
Greece, famous for being the cradle of Western civilization, is 

threatening to become infamous as the bir thplace of a global 

sovereign debt crisis. Under the gun from bond investors who have 

punished the countr y by driving up borrowing costs, the government 

has scrambled to piece together a plan designed to cut their budget 

deficit and hopefully secure a rescue package from the EU (led by 

Germany and France). 

These measures guarantee a severe recession in Greece and, for 

now, likely aver t the risk of contagion to the other members of the 

so-called PIIGS (Por tugal, Italy, Ireland, Greece and Spain). The key is 

whether Greece actually follows through on its fiscal austerity and if 

Greek society will accept the pain. Europe’s political credibility is at 

stake as well as international confidence in the euro, which has sunk 

11% to a 9 -month low versus the U.S. dollar.

Greece’s challenges are a dress rehearsal for what may be coming in 

other countries. The global explosion in public sector debt-to- GDP 

ratios to worr ying levels (near 100% of GDP) is unsustainable and will 

need to be reversed at some point (Char t 1). 

Char t 1: Government Debt Burdens Hit Alarming Levels

(Gross Government Debt to GDP Ratios: %) 	

1995 2007 2011E

U.S. 70.6 61.8 99.5

Japan 86.2 167.1 204.3

Germany 62.7 65.3 85.5

France 55.7 69.9 99.2

Spain 69.3 42.1 74.3

Italy 122.5 112.5 129.7

Greece 101.1 103.9 130.2

Portugal 68.8 71.1 97.2

U.K. 51.6 46.9 94.1

Canada 101.6 65.0 88.9

                                                                                                                       Source:  OECD, McLean Budden
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Our bottom line: It is difficult to see how deleveraging 
occurs without the global economy moving to a slower growth 
path with the likelihood for greater volatility in financial 
markets...more reminders that the pre-crisis era of high 
valuations, low risk premia and low volatility in both economic 
growth and asset prices are a fading memory.



The U.K., Japan and Spain are heading down an unsustainable debt 

path and rating agency downgrades loom if fiscal action is not taken 

soon. France and Germany, countries whom the PIIGS are counting on 

for a bailout, spor t government debt-to- GDP ratios close to 90% . Nor 

is Canada, a countr y usually cited for its fiscal prudence, immune from 

the deterioration in fiscal finances. Once the provinces are included, 

government debt is expected to reach 89% of GDP in 2011, not really 

that dif ferent than other OECD economies. 

The U.S. A A A debt rating looks safe for now, but is not secure forever 

on current estimates. Simply put, the path of U.S. federal debt is 

explosive (Char t 2). The just-released Obama budget forecasts that 

the federal gross debt-to- GDP ratio is set to reach 107% by 2020, 

the highest since 1947. Annual deficits are projected to be roughly $1 

trillion through the next 10 years and no less than around 4% of GDP 

during this time.

Bond investors are on edge, worried about default and inflation. 

Gold’s resilience sug gests some concern regarding both inflation 

and broad-based currency weakness. Recent weakness in equities 

highlights investor concern over what tighter fiscal policy means 

for economic grow th and earnings. There is good reason for this 

concern given debt trends — a recent research paper by economists 

Ken Rogof f and Carmen Reinhar t1  found that when government debt 

rises above 90% of GDP, median grow th rates are roughly 1% lower 

compared to when debt burdens are below 90% of GDP.

Private sector deleveraging…public sector releveraging 

Current fi scal challenges are a direct result of the massive global policy 
response to the 2007-2009 fi nancial crisis and recession. Via a massive 
swap of public debt for private debt and central bank liquidity for bank 
liquidity, the threat of depression was contained and risky assets rallied last 
year as world GDP growth turned positive in Q3 2009. 

The pattern is very much in keeping with the traditional post-crisis 
playbook, as Rogoff  and Reinhart ( yes, them again) showed in their study 
of fi nancial crises2. They calculated that on average government debt 
rises 86% in the wake of a fi nancial crisis. This is due to the combination 
of the loss of revenues from the economic downturn, bailouts and higher 
spending from stimulus programs and automatic stabilizers such as 
unemployment insurance.

Private sector balance sheets continue to unwind, a legacy of the credit 
crisis. In the U.S., private sector debt-to-GDP ratios, mainly in the 
household and fi nancial sectors, remain far above their long-run trend 
levels suggesting further deleveraging to come (Chart 3). Globally, private 
sector debt-to-GDP ratios appear elevated in most major economies with 
the exception of Japan. Slow private sector credit demand will be a major 
headwind for global growth in coming years but, importantly, this does not 
point to renewed recession on its own. What it does suggest, in our view, 
is that an extended period of low interest rates will be required as central 
banks assist the balance sheets adjustment. 
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Char ts 2: U.S. Public Finances on an Unsustainable Path

Source:  OMB, Haver Analy tics
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Meanwhile, central banks are going the other way and are beginning to 
remove stimulus. The U.S. Federal Reserve is winding down some liquidity 
programs put in place during the peak of the fi nancial crisis, has stopped 
buying Treasuries and is about to terminate its Agency and MBS (mortgage 
backed securities) purchase programs. In addition, it has just raised the 
discount rate. The Bank of England has also terminated its quantitative 
easing3 program. The Bank of Canada has begun to prepare the markets for 
higher short rates and countries relatively unaff ected by the fi nancial crisis, 
such as China and Australia, have tightened monetary policy. 

In our view, central banks should respect history and not underestimate 
the eff ect their coordinated easing actions had on sentiment. While each 
single central bank may believe that reversing monetary stimulus is the 
right thing to do for their home markets, acting at the same time could 
threaten the recoveries they are trying to protect.

Char t 3: U.S. Private Sector Debt Overhang Remains

                                                                                                                Source: Haver Analy tics, McLean Budden

Fiscal Policy 101

Private sector deleveraging is only part of the story. Ultimately public debt 
stability is required and typically the overall deleveraging process takes 
anywhere from 6 to 7 years following a fi nancial crisis, according to a recent 
McKinsey study4, with total debt ratios falling by about one-third. 

Tackling the explosion in public debt will require political consensus. 
Right now this seems almost impossible to imagine. Clearly it makes sense 
economically but do politicians have the will to make tough choices? Will 
citizens accept pain? Strikes and riots in Greece suggest that even in the 
midst of a crisis, when it seems like there are no other options, there is a 
reluctance to face reality. In the U.S., it seems diffi  cult to see the Republican 
party supporting tax increases or the Democrats endorsing draconian 
spending cuts even though in all likelihood both are required for defi cit 
reduction. Will it take a crisis to prompt action? It did in Greece. 

It is easy to see why there is little desire to tighten fi scal policy. With 
private demand fragile and labour markets in most major economies still 
weak, fi scal stimulus has been the driving force behind the nascent global 
recovery while easy monetary policy (low rates, quantitative easing and 
liquidity measures) have helped stabilize fi nancial markets. Reversing fi scal 
stimulus now would risk a double-dip and invoke comparisons with the 
policy errors of 1937 U.S and 1997 Japan. But waiting too long may result in 
a Greek-style crisis, provoking an even harsher dose of fi scal medicine and a 
deeper downturn. 

Ultimately, it is impossible to escape the realities of public debt arithmetic. 
A country’s debt-to-GDP ratio will rise indefi nitely if interest rates are 
above the economy’s nominal growth rate and if there is no off setting 
primary budget surplus (i.e. the budget balance excluding interest 
payments).

A primary defi cit is consistent with debt stability only if nominal economic 
growth is above the average interest rate on the outstanding debt5. Most 
major economies are running primary defi cits right now even accounting 
for one-off  expenses during the crisis and the eff ect of the recession. 
Although growth has rebounded above the level of interest rates, annual 
primary defi cits are now so large that debt ratios are still rising. So-called 
underlying primary balances have deteriorated across the board (Chart 4). 
Interestingly, the U.K., U.S. and Japan all score worse than Greece and Spain 
on this metric.  

Char t 4: Steady Erosion in Underlying Fiscal Positions

                                                                                                                                Source: OECD, McLean Budden
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Chart 5 shows what is required for various countries to bring down their 
public debt-to-GDP ratio to 60% of GDP by 2030 assuming growth rates 
exceed interest rates by 1%. The challenges are enormous—Greece, 
Ireland, Spain, Japan, the U.S. and U.K. would require adjustments of 
between 9% and 13% of GDP. For the G20 as a whole, the adjustment is 8% 
of GDP6 . Failure to act risks the nightmare scenario—a negative feedback 
loop between weak growth and rising deficits (Chart 6). 

Char t 5: Tough Choices Required for Fiscal Sustainability

                                                                                                                                        Source:  IMF, McLean Budden

Greece is facing this potential negative feedback loop right now. The 
budget deficit, currently 12.7% of GDP, must be cut to 3% by 2012 and 
to 8.7% this year. This is an enormous challenge and will unleash a huge 
deflationary shock, making a deep Greek recession inevitable. On top 
of this, the rise in Greek bond yields is making debt service more costly, 
placing an even larger burden on them to slash the primary deficit. 

In Greece’s case, euro membership has downside. The inability to devalue 
its currency and run an independent and loose monetary policy to offset 
the fiscal drag—as Canada did in the 1990s with low rates and a weak 
Canadian dollar as it improved its public finances—makes Greece’s 
challenge even more difficult. Greece is extremely uncompetitive so the 
adjustment to wages, especially in the public sector, will be huge. On its 
own, it may be too much for Greek society to handle. However, EU aid is not 
without issues assuming the logistics and politics of a bailout—by the EU or 
tri-laterally via Germany and France—is even possible. 

A European bailout, led by France and Germany, will come with conditions 
that could threaten Greek sovereignty. Meanwhile, the European banking 
system owns over 90% of Greece’s sovereign debt so a default would 
clearly impact the overall European economy. A key concern is if the crisis 
spreads to Spain, Portugal and Ireland or even Italy where banking system 
exposure is far greater. Spain is also wrestling with the aftermath of a 
housing and credit bubble and has 19% unemployment. Clearly this is the 
biggest challenge facing Europe in decades. In some ways, a prolonged 
period of sub-par growth and deflationary conditions would be an 
acceptable outcome when compared to the possibility of a reversal of 
European integration and monetary union!

No discussion of public debt would be complete without addressing Japan. 
Japan’s debt-to-GDP ratio is above 200% and thus far they have averted 
a debt crisis despite falling nominal GDP growth and deflation. Japan has 
not had any problems funding its annual deficits thanks to a large current 
account surplus and vast domestic savings pool. Interest costs and interest 
rates are low. The main risk is a drop in savings – foreign investors would 
only fill the demand gap for Japan’s government debt if the yen were 
weaker or interest rates were much higher.

Char t 6: Fiscal Nightmare Scenario

                                                                                                                                                   Source:  McLean Budden
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Is the U.S. next?  Not yet…

Not to minimize the challenge facing Europe or Japan, but the bigger issue 
for financial markets is if the U.S. also faces a public debt crisis. At a time 
of 10% unemployment, interest rates near zero and a huge private sector 
debt overhang, the U.S. and global economy would face depression if 
confidence was lost in U.S. government debt. In our view, the U.S. public 
debt is on an unsustainable path but it is not yet time to look for the 
Parthenon anywhere in Washington, DC. 

Why no imminent problem in the U.S.? For one, the debt is affordable. 
Federal debt interest costs as a share of GDP are currently just 1.3%, higher 
than Japan (1.1%) but lower than France (2.7%), Germany (2.5%), the U.K. 
(2.8%) and Italy (4.9%). Among the G7, only Canada is lower at 0.6%. Greece 
pays approximately 5% of GDP to service its debt. Looking forward, U.S. 
debt service is expected to rise to 3.5% by 2020 according to the Office of 
Management and Budget and will be even higher once state and local debt 
is added. 

One way or another, spending will need to be cut, especially entitlements 
(Medicare, Medicaid and Social Security) which currently make up 9.9% 
of GDP and are seen to reach 11% in 2020. But U.S. taxes will need to rise as 
well.

Tax revenues as a share of GDP are well below OECD levels yet spending 
trends have closed the gap versus the rest of the OECD. While there is a 
cyclical component to the trend in U.S. tax receipts, they are unlikely to 
reach 2007 levels as a share of GDP even if the recovery continues. A recent 
study by the non-partisan Urban Institute calculated that in order to cut 
the budget deficit to 3% of GDP by 2020, the top two marginal income tax 
brackets would need to more than double from 33% and 35% to 72.4% and 
76.8% respectively. In addition, corporate tax rates are at their lowest level 
in a half-century, making them low-hanging fruit as a potential revenue 
source. 

Other forms of deleveraging

We have so far discussed deleveraging via so called ‘belt-tightening’ either 
proactively or reactively due to financial market stresses. The McKinsey 
report referred to earlier found that ‘belt tightening’ occurred in 16 of 
the 32 deleveraging episodes studied but there were other outcomes. 
In 8 episodes deleveraging occurred via inflation, in 7 others a country 
defaulted and on just one occasion an economy ‘grew out of debt’. 

The ‘grow-out-of-debt’ option is appealing and for sure the least painful 
way to unwind balance sheet excesses. Though the most bullish scenario 
for equities, it is also the least likely. The single episode when this occurred 
in the past was when the U.S. managed to do so in the post-Depression 
years from 1938-1943 as war spending was a big boost to economic growth. 
However, this was from a starting point of a total debt (private + public) to 
GDP ratio of 180%, far lower than today’s debt levels of about 300% of GDP. 
It will take either a positive technology shock which raises trend growth 
rates or, as some have suggested, a major rebalancing of the emerging 
economies toward consumption and away from exports. This transition 
would boost demand for the exports of developed economies as they ship 
more toward emerging markets and lift GDP growth rates. 

While an outright default can never be ruled out, a stealth default, either 
through a lower currency or inflation, should also be a concern. In other 
words, will central banks monetize government debt? To some extent, the 
Bank of England and Federal Reserve have some form of monetization 
occurring through their quantitative easing programs. These are finishing, 
with little to no rise in inflation or inflation expectations. 

Another inflation-related concern is whether central banks keep policy 
too loose for too long and rates too low for too long in an effort to 
accommodate the cleansing of private sector balance sheets, as well as 
aid in keeping government borrowing costs low. Loose monetary policy 
could stoke inflation expectations and ultimately actual inflation, which is a 
negative scenario for both equities and long-term bonds. 

Inflation not the answer

We do not see inflation as a major problem anytime soon. Inflation is likely 
to remain low due to excess capacity globally and large output gaps that are 
unlikely to close for at least several years. Private sector deleveraging, weak 
credit demand and slow economic growth is hardly the breeding ground 
for inflation. Also, despite easy monetary policy, broad money supply 
growth globally has slowed, sharply reflecting the contraction in bank 
balance sheets. The backdrop is deflationary, not inflationary.

In this environment, any rise in bond yields would be capped because a 
significant increase would weaken growth (a sustained rise in bond yields 
would likely occur only when private sector credit trends turn for the 
better). Equities will likely be range-bound in this scenario; rallying when 
growth and earnings improve but correcting when growth prospects 
weaken. We believe this describes the current investment landscape. If 
there is some good news, it is that corporate sector balance sheets are in 
good shape, in stark contrast to the household and financial sectors of the 
major economies (Chart 7).  
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It should also be pointed it out that it is not easy these days to create 
inflation. Bond investors would quickly impose higher interest rates if they 
anticipated pro-inflation policies, particularly in countries where there is 
a large foreign ownership of government debt such as the United States. 
A bond market crisis will harm the economy very quickly and snuff out any 
long-term inflation threat. 

Currency weakness is also difficult to engineer without risking negative 
feedback to bond and equity markets. Conceptually it is impossible for all 
debt-heavy countries to weaken their currencies at the same time. The only 
assets that would rally would be gold or other money substitutes. 

Char t 7: U.S. Corporate Balance Sheets in Good Shape

                                                                               Source:  Federal Reser ve Board/Haver Analy tics

The Bottom Line

It is difficult to see how deleveraging occurs without the global economy 
moving to a slower growth path with the likelihood for greater volatility in 
financial markets. Private sector balance sheets have further to unwind, yet 
fiscal support cannot go on forever. The actions required to restore fiscal 
stability are painful and there is little political will for tough choices. But if 
markets force the adjustments, the measures may be even more austere. 
These are more reminders that the pre-crisis era of high valuations, low risk 
premia and low volatility in both economic growth and asset prices are a 
fading memory.

1 Reinhart, Carmen M., and Kenneth S. Rogoff. 2009. “Growth in the Time of Debt” mimeo. 
   http://www.aeaweb.org /aea/conference/program/retrieve.php?pdfid=460
2 Reinhart, Carmen M., and Kenneth S. Rogoff, This Time Is Different: Eight Centuries of Financial Folly,
   Princeton, N.J.: Princeton University Press, 2009.
3 Quantitative easing is when a central bank uses its balance sheets to buy government bonds or other 
   financial assets from the private sector and in return injects into the financial system liquidity in the 
   form of bank reserves. 
4 http://www.mckinsey.com/mgi/publications/debt_and_deleveraging /index.asp
5 Debt stability occurs when: PB = (Debt/GDP)*(r-g)/(1+g) where PB is the primary balance as a share of GDP, 
   g is the nominal growth rate and r is the nominal interest rate on the debt
6 http://www.imf.org /external/pubs/ft/spn/2009/spn0925.pdf

McLean Budden manages portfolios for its clients on a discretionary basis and does not make 
recommendations regarding the purchase and sale of individual securities. This report is prepared 
for informational purposes only. It does not constitute investment, legal, account or tax advice or a 
representation regarding the suitability of any particular investment or investment strategy.
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