stage for conta-

gion. As with the GFC in 2008, ex-

treme debt is a proximate cause of 

disequilibrium.3  

The ‘future’ problem of unfunded 

liabilities may be catching up with 

Americans sooner than they think. 

Very little discussion has taken place 

about whether foreigners will con-

tinue to lend Americans more money. 

Interest rates may have to rise to en-

tice lenders to risk their capital on 

U.S. debt. In 2011, the Federal Re-

serve purchased 61% of new U.S. 

Treasury issues. In 2012, this figure 

increased to 90%. China and Japan, 

the two largest foreign holders of U.S. 

debt, have become net sellers.4  

The promises made by American poli-

ticians are unaffordable and as uncon-

scionable as is their neglect of the 

fiscal balance sheet. Absent reform, 

unfunded liabilities will create inter-

generational friction and may yet put 

asunder the social contract.  

Sources: 

1. Paul Singer, “How Will It All End: Badly 
We Guess”, Elliot Management, 30 April 
2014 

2. Ibid  

3. Ibid 

4. Dr. Gilbert Berdine, “Medicare and the 
U.S. Unfunded Liability”,  5 February 
2014  

5. Chart previous page,  Grant Williams, 
“The Slip’n’Fail Mutts”, Things That 
Make You Go Hmmm..., Mauldin Eco-
nomics, 23 June 2014 

Medicare and Medicaid. Unfunded 

liabilities are the difference between 

the net present value of expected future 

government spending and the net pre-

sent value of projected future tax reve-

nue. These liabilities are owed in addi-

tion to the national debt. 

The present value of the future obliga-

tions of the American government is 

currently estimated at $92 trillion - 

almost $1M per taxpayer! These li-

abilities have been growing by over 

10% per year since 2000, during which 

time nominal GDP has risen by just 

3.8% per year. At this rate, the Ameri-

can government could owe an esti-

mated $200 trillion on entitlement pro-

grammes by 2021 and $300 trillion by 

2025.2 

These obligations, while fantastic, are 

not imaginary. At present, a significant 

portion of the American political estab-

lishment avers that insolvency is not an 

issue and insist that government obli-

gations will be met. A projected un-

funded liability can only be corrected 

in the present with changes in revenue 

policy, in expense policy, or in a com-

bination of the two. Political leaders 

are not even attempting to address un-

affordable promises so as to restore 

fiscal solvency. Apparently, it is a 

‘future’ problem. So what is the likely 

course of action? 

One way a government in debt at-

tempts to deal with unaffordable prom-

ises is to inflate them away. It is an 

insidious strategy because, without 

formally imposing a tax, it takes 

money from savers and investors and 

transfers it to borrowers and voters. 

Inflation destroys the value of money 

and disrupts the social contract in the 

process. 

Current headline inflation appears be-

nign and wage inflation is small.  But 

government statistics (on jobs, growth 

and inflation) are distorted so the true 

picture is difficult to determine. How-

ever, price increases of food, energy 

and other essentials over the past dec-

ade belie the official government sta-

tistics. When price increases begin to 

affect headline inflation, the Federal 

Reserve will have little choice but to 

begin increasing interest rates. That’s 

also when the level of debt may be-

come, ahem, problematic as debt ser-

vicing costs escalate. 

Investors need to have confidence in 

the financial system, and the current 

complacency suggests that they do. A 

loss of confidence, however, could set 

off another financial collapse. If confi-

dence in a sound system is lost, then 

concerted efforts can act to stem the 

panic and restore stability. But a loss of 

confidence in an unsound system 

would cause much greater damage and 

could be, for a period of time, unstop-

pable. 

When debt goes up, the system be-

comes more fragile, more unsound. It 

takes progressively smaller fluctua-

tions in prices, in correlations or in 

volatility to challenge investors’ confi-
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