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“Neither A Borrower  
Nor A Lender Be” – POLONIUS IN HAMLET

Several weeks ago, I wrote a paper titled Inflation that raised 
the unanswerable question of whether the incredible amount 
of monetary and fiscal stimulus currently underway is likely to 
result in renewed inflation at some point, although certainly 
not in the near term due to the incredible damage done to the 
economy by Covid-19. Specifically, I pointed out that the three 
major waves of inflation during the twentieth century were all 
associated with wars, and that the measures currently being 
implemented to counteract the economic damage are very 
similar to those that have been used in wartime. That paper 
included a chart depicting the growth in Federal Debt over the 
past fifty years as well as a brief discussion of the likely impact 
on future debt levels of the various stimulus programs that the 
government has appropriately implemented. 
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On further reflection, I believe that debt is a topic that deserves a lot 
more attention than a couple of paragraphs. Immediately prior to 
the onset of the Coronavirus crisis, consumer, corporate, and Federal 
debt were all at record levels. Given low interest rates and a healthy 
economy, these debt levels were quite manageable. However, in light 
of the current economic crisis, we will undoubtedly experience severe 
credit problems in the corporate and consumer sectors. And, while 
the Government can manage its debt over the short term because it 
controls the monetary printing press, there are very serious questions 
as to how, if ever, this debt will be repaid, whether it will spark a serious 
rise in interest rates, and whether the world will lose confidence in 
fiat money. While somewhat arcane, this is a topic that is of critical 
importance to us all; our collective financial future is at stake.

Trends in Outstanding Debt
In order to understand where we are today and the risks that we face in 
both the near and long term, we will look at the accumulation of debt 
over time in three sectors: consumers, corporations, and government. 
Given this historical perspective, we will then turn to the likely impact 
on the credit markets of the economic trauma associated with Covid-19 
and end with a few thoughts about the path forward.
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Immediately prior to the onset of the  
Coronavirus crisis, consumer, corporate, and  

Federal debt were all at record levels.



The first chart depicts outstanding debt on the part of U.S. consumers 
and you will note rapid growth until the Global Financial Crisis when 
a combination of defaults and newly found caution on the part of 
households resulted in a temporary decrease. However, beginning in 
the middle of 2013, consumer debt growth reaccelerated generating 
a 30% increase through today representing an annual growth rate of 
3.7%. Also, note that the two areas with the greatest growth rate were 
auto and student loans.

As a point of reference, the economy grew at a 2.2% annual rate during 
the same period. Fortunately, the last decade was characterized by 
moderate growth in household income and very low interest rates, so 
the burden of carrying this debt has been acceptable for most families.
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Source: New York Fed Consumer Credit Panel/Equifax

  TOTAL U.S. CONSUMER DEBT HITS LEVELS HIGHER THAN 2008
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The next chart indicates the level of corporate debt outstanding: 

There was a lull in the aftermath of the Tech Bubble in the early 2000’s 
which was followed by rapid growth beginning in mid-2006, and the 
amount of outstanding debt increased by 80% from that point through 
today. This represents a growth rate of about 6.7% during a period 
when the economy grew at a 1.7% annual rate. There are a number 
of interesting issues associated with this accumulation and some 
major controversies as well. During this period, corporations enjoyed 
record profit margins and many carried significant cash balances; 
did they really need to borrow? While debt increased by 80%, capital 
expenditures only grew 34% and R&D expenditures 56%. That raises 
the question of how the debt proceeds were used, and one answer 
is stock buybacks. In fact, more than 50% of buybacks were funded 
with debt in recent years. In the past three years alone, the companies 
in the S&P 500 spent $2 trillion on buybacks. When combined with 
dividends paid, the total distributed was $3.5 trillion which was equal 
to their net income for the period. Given low interest rates, did this 
represent savvy financial management or imprudent behavior on the 
part of corporate managements? 

There are a number of 
interesting issues associated 
with this accumulation and 
some major controversies 
as well.
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There are also a number of concerns with respect to the credit quality of corporate debt such as 
the reemergence of “covenant lite” bonds that afford the bondholder relatively few protections. 
Notably, more than 50% of the investment grade universe now carries a rating of BBB, just one 
notch above junk status. Companies that do not have enough earnings to cover their interest 
payments are known as “zombies” and their number has increased five-fold since the late 1990’s. 
The percentage of companies with negative earnings is just a couple of points below the all-time 
high which occurred in 1987, and private equity firms have been using debt at a level that slightly 
exceeds the pre-financial crisis peak. In the benign environment prior to the Covid-19 Crisis, all of 
this was again quite manageable as demonstrated by the fact that the default rate on junk bonds 
was an acceptable 3.1% at the end of 2019. Unfortunately, the current economic trauma will  
result in many financial casualties and a great deal of second-guessing and finger pointing.  As 
Warren Buffett has quipped, “it’s only when the tide goes out that you find out who has been 
swimming naked.” 

Next, let’s take a look at the government sector. This chart indicates rapid acceleration in the amount 
of outstanding debt beginning in 2000. In fact, it has quadrupled since then which represents an 
annualized growth rate of 7.3% as compared to growth in the overall economy of 2%. As was the 
case with the other two sectors, this growth has been manageable because the average interest 
rate on all U.S. Treasury securities declined from 6.25% in 2000 to 2.3% at the end of 2019. 
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One critical and sobering point is that the U.S. Government’s actual liability is much greater than the 
$23 trillion shown above because of off-balance sheet items such as unfunded pension liabilities, 
and future Social Security and Medicare benefits. They are estimated to total $120 trillion, almost 
six times the stated amount of Government debt.

The growth in debt has not been solely a U.S. phenomenon. From 1999 to 2019, global debt grew 
from just under $100 trillion to $250 trillion, a growth rate of just under 5%.

Covid-19 Stimulus Programs
To date, the Government has enacted four stimulus bills designed to aid various parts of the economy:

• March 3-$8.3 billion targeted toward health agencies, virus testing, and small business loans

• March 18-$100 billion providing tax credits for employers that offer paid sick leave and programs 
to enhance unemployment benefits

• March 27-$2 trillion (The Cares Act) directed at individuals ($560B), public health ($154B), 
state and local governments ($340B), small business ($377B), large corporations ($500B), and 
education ($44B)

• April 24-$490 billion replenishing the small business payroll fund ($331B), hospitals ($75B), 
testing ($25B), and small business loans ($60B)

All of this adds up to $2.6 trillion and the Administration and Congress have indicated that there may 
well be additional programs. Prior to the crisis, the Federal budget deficit was already forecasted at a 
little over $1 trillion, and the significant decline in tax revenue associated with collapsing individual 
and corporate income will only add to that total. Therefore, incorporating the stimulus programs, 
the budget deficit for this year is likely to be in the neighborhood of $4 trillion, an amount that will 
increase the Federal Debt level by 17% in a single year. The following chart puts this in perspective:
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Sources: Committee for a Responsible Federal Budget, Congressional Budget Office, Bloomberg data

  DEBT PROJECTION EXCEEDS ECONOMIC OUTPUT

As depicted by both lines, the level of the deficit and total debt in relation 
to the size of the economy will reach levels only previously experienced 
during the Second World War.

The Federal Reserve has also taken significant steps to aid the economy 
and ensure continuing function of financial markets. First, it cut its 
target interest rate to essentially zero on March 20th in order to ease the 
stress on troubled borrowers. Second, it has dramatically increased its 
purchases of U.S. Treasury securities, and in a new twist, also purchased 
a variety of other types of securities including lower quality corporate 
bonds, municipal bonds, and fixed income ETFs. 
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The following chart depicts the amount of assets held by the FED: 

The FED engaged in a smaller but similar program during the Great 
Financial Crisis when its bond holdings increased from just under $1 
trillion to a peak level of about $4.5 trillion. Beginning in 2017, it began 
a “normalization” program in which assets declined to $3.8 trillion, but 
that program has obviously been superceded by the Covid-19 crisis 
with the total now in excess of $6 trillion. A key point is that the FED has 
made it clear that there is no limit on its potential bond purchases, so 
it is impossible to forecast the ultimate size of its holdings.

Massive bond purchases have not been limited to the Federal Reserve as 
other central banks around the world have engaged in similar activity.  In 
fact, the Bank of Japan has gone as far as purchasing equities, primarily 
through ETFs. Its stock holdings now total $269 billion. As indicated in 
the following chart, the holdings of the world’s major central banks 
now approach $22 trillion. How far can this process go;  $30 trillion, $40 
trillion, or is there no limit? 

  TOTAL ASSETS OF THE FEDERAL RESERVE

A key point is that the  
FED has made it clear that 
there is no limit on its 
potential bond purchases ...
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A Shot in the Dark
Trying to forecast the impact of Covid-19 on the consumer and corporate 
credit markets is probably a futile exercise because there are so many 
moving parts. There is the question of the duration of the virus and its 
economic impact, the shape of the recovery, the continuing crisis in the 
energy sector, and the nature of any long-term changes in consumer 
and business behavior. On top of all of that is the uncertainty regarding 
the effectiveness of the government stimulus efforts including direct 
payments to individuals, mortgage and consumer loan forbearance 
programs, aid to corporations and municipalities, and small business 
loans. Given these caveats, here are a few very preliminary indications 
from sources such as banks and the major rating agencies.

As shown in the Consumer Debt chart, there are roughly $900 billion 
in outstanding credit card balances and an additional $1.3 trillion in 
auto loans. During the Great Financial Crisis, credit card delinquencies 
peaked at 6.8% of outstanding balances and ultimate charge-offs topped 
off at 10.5% in the fourth quarter of 2009. While it is much too early to 
forecast how severe credit issues will be this time around, one early 
data point is that several credit card issuers in China have reported that 
delinquencies have risen to 20% of outstanding balances. 
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Mortgages outstanding in the U.S total $10.3 trillion, and Moody’s 
suggests that as much as 30% of this amount could default. Undoubtedly, 
lenders will be very proactive with respect to providing grace periods, 
restructured loans, and extended maturities, so we can be somewhat 
hopeful that ultimate charge-offs will be manageable. 

Similarly, there is tremendous uncertainty with respect to the losses 
that will be sustained by banks and investors due to corporate loan 
problems. The credit markets remain open for higher quality issuers, 
many of whom have successfully tapped the markets in recent weeks 
to bolster their liquidity. But, the markets are effectively closed for 
lower quality companies, particularly in troubled industries such as 
energy producers, auto manufacturers, airlines, cruise lines, hotels, 
and restaurants. Leveraged loans total approximately $1.2 trillion and 
expectations regarding defaults over the next two years range from 
15-30% with the further assumption that ultimate recoveries might be 
limited to 50% or so.

  NEW WAVE (UP TO 30% OF HOME BORROWERS MAY NEED HELP, TOPPING LATEST CRISIS PEAK)

Source: Bloomberg and Mortgage Bankers Assn.
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Where Does The FED Go From Here?
In an attempt to “normalize” interest rates, the FED raised them eight 
times during 2017 and 2018, and Chairman Powell had indicated that 
further increases were likely. This trend eventually spooked investors 
leading to what some called the stock market “tantrum” in the fourth 
quarter of 2018 that saw a 13.5% decline in the S&P 500. The Chairman 
very publicly reversed his position in early 2019 and then followed 
through with three rate cuts during the year. This led to a strong 
recovery in the stock market that persisted right up to the onset of the 
Coronavirus. Given the obvious sensitivity of investors to interest rates 
as well as the current economic carnage, it seems likely that the FED 
will keep rates at extremely low levels for an extended period which 
has negative implications for savers, defined benefit pension funds, 
and financial services firms, among others.

As previously mentioned, the FED has indicated that it will expand its 
balance sheet as much as necessary to ensure the functioning of markets 
so there is no way to forecast how much its assets will rise from the 
current level of $6 trillion. The FED was only able to reduce its assets 
modestly following the Great Financial Crisis, so it seems likely that the 
process of normalizing its balance sheet will be very protracted this time 
as well. And, if there is a second wave of the virus or another economic 
problem, there could well be a continuation or renewal of the FED’s 
buying program.  Rather than liquidating securities, the probable course 
is for bonds to mature over time which suggests that the progress will 
be very slow. The key issue is that expanding the FED’s balance sheet is 
tantamount to printing money and that raises the specter of inflation at 
some future date. The Nobel Prize winning economist Milton Friedman 
said “inflation is always and everywhere a monetary phenomenon.”

If there is a second wave 
of the virus or another 
economic problem, 
there could well be a 
continuation or renewal of 
the FED’s buying program.
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Important notes  
and dIsclosures

This White Paper is being made 

available for educational purposes only 

and should not be used for any other 

purpose. Certain information contained 

herein concerning economic trends and 

performance is based on or derived from 

information provided by independent 

third-party sources. Diversified Trust 

Company, Inc. believes that the sources 

from which such information has 

been obtained are reliable; however, it 

cannot guarantee the accuracy of such 

information and has not independently 

verified the accuracy or completeness of 

such information or the assumptions on 

which such information is based.

Opinions expressed in these materials 

are current only as of the date appearing 

herein and are subject to change without 

notice. The information herein is 

presented for illustration and discussion 

purposes only and is not intended to be, 

nor should it be construed as, investment 

advice or an offer to sell, or a solicitation 

of an offer to buy securities of any type 

of description. Nothing in these materials 

is intended to be tax or legal advice, and 

clients are urged to consult with their 

own legal advisors in this regard.

U.S. Government Debt
As previously mentioned, Federal debt now stands at $23.2 trillion 
and we are on track to add at least $4 trillion to that sum in the current 
year. Moreover, any further stimulus programs will only add to these 
totals. Prior to the onset of the Covid-19 crisis, the annual run rate of 
our budget deficit was in excess of $1 trillion and it was projected by the 
Congressional Budget Office to grow to $1.7 trillion by 2030. So, even 
in the absence of the crisis, our debt levels would have risen steadily.

The amount of Federal debt and ongoing deficits raise a number of 
serious questions:

• Is there some maximum debt level beyond which our economy 
might experience severe problems?

• If there is some sort of debt related crisis, what form would it take 
and what would be the impact on the average American?

• Is there some mechanism by which we can begin to reduce the 
level of debt, and would it be politically feasible?

Financiers, economists, and government officials are all pondering these 
issues so it would be very presumptuous to suggest that I have many, if 
any, answers. However, I can imagine that our future might follow one 
of three possible paths:

• We “muddle” along with an ever-increasing debt load. There 
is a large pool of global savings and U.S. Treasury securities 
remain the investment of choice. So, while intermediate and long 
term interest rates may inch upward over time, the debt remains 
manageable. 

• Our politicians muster the political will to raise taxes and cut 
spending in order to change the trajectory of the budget deficit 
and debt totals. Given the pain involved, it is likely that debt would 
level out rather than decline. But, assuming continued economic 
growth, debt in relation to the size of the economy would decrease.
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• The amount of debt reaches the “tipping point” and we experience 
a debt crisis that would likely take the form of dramatically higher 
interest rates. This could occur because foreign governments and 
U.S. investors, who collectively hold roughly 41% of Treasury 
Securities, demand a higher return to compensate them for what 
they perceive as increased risk. Higher rates would in turn slow 
economic growth and place tremendous strain on the Federal 
Budget. 

Our best guess is that the “muddle through” scenario will prevail because 
of the relative attractiveness of U.S. Treasury securities as well as the 
large amount of liquidity in the world. Moreover, to the extent that 
there is a serious problem associated with the level of government 
debt, we suspect that it will be in the very distant future, so no change 
in investment strategy is required at this time.

Conclusion
The world has gorged on debt for the past twenty years. While we 
could not have predicted the Coronavirus per se, plenty of observers 
commented over the years that the level of debt rendered our economy 
vulnerable to a major shock. We are about to find out how fragile we are; 
hopefully our underlying strength and resiliency will carry the day. It is 
much too early to forecast the level of defaults and ultimate recoveries 
in the consumer and corporate debt segments but it is likely that the 
damage will be substantial. There seems to be general agreement 
that the actions taken by the Federal Reserve and U.S. Government 
were critical to prevent an outright catastrophe, but there are serious 
questions as to the long-term impact of these actions on economic 
growth, inflation, and interest rates. However, there are always lots of 
questions and concerns. During the life of our firm, we have successfully 
navigated through several financial crises, a terrorist attack, and a series 
of conflicts in the Middle East. Our job is to evaluate a wide range of 
economic, financial, political, and now health related variables and to 
adjust our clients’ investment portfolios accordingly; that is what we 
do!  So, in addition to our usual monitoring of current trends, we will 
be particularly vigilant in assessing these significant long term issues 
in order to both protect and grow client assets. I draw inspiration from 
Warren Buffet’s comment that “It’s never paid to bet against America. 
We come through things, but it’s not always a smooth ride.”


