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Debt, growth & disappointment
Are industrialised economies are destined for below-trend growth?

Yes, according to the latest research. It seems that eco-
nomic recovery will be drawn out and hard won for the
indebted industrialised nations. The burden of debt repay-
ment will weigh heavily on growth prospects as govern-
ments, corporations and consumers reduce their debt
exposure (deleverage).

This prospect has profound implications for manufactur-
ers, service providers and the wealth management indus-
try. Company objectives, strategies and tactical
manoeuvres will have to accommodate this vision of ma-
ture economies struggling to find rhythm over the next
five years and beyond. For the US, UK and much of the EU,
the medium-term future (and possibly longer) will be quite
different to the experience of the last three decades.

Low medium-term economic growth prospects would
have consequences beyond the foregone increases in
national income.

Prolonged low rates of growth would mean more reces-
sions. With economies managing just ‘stall speed’, even
minor shocks could reduce national output. With six reces-
sions in the last twenty years, Japan’s low growth trajectory
provides a vivid example of this effect.

More frequent recessions would create more instability
and less confidence on the part of consumers to spend
and companies to invest, perpetuating the low growth
prognosis. Shorter economic cycles would increase risk
and lower expected returns to investment. And they would
maintain the shortened ‘risk-on/risk-off’ investor cycle of
capital flows which have so destabilised currencies and
bond prices over the last three years.

Moreover, this instability could also undermine political
and social structures. Low economic growth would neces-
sitate more government intervention in the working of the
economy. Fiscal and monetary policy levers would have
more discretionary use, with all the risks that this would
entail.
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Consumers across the industr-
ialised world have already rec-
ognised that their material
well-being is being eroded.
Lack of progress in living
standards could add to politi-
cal unrest and disillusionment
with both political processes
and market economics. More
market regulation and inter-
vention is a likely consequence.

Relative to GDP, private and
public sector debt has grown
with inexorable force over the
last three decades across the
industrialised world.

It seems that the vagaries of
the economic cycle, changes in
government, globalisation, the
internet, the emergence of
new economic superpowers
and rising levels of financial
literacy over this period have
done little to arrest this trend.

Increased indebtedness, in ab-
solute terms and relative to

the ability to repay, has been
an integral feature of the mod-
ern industrialised western
economy.

The composition of this debt
varies widely across the indus-
trialised economies. Govern-
ment debt (as a proportion of
all non-financial sector debt) is
highest in Japan, Italy and
Greece and the US. Corporate
debt is particularly high in
Scandinavia, Spain and Bel-

gium while in Australia, the
Netherlands and the UK,
household debt is dominant.

This relentless debt accumula-
tion seems to have been driv-
en by both institutional and
market changes.

Global deregulation has pro-
gressively removed barriers to
financial mobility. IT advances
have also helped innovation in
financial products. Tax treat-
ment of debt - from mortgage
interest relief to corporate
debt issues - have also encour-
aged borrowing.

More stable macroeconomic
conditions (at least until 2008)
promoted borrowing. This
Great Moderation - low infla-
tion, lower unemployment and
less uncertainty across the in-
dustrialised world - probably
made everyone more credit-
worthy. And low real interest
rates since the mid-1990s have

According to the latest research, debt,
both public and private, will constrain
economic growth over the medium term
and possibly for as long as a decade.

It seems that when debt obligations
reach certain proportions, they weigh
economies down like lead boots in a
swamp. Debt repayments reduce in-
comes left for consumption and invest-
ment, while the high debt environment
keeps long term borrowing costs high.

Moreover, the highly indebted econo-
mies’ sluggish advances into recovery
constrain the growth trajectories of their
trading partners.

The Bank of International Settlements has
provided some broad-based rules to sug-
gest when debt levels can start to become
dangerous.

Apparently, government debt starts to
constrain economic growth when it reach-
es 85% of annual GDP. And for every addi-
tional 10% of GDP, trend growth falls by
0.1%-0.2%.

The threshold for corporate debt is around
90% of GDP, but the impact on economic
growth is around half that of government
debt. It seems that economies can with-
stand higher levels of corporate debt than
government debt.

The relationship between household
debt and economic growth proved in-
consistent for the BIS economists. They
found a threshold of 84%, but this esti-
mate lacked statistical precision.

These results corroborate previous re-
search by economists Carmen Reinhart
and Kenneth Rogoff. They concluded
that public debt starts to constrain eco-
nomic growth when it reaches 90% of
GDP. They observe that when debt pass-
es this threshold, GDP growth falls by
1%. For emerging markets, this dampen-
ing effect is stronger, with growth likely
to lose 1.5%-3.0%.
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made it less costly to support
ever higher levels of debt.

To a great extent, this debt
taken on by the industrialised
world has been funded by
emerging economies. The
high-growth, industrialising
economies have been using
the proceeds of their trade
surpluses to create more de-
mand for their products in the
industrialised world.

This is the opposite of what
might have been expected.
The industrialised economies
should have been saving to
finance the retirement costs of
their ageing populations. And
the emerging economies
should have been borrowing
to finance investment and
house building for their
younger populations.

The common explanations for
this are that savings rates have
been higher in emerging
economies where social insur-
ance and pensions are less
common. And, ironically,
emerging economy govern-
ments have been considered
less credit-worthy than their
industrialised counterparts
and so have tended to borrow
less.

Governments across the in-
dustrialised world have ac-
cepted that lower levels of
debt would be highly desira-
ble. Many companies and indi-
viduals would agree. But
unwinding the debts of the
major economies will be very
long term projects. After all,

the accumulation of these
debts have been happening
for decades.

Simply equating high debt
with low growth, as the re-
search suggests, has the ad-
vantage of providing simple
policy direction.

A number of commentators
and politicians have adopted a
mantra of ‘reducing debt to
unleash the economy’ in de-
fence of austerity programmes
adopted across Europe and
the US.

Yet the relationship between
debt and economic growth is
not so simple. The amount of
debt any particular economy
can carry without constraining
growth probably depends on a
range of factors.

Expected growth rates, eco-
nomic structure, interest rate
and inflation expectations, the
debt maturity profile, the debt
currency denomination(s), the
country’s credit history, gov-
ernment policy and credibility,
global capital movement and
changes in investor risk-aver-
sion could all determine the
tolerable debt level for any
given economy.

These factors differ markedly
across the industrialised world,
suggesting that while the
broad-based thresholds es-
tablished by the researchers
may offer rules of thumb, they
may be misleading for any in-
dividual economy.

Current long term bond yields
among the indebted European
economies support this con-
tention. The UK’s overall debt
levels are comparable to
France and Italy’s, and its
budget deficit is actually high-
er. But France is paying a third
more in interest for its long
term debt compared to the
UK, Italy three times as much.

The UK’s low debt costs may
be partly attributable to gov-
ernment deficit reduction am-
bitions. But the UK’s control
over monetary policy, the Bank
of England’s quantitative eas-
ing exercises, sterling’s low eu-
ro and dollar rates and
investor desire to move out of
euro-denominated assets and
into the (presently perceived)
relative safety of UK gilts have
also contributed to the UK’s
low borrowing costs.

Of course, this position could
change. When the eurozone’s
fate is resolved, it seems likely
that the markets will turn their
attention to other indebted
economies. It would then be
the UK’s turn to watch its debt
interest increase.

In the first weeks of 2012 in-
vestment banks, the IMF, the
OECD, government depart-
ments, think-tanks and central
banks across the world drasti-
cally reduced their economic
growth forecasts for 2012 and
2013 for almost all the industr-
ialised nations.
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In the space of just a few
months, the consensus among
economic opinion formers
transformed from wary opti-
mism to cautious pessimism.
Expectations were drawn back
to reflect the outcomes pre-
dicted by the research.

The collapsing recoveries of
the once mighty economies of
Europe and north America
have alarmed and confounded
policy-makers, industrialists
and economists.

This latter group is still
scratching around for plausi-
ble explanations for the crawl-
ing growth shown by so much
of the western world. After the
event, some are pointing to
debt as the leading contribu-
tory factor.

This will profoundly affect the
strategies of companies selling
into the industrialised econo-
mies. Manufacturers and serv-
ice providers will need to build
more flexibility into their strat-

egies to allow for the effects of
sustained, below-trend eco-
nomic growth constraining
their markets and intensifying
competition.

Investors face a maze of cryp-
tic decision-making as the fi-
nancial landscape around the
industrialised economies’ low
growth prospects reforms with
new dimensions of risk.

And policy-makers of the in-
debted nations will revisit their
fiscal and monetary plans on
an uncomfortably frequent ba-
sis as solvency issues persist.

The range of attitudes, ap-
proaches and methods of
dealing with debt proposed by
the political classes of the in-
dustrialised nations suggests
that no consensus has
emerged yet of the best way
to reduce debt.

The US government has a ceil-
ing for government debt while
the UK government has

adopted an austerity pro-
gramme to reduce its excess of
spending over revenues. In
both economies, public debt is
still expected to continue to
rise over the next few years.

Matters are different in the
eurozone. The stressed periph-
eral members are required to
pursue punishing austerity
programmes in order to per-
suade lenders (bond markets
and bail-out sponsors) that
they are worth further loans.

Even core members like France
and Belgium are facing close
examination of their credit-
worthiness as past borrowing
catches up on them.

While a consensus on how
best to deal with debt is prob-
ably some time away, there is
mounting evidence that atti-
tudes to debt will have to
change profoundly, if they
haven’t already.

The credit supply industry has
tightened lending criteria

The role of debt in economic cycle theo-
ry has been neglected by theorists and
researchers. In the past, the emphasis
has generally been on the real economy
with prices, wages and exchange rates as
the (often costly) monetary adjustment
over the cycle.

But since the credit crunch economists
has been developing financial stability
policy theory in the hope of enabling
policy-makers to more effectively man-
age systemic risk in their monetary sys-
tems. The early results call for drastic
reductions in debt.

But debt isn’t all bad. It performs valuable
functions for the economy. With debt,
households can smooth out their con-
sumption when incomes are volatile. And
companies can acquire equipment for pro-
duction and can weather volatile sales.

Governments can smooth out tax revenues
over irregular spending programmes, even
across generations. And government debt
can provide liquidity to ease private sector
credit conditions, as it is doing in Europe
and the US. Managed adequately, debt
facilitates growth and constrains volatility
in the economy.

Nonetheless, debt is brought forward
spending. It is spending made in the
present from future income, income that
has yet to be earned. Debt is spending
other people’s money. And debt almost
always has to be repaid.

Of course, when debt levels pass certain
thresholds they  can have the dire conse-
quences. Credit-worthiness can be lost
after the mildest of shocks. Collapsing
domestic demand, default, sliding asset
prices, under-investment, high unem-
ployment and even sustained deflation
can follow.
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across the world out of neces-
sity. New regulatory require-
ments compel them to repair
balance sheets and further
regulatory change, especially
in Europe, will hope to prevent
a return to the lending activity
prior to the credit crunch in
2008.

But more generally, attitudes
to borrowing may have been
changed with some perma-
nence.

A range of national economies
have suffered humiliating
credit downgrades. Their gov-
ernments have accepted that
debt reduction will be a pain-
fully slow process over dec-
ades rather than years.

The current bond market trau-
ma is likely to live for genera-
tions in the minds of
politicians who have been
powerless in preventing inves-
tors from judging and (in
some cases) condemning the
integrity of their fiscal man-
agement.

Consumers are likely to be re-
thinking their own attitudes to

debt, too. Property price col-
lapses across Europe have left
households with negative eq-
uity while interest rates on un-
secured debt have advanced
for the less credit-worthy.

Millions of European house-
holds are discovering that
tighter lending criteria are de-
nying them the funds for bor-
rowing that were within easy
reach a few years ago.

And falling real incomes are
combining with rising unem-
ployment (itself a side-effect
of below trend growth) to re-
mind consumers across the
continent (if they need re-
minding) that these are chas-
tened times.

Consumers in the US seem to
be sharing the experience.

It does seem that the burden
of debt repayment will limit
economic growth for the high-
ly indebted economies over
the next five years and for
probably longer.

Net lending to consumers and
businesses in the debt-stricken
economies will be lower for

some time as banks rebuild
their balance sheets.

There may also be some
crowding out in capital mar-
kets as governments are
forced to roll over debt at
higher borrowing costs, bid-
ding up effective market inter-
est rates in the process.

Businesses will be tempted to
postpone investment and re-
cruitment decisions as expect-
ed returns on investment seem
low and higher future tax obli-
gations seem likely.

For their part, consumers are
likely to raise savings rates in
anticipation of less social secu-
rity provision and a greater
likelihood of job-loss or real
income cuts.

Most of the indebted econo-
mies have embarked on aus-
terity programmes, sacrificing
short term economic growth in
order to persuade investors
that they will not default on
their debt. The hope is that
(expected) debt repayment
will raise confidence levels and
stimulate economic activity
and growth.

The main participants in the second
world war all ran up massive public
debts. The UK’s national debt was 216%
of GDP in 1945, far higher than the cur-
rent 64.2%).

Yet by 1955 this debt was down to 138%
of GDP. Over the same period the US
government cut its debt by 50% of GDP.
Inflation played a very large part in this.

British savers tucked away money in local
banks who then bought government
bonds at yields some way below inflation.

The government duly repaid this debt
which had lost real value. Savers suffered a
real loss on their money while the govern-
ment enjoyed a corresponding gain. But
governments cannot do this today. The
Bretton Woods agreement on exchange

rates and capital controls effectively
forced banks to invest in safe assets like
government bonds. Regulated lending
rate limits also constrained bond yields,
effectively subsidising default risk.

Now governments must compete for
funds at globally competitive rates. The
UK government hopes its debt/GDP ra-
tio will stabilise by 2015.
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So far, this strategy has had
mixed results. The UK econo-
my failed to expand over 2010
and 2011 while several euro-
zone members have seen their
economies contract and their
borrowing costs increase sub-
stantially.

Rather ominously, Reinhart
and Rogoff concluded their
research by noting that
“
‘grow’

”, suggesting that
debt restructuring (with some
element of default) with sub-
stantial currency revaluation
are usually in the mix.

Hopefully, some of the struc-
tural impediments to growth
in Europe will be removed over

the next year. And the euro-
zone will be forced (sooner
rather than later) into some
fiscal co-ordination agree-
ment. That way, investors will
have reason to believe that
eurozone members will not be
tempted to allow unsustaina-
ble debts to be run up again.

Meanwhile, the US govern-
ment will work towards budg-
etary constraint measures to
make the debt ceiling a reality.

And corrections to current im-
probable exchange rates (an
artificially weak renminbi, an
over-valued yen and an over-
valued euro) will help to re-
balance the rates of economic
growth across the main trad-
ing blocs.

Over the longer term the in-
dustrialised economies will
have to find those new sources
of economic growth in higher
added value services, building
on the exporting success in
finance, business services and
entertainment industries.

Equally, the rapidly expanding
middle classes in the emerging
economies will provide enor-
mous export opportunities for
the industrialised economies
and help redress the current
trade imbalances. This will in-
volve diverting trade surplus
resources away from credit-
hungry Europe and the US and
toward these increasingly af-
fluent consumers in Asia and
south America. ©
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