
escalating trade tensions and increas-
ing deficits but the most worrisome 
reason is the massive debt burden 
weighing down every level of the 
global financial system. 

Debt is a promise to repay a creditor 
with an interest rate (or coupon) at-
tached for the term of the security. If 
general interest rates rise (fall), the 
price of the debt security falls (rises) 
in response. Some investor must hold 
that debt security at all times until it 
is retired or matures. The most trust-
worthy debtors can access credit eas-
ier and do so more cheaply than 
those who are deemed suspect. Woe 
betide the debtor who fails to honour 
their obligation: see Venezuela 
(which is monetising its debt with a 
hyper-inflation rate of 1 million per-
cent) or Argentina (which has de-

faulted on its federal debt eight times 
in the last 100 years - and was cut off 
from global credit lines altogether).

The recovery from the global finan-
cial crisis a decade ago has been fi-
nanced largely by debt. The US Fed-
eral Reserve printed $3.7 trillion of 
new money to buy government 
bonds (quantitative easing or QE) 
between 2009 and 2014. Despite a 
few decent quarters over the past 
decade, this recovery has been the 
weakest in American history. Other 
central banks followed suit with their 
own QE. While global growth is ebb-
ing, debt creation is not.

America’s Congress is on track to 
deliver a $1 trillion budget deficit in 
2019, adding to its gargantuan $21.8 
trillion federal debt.  Its economy is 

“On the Day of Atonement you shall sound 
the trumpet throughout all your land. You 
shall make the fiftieth year holy, and pro-
claim liberty throughout the land to all its 
inhabitants. It shall be a jubilee to you …”

Leviticus 25:8-13

Will there be a recession? Yes.
When? Unknown.
Duration? Unknown.
Suspected catalyst? See below.
Why does it matter?  Because corpo-
rate revenues and profits will slow and 
this will be reflected in the security 
prices of your portfolio.
Are there signs of slowing? Yes.

Global growth does appears to be slow-
ing. Japan and Germany had negative 
economic growth in the third quarter 
while China’s GDP growth decelerated 
to “6.5%” (the actual number was 
probably lower).  Canada’s economy 
is still digesting collapsing oil prices, 
a revised NAFTA, increasing taxes 
and growing regulation; the Bank of 
Canada estimates roughly 2.0% 
growth for 2019, down from the 2.2% 
average for this year.

Growth is also slowing in the US. 
GDP growth in the third quarter was 
3.5% down from 4.2% in the second 
quarter. The Trump corporate tax-cut 
stimulus was a one-off so Q4 growth 
will likely trend lower than Q3. Gold-
man Sachs, an investment bank, esti-
mates fourth-quarter GDP to come in 
at 2.5%. It further expects economic 
growth to decelerate to 2.2% by the 
second quarter of 2019, and to 1.6% 
by the end of the year. 

There are several reasons for the slow-
down, including rising interest rates, 
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ment could excite inflationary expec-
tations and threaten national curren-
cies with devaluation. 

What could happen should the global 
economy stall in 2019 or 2020? The 
Fed, along with other central banks, 
will be forced to make more currency 
available to support the banks, finance 
government spending and encourage 
consumption. It will almost certainly 
require more aggressive QE.

As deficits and debt swell, the mar-
ginal benefit of debt will continue to 
diminish, flag and eventually fail. The 
combination of slow or negative 
growth and unprecedented debt is a 
recipe for a new global finan-
cial crisis. It may only take a decline 
in asset prices (as occurs during a re-
cession) to trigger a cascade of events 
outside of central bank control. 

Economic growth is simply not sus-
tainable when it is financed by exces-
sive debt. Without higher GDP 
growth, it is difficult to imagine how 
this debt problem will be resolved. 
Perhaps by ancient precedent?

According to the Book of Leviticus, a 
Year of Jubilee would be declared 
every forty-nine years and slaves and 
prisoners would be freed, debts would 
be forgiven, and the mercies of God 
would be made manifest. 

What the world desperately needs is a 
Debt Jubilee - debt forgiveness on a 
massive scale. It is likely to get debt 
monetisation and defaults on a mas-
sive scale instead. Then the wrath of 
merciless creditors would be made 
manifest.

Sources:
1. Michael Lewitt, “Faceplant”, The Credit 

Strategist, 1 December 2018

2. James Rickards, “The Makings of a Glob-
al Debt Crisis Are in Place”, The Daily 
Reckoning, 4 December 2018

3. Ibid

4. Chart page one, Jeff Gundlach, Double 
Line Funds, 11 December 2018 

weighed down by $70 trillion in aggre-
gate debt (the total of federal, state & 
municipal governments - not including 
unfunded liabilities - plus corporations 
and households), almost 370% of 
GDP.1 The aggregate debt of China’s 
public, corporate and household sec-
tors is now $31 trillion or 257% of 
GDP. Not wanting to be left behind, 
Canada (whose household sector is 
among the world’s most indebted at 
174% of income) has aggregate debt of 
288% of GDP.

According to the Institute of Interna-
tional Finance (IIF), total debt held by 
both developed and emerging markets 
rose to a new, eye-watering high of 
$247 trillion in the first quarter of 
2018, up 11% over the same period of 
2017.2

How efficacious is all of this debt?

In America, the national debt has in-
creased by 122% since 2008 but GDP 
has increased by only 35%. In fact, the 
IIF “… reports it required a record $8 
trillion of freshly created debt to create 
just $1.3 trillion of global GDP. The 
trend is clear. The massive debts in-
tended to achieve growth are piling on 
every day. But growth is slowing.”3

Financial markets  - currencies, com-
modities, property, stocks and bonds -
hang on the actions of global central 
banks. The movement of each market-
based security is often a function of 
central bank monetary policy. As the 
world’s most influential central bank, 
the Fed’s tightening has created the 
need for other central banks to follow 
suit or risk seeing their currency deval-
ue relative to the US dollar.

Under the guise of containing core in-
flation, the Fed is trying to normalise 
interest rates and hopes to reach a 
“neutral” (neither restrictive nor stimu-
lating) interest rate of about 4% in 
2020. The actual reason for Fed rate 
hikes is in anticipation of the next re-
cession. Past US recessions have 
shown that it takes about 4% in rate 
cuts to escape an economic downturn. 

How do you cut rates by 4% when they 
are only at 2.50%?  You can’t.

In addition, the Fed is reducing the 
base money supply with quantitative 
tightening (QT). It hopes to shrink its 
$4 trillion balance sheet by $600 bil-
lion per year down to $2.5 trillion by 
2021. Evidence suggests the pace of 
QT is roughly equivalent to 1% per 
year of rate hikes. This means that the 
combination of nominal rate hikes and 
reducing the Fed’s balance sheet is 
equivalent to 2% of rate hikes per year, 
squeezing the economy twice as fast as 
many realise. 

Rising interest rates, QT and soaring 
debt are a toxic combination. The im-
pact of monetary policy thus far can be 
seen in the rate of deceleration in bank 
credit, bank assets, money supply, in 
the rising volatility of security prices 
and in the proximity of 10 yr. - 2 yr. 
yield curve inversion. 

Monetary policy works with a 12 -18 
month lag. The effects from the most 
recent rate hikes and QT are yet to be 
seen as companies still have to roll 
over existing debt into higher interest 
rates. This past quarter, $176 billion of 
US corporate debt was downgraded 
from investment grade. Almost half of 
all US corporate debt is now rated 
BBB, one notch above “junk”. The 
lower the investment grade, the higher 
the coupon must be to attract investors    
- and the greater the chance of default. 

Seventy percent of America’s economy 
depends on consumption, and it takes 
only small increases in interest rates to 
discourage consumption, housing and 
investment. Many Americans are heav-
ily encumbered with mortgages, sub-
prime auto loans and student debt; 
many are living paycheque to pay-
cheque. If a recession were to occur at 
this stage, the reduction in employment 
could impair what remains of personal 
savings and consumption ability. 

Recessions also cause government wel-
fare commitments and borrowing re-
quirements to increase. This develop-
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