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Debt Be Not Proud 

Debt is future consumption brought forward, as von Böhm-Bawerk taught us. It is hard for me to 

overemphasize how important that proposition is. If you borrow money to purchase something today, that 

money will have to be paid back over time and will not be available for other purchases. Debt moves future 

consumption into the present. Sometimes this is a good thing, and sometimes it is merely stealing from the 

future. 

This is a central concept in proper economic thinking but one that is all too often ignored. Let’s tease out a few 

ideas from this concept. Please note that this letter is trying to simply introduce the (large) topic of debt. It’s a 

letter, not a book. In this section we’ll deal with some of the basics, for new readers. 

First off, debt is a necessary part of any society that has advanced beyond barter or cash and 

carry. Debt, along with various forms of insurance, has made global finance and trade possible. Debt fuels 

growth and allows for idle savings accrued by one person to be turned into useful productive activities by 

another. But too much debt, especially of the wrong kind, can also be a drag upon economic activity and, if it 

increases too much, can morph into a powerful force of destruction. 

Debt can be used in many productive ways. The first and foremost is to use debt to purchase the means 

of its own repayment. You can borrow in order to buy tools that give you the ability to earn higher income 

than you can make without them. You can buy on credit a business (or start one) that will produce enough 

income over time to pay off the debt. You get the idea. 

Governments can use debt to build roads, schools, and other infrastructure that are needed to help grow the 

society and enhance the economy, thereby increasing the ability of the government to pay down that debt. 

Properly used, debt can be your friend, a powerful tool for growing the economy and improving the 

lives of everyone around you. 

Debt can be created in several ways. You can loan money to your brother-in-law directly from your savings. A 

corporation can borrow money (sell bonds) to individuals and funds, backed by its assets. No new money needs 

to be created, as the debt is created from savings. Such lending almost always involves the risk of loss of some 

or all of the loan amount. Typically, the higher the risk, the more interest or return on the loan is required. 

Banks, on the other hand, can create new money through the alchemy of fractional reserve 

banking. A bank assumes that not all of its customers will need the immediate use of all of the money they 

have deposited in their accounts. The bank can loan out the deposits in excess of the fraction they are required 

to hold for depositors who do want their cash. This lets them make a spread over what they pay depositors and 

what they charge for loans. The loans they make are redeposited in their bank or another one and can be used 



to create more loans. One dollar of base money from a central bank (sometimes called high-powered 

money) can over time transform itself into $8-10 of actual cash. 

A government can create debt either directly or indirectly, by borrowing money from its citizens (through the 

sale of bonds) or by directing its central bank to “print” or create money. The money that a central bank 

creates is typically referred to as the monetary base. 

Debt can be a substitute for time. If I want a new car today, I can borrow the money and pay for the car (which 

is a depreciating asset) over time. Or I can borrow money to purchase a home and use the money I was 

previously paying in rent to offset some or all of the cost of the mortgage, thereby slowly building up equity in 

that home (assuming the value of my home goes up). 

Oh Debt, Where Is Thy Sting? 

Let’s start with a simple analogy and then get more complex. When someone borrows money, they agree to 
make principal and interest payments over time. For instance, $25,000 borrowed at 5% interest over three 
years to pay for a car would require a monthly payment of $749.27. Not a problem for someone making 
$100,000 a year ($50 an hour) but a serious, almost impossible commitment for someone making $10 an hour. 

After taxes, the car payment would gobble up almost 50% of that person’s income. 

All but the most disciplined of us have encountered the unpleasant reality of running up too much credit card 

debt, typically when we were young. For those outside the US, credit card interest rates can often run 18% or 

more, and the penalties for late payment can increase the net amount substantially and cause the interest rate 

to be jacked up even higher. The unpleasant reality of paying far more in interest each month than you are 

paying on the principal can be quite the eye-opener. 

Sometimes debt can be overwhelming. In many countries, individuals can file for bankruptcy and get relief from 

their debt (as well as losing any remaining assets). In the middle of the last decade, the US bankruptcy laws 

were changed to make it more difficult to declare bankruptcy. As the chart below shows, bankruptcies fell 

precipitously but are now back to where they were just a few years before the law passed. Clearly the financial 

crisis contributed to the new steep rise in bankruptcies. (The 2005 spike in bankruptcy filings was from people 

rushing to file bankruptcy ahead of the new law’s taking effect.) The vast majority of bankruptcies are now filed 

by consumers, not by businesses. In 1980, businesses accounted for 13 percent of bankruptcies, but today, 

they are just 3 percent. 

 

Personal bankruptcies can happen for all sorts of reasons, but in the US they are caused primarily 

by overwhelming medical expenses, accounting for around 60% of bankruptcies (depending on the 

year). Other causes are (in order of prevalence) job loss, out-of-control spending, divorce, and unexpected 

disasters. 

Bankruptcy is designed to keep people from being literal slaves to debt. We have come a long way in our 

civilization from the days of debtor’s prisons. Texas actually wrote into its constitution that a debtor could not 

lose his horse, tools, or homestead, the principle being that a person needed to be able to move on from 



bankruptcy and make a living. That sort of basic protection has since evolved nationally into a rather complex 

but reasonable system for letting people move on from untenable financial situations. 

I say that we’ve come a long way from debtor’s prisons. There is a qualifier to that statement. In the US, 

student loans cannot be discharged in bankruptcy. They are with you until you finally pay them off. In Spain, 

you cannot get out of a mortgage debt through bankruptcy. Even though the bank can take your home from 

you, you are still obligated to pay the debt forever. There are exceptions to bankruptcy protection everywhere. 

Debt Is Future Consumption Denied 

Why go on and on about personal bankruptcy when we are talking about government debt? Because the same 

principles apply, with a few caveats. 

Governments have outright defaulted on their debt nearly 300 times in the past few hundred years. Spain is the 

all-time winner, with six defaults in the last 140 years and 12 if you go back to 1550. Italy and Argentina have 

made a sport of defaulting this last century, if you count monetization as a form of default, which it is. While I 

can find no statistics, inflation and loose monetary policies have almost surely destroyed far more buying power 

than outright defaults have. 

There are times when a government simply cannot pay its bills and must either default outright or change the 

terms on its debt, just as individuals do. 

If an individual or corporation or country has a significant amount of debt and their income drops by 25-30%, it 

may become impossible to pay that debt and also cover the necessities of life. Greece, as a current example, 

has not really added to the outstanding total of its debt over the past three years since its last debt 

default; but the growth of the country (and therefore of its tax revenues) has collapsed by about 

25%. Even if tax collection can be improved, the interest rates Greece is forced to pay today may 

make the repayment of the country’s debt untenable. 

Debt is future consumption brought forward into the present, but a corollary is that debt is also future 

consumption denied. If you will have to pay both principal and interest on debt in the future, then you are 

setting aside and spending money on debt service that is no longer available for current consumption. And, yes, 

that debt service goes to bondholders, but their return of capital does not necessarily express itself in 

consumption or further lending. 

Further, when economies are debt-constrained, capital looking to be invested in fixed-income assets finds fewer 

creditworthy opportunities available and begins to take lower interest payments in a search for yield. 

The current low-interest environment is not just a product of the Federal Reserve and other central 

banks; it also stems from a lack of demand from creditworthy borrowers. 

Dr. Lacy Hunt of Hoisington Asset Management has been documenting the drag on growth that 

overindebtedness creates. He recently wrote (emphasis mine): 



Poor domestic business conditions in the U.S. are echoed in Europe and Japan. The issue for Europe is whether 

the economy triple dips into recession or manages to merely stagnate. For Japan, the question is the degree of 

the erosion in economic activity. This is for an economy where nominal GDP has been unchanged for almost 22 

years. U.S. growth is outpacing that of Europe and Japan primarily because those economies carry 

much higher debt-to-GDP ratios. Based on the latest available data, aggregate debt in the U.S. stands at 

334%, compared with 460% in the 17 economies in the euro-currency zone and 655% in Japan. Economic 

research has suggested that the more advanced the debt level, the worse the economic 

performance, and this theory is in fact validated by the real-world data. 

There are a host of reasons for debt-related economic drag, but the primary cause is that the debt 

was of the nonproductive kind. The debt was incurred primarily to fund current 

consumption, whether to pay benefits or for defense spending or what have you. 

Deflation Is the Enemy of Debt 

Deflation is the general condition where prices go down. This can be caused by increased productivity or 

decreased demand. We all like it when the cost of our latest technological goodies and indeed everything else 

we buy goes down. We are generally not happy when the economy falters and prices fall because of slack 

demand. One of the primary debates among economists is whether economic slowdowns are caused 

by insufficient demand or insufficient income and productivity. 

There have been periods in many countries when there has been economic growth in the midst of general price 

deflation, but we more typically think of deflation as occurring in periods of economic retreat. Recessions – 

and certainly depressions – are almost by definition deflationary. 

In a growing, increasingly productive world, the trend for prices should be down, that is to say, deflationary. 

But that assertion assumes one necessary condition: a stable monetary base. Proponents of a gold-backed 

currency point out that gold offers a stable monetary base, while fiat currencies are subject to expansion or 

contraction by central banks and governments. It is often said that all fiat currencies will eventually explode or 

implode in value, but that is not necessarily true. A carefully constrained central bank and government will 

maintain the value of a country’s money. Think Switzerland (the primary example, but there are others). The 

value of the Swiss franc in relationship to currencies around the world has continued to rise even as the Swiss 

economy has grown, and their standard of living is among the highest in the world. (Of course, as the Swiss 

have learned, an overly strong currency can be problematic, too, in this era of intensifying currency wars.) 

But while a generally deflationary environment reduces the prices of things we buy, it does not reduce the cost 

of servicing debt – quite the opposite. Deflation is the enemy of debt. The obvious example, currently, is 

Greece, as noted above. The deflationary depression the Greeks are in has increased the value of their debt in 

relation to their income, even though the nominal value of the debt has hardly risen. And because they have 

not had the benefit of an increase in buying power (stuck, as they are  with the euro as a currency and having 

no control over Eurozone monetary policy), deflation has ravaged their economy. 



To put it in personal terms, if your real income drops 25%, then whatever debt service you’re carrying will be a 

correspondingly larger portion of your income. 

In a world where incurring government debt is allowed only when and if that debt is deemed productive, 

deflation would not be a problem, as incomes would rise with increased productivity. But debt that is 

nonproductive will grow in absolute cost to an economy in periods of deflation. 

One can argue with John Maynard Keynes, and I do so rather aggressively at times, but he did have some 

valuable insights. If an economy is in recession, the government can lean against the drag on demand by 

increasing spending. That of course means increasing debt, and Keynes argued that government should 

borrow and spend in times of recession. Governments everywhere have taken that dictum to heart. 

What they have ignored is his second point: a government should pay back that debt during the good 

times that follow. That discipline allows it to borrow and spend again in when recession recurs. The very 

concept of a balanced budget is now considered anathema in much of what passes for academic economic 

circles. It is perjoratively labeled as “austerity.” As if balanced budgets were the cause of economic pain and 

suffering… 

Following the historic budget compromise between Clinton and Gingrich, the United States began to run actual 

surpluses in the late 1990s, and indeed we were talking about what would happen if we eliminated government 

debt altogether, so rapidly were we paying it down. The surpluses were accumulated during a rather 

remarkable economic time. Then the Republican Congress, aided and abetted by George W. and Karl Rove, 

came along and squandered that surplus. Dick Cheney famously said that deficits don’t matter, in defense of 

the Bush administration’s policies of cutting taxes and increasing spending in order to curry favor with voters. 

(Refer again to the quote from von Böhm-Bawerk at the beginning of this letter.) 

Absent those large increases in debt and deficits, the Obama deficits, while violating the rule of only 

accumulating debt for productive purposes (to mention only one violation of principle), would have been 

manageable in the grand scheme of things. But we are now rapidly approaching a time when debt will once 

again become an important issue in the US, as it was in the ’90s. Too much debt will become an ever larger 

drag on the US economy, just as it already is in Japan and Europe. 

This rising debt in the US and around the world is one of the primary reasons that central bankers 

fear deflation. A little inflation plus a little GDP growth helps reduce the overall burden of debt in an economy. 

While central bankers everywhere seem to think that 2% inflation should be a target, many of them would 

accept a somewhat higher number. I personally take issue with the 2% figure, because that’s an inflation target 

that will reduce the purchasing power of any saved dollar by 50% in 36 years. A 2% inflation target is 

essentially a tax on savings and investment, no matter how you look at it. In a low-interest-rate world, 

2% inflation means conservatively invested savings are losing buying power every year. But a little inflation 

does make debt more manageable, and central bankers seem to be more concerned with making sure that debt 



can be serviced than that savings can earn an adequate return. Current central bank policy is tantamount to 

financial repression of savers and retirees. 

Neo-Keynesians would argue that debt and deficits are not a problem, in that the central bank can ultimately 

monetize the debt if necessary. And they point to Japan, whose central bank is doing just that. They look at our 

own national balance sheet and GDP numbers and ask, so what’s the problem? 

But debt is future consumption denied. If you monetize your debt beyond the real growth rate of the 

economy, then you are reducing the value of your currency and thus reducing your potential future 

consumption. The fact that this reduction doesn’t happen all at once and may not happen in the immediate 

future does not remove the reality. In the fullness of time, quantitative easing will result in the reduced buying 

power of the US dollar. 

Yet the US monetary base has expanded significantly, and there has been no real increase in inflation, and the 

dollar is actually getting stronger. “So what’s the problem?” Mr. Krugman asks. Inflation is brought about by 

not just an expansion of the monetary base but also by a stable, concurrent rise in the velocity of money. It’s 

complicated, I admit. I have devoted more than a few letters to the concept of the velocity of money. The 

current period of low inflation has been caused by a rather dramatic fall, over the last eight to ten years, in the 

velocity of money. As I predicted almost five years ago, the Federal Reserve was able to print far more money 

than anyone could imagine without the threat of inflation rearing its head. 

The problem is that the velocity of money is a very slow-moving statistic. It is what we call mean-reverting, in 

that the velocity of money can’t rise to the heavens unless you have a Weimar Germany-type situation, and it 

can’t fall to zero. It oscillates over long periods (think decades) around an average or mean. Right now the 

velocity of money is falling, which allows the US Fed to have a very loose monetary policy without having to 

worry about inflation. When the velocity of money begins to rise, the Fed will have to lean against what could 

quickly turn into soaring inflation with a tighter monetary policy than it otherwise would have, because of its 

recent, extreme episodes of quantitative easing. Think Paul Volcker in the early ’80s, turning the screws on 

18% inflation. That was not exactly a fun time. 

Of course, economists think that we can avoid any big mistakes. But sadly, there is no such thing as a free 

monetary lunch. Today’s quantitative easing (in a period of reduced velocity of money) will mean tomorrow’s 

much tighter monetary policy – or much higher inflation. Or both. 

The Black Hole of Debt 

Debt, when used properly, can overcome obstacles to productivity and bring on a warm day of sunshine, 

fostering life and growth everywhere. But if debt increases too much, just like a massive dying star it can 

collapse upon itself, explode like a supernova, and become a black hole instead, sucking in all the life around it. 

Without a massive increase in debt, present-day China would have been impossible. Clearly that debt 

has improved the life of its citizens. But in recent years China has used debt to maintain a strange new form of 



growth and is increasingly using debt to build and consume, heading toward an ever less productive outcome. 

As in many other places in the world, each new dollar of debt is producing less in terms of GDP growth. 

There has been a massive explosion of global debt since the beginning of the Great Recession in 

2007. Normally, after a banking and financial crisis, one would expect a period of deleveraging and a 

reduction of debt. This time is truly different.  

 


