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“It is incumbent on every generation to pay its own debts as it goes. A principle, which if acted 
on, would save one half the wars of the world.” 

Thomas Jefferson, 1820 

 

With all the gyrations on the political front and the financial media’s obsession about the 
strength and duration of the current “recovery,” the debt issue still lurks in the background – 
largely unaddressed.  At some point, absent any political developments, global investors will 
refocus on the U.S. debt issue. Until that time, the overhang of debt and the attendant policy 
responses it brings will continue to have major implications. 

From an investment standpoint, the size of the debt doesn’t mean one should be particularly 
optimistic or pessimistic – it just needs to be factored into scenario planning and brought into 
consideration when evaluating the risk-reward merits of any particular investment. It is important 
to know that the current level of debt is unsustainable and it will be reduced somehow, some way 
at some time. The challenge will be building agreement on a debt reduction strategy in the 
political sphere.  

Until real solutions are embraced regarding the debt issue, band-aids will continue to be applied 
through political bickering, lip service and wishful thinking. However, to reduce total debt in the 
United States means ripping off the band-aid and applying tough medicine through a 
combination of fiscal austerity (lower spending and higher taxes), default/ restructure (on non-
tradable liabilities such as Social Security and Medicare, which will come in the form of reduced 
benefits) and inflation from money printing. What combination of these three it will be is almost 
impossible to predict.  

From a macro standpoint, the structure of Wall Street itself also has far-reaching implications to 
be considered when building investment portfolios. Oligopolistic financial institutions that are 
too interconnected to fail (and have obscene amounts of influence in the U.S. Congress) will 
likely lobby heavily for policies that protect the oligopoly and its various interests.1 The 
oligopoly needs, and will likely continue to receive cheap credit from the Federal Reserve.  

Prior to November’s much-telegraphed announcement that the Fed would be buying $600 billion 
of Treasury securities, big bank proprietary trading desks and hedge funds had already front-run 
the trade (bought Treasurys), thereby forcing the Fed to buy bonds at peak prices and pulling off 
another massive transfer of wealth from taxpayers to themselves. Now that the QE 2.0 
announcement has been made, many traders are unwinding those purchases by selling bonds, and 
                                                           
1 For more on this, see “A Secretive Banking Elite Rules Trading in Derivatives”, published in the December 11th 
edition of the New York Times. 
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Because no aggregate deleveraging has taken place, the Fed will find it almost impossible to 
tighten monetary policy for a long period of time. Moreover, with the U.S. government now 
being the big issuer of debt, politicians get to decide how to allocate the proceeds. This is not to 
imply that the private sector does a better job of allocating capital – especially when there are 
perverse incentives involved such as obscene compensation levels, short-term payoffs with no 
downside sharing, and implicit government guarantees if things go badly – but it’s not hard to 
imagine capital in the hands of the politicians ending painfully. 

As investors obsess over next year’s earnings or what the retail sales numbers look like as we 
approach Christmas, other more important developments are at work. The reality is that retail 
sales, no matter what they are, have very little meaning for future investment returns or portfolio 
strategy. The fact that the strength of the U.S. economy continues to be measured by Americans’ 
penchant to consume, and that there continues to be very little serious discussion about debt 
ratios is concerning. It continues to boggle our minds that the financial press fixates on Apple, 
Netflix, Google and Amazon and not on the excessive leverage – both public and private – still 
in our system. In the end, it is debt monetization itself that will likely continue to provide a 
massive transfer of wealth to the emerging markets (see below) and a relative decline in the 
dollar and euro vs. emerging-market currencies. 

 

For a long time, we’ve been writing about the structural problems in the U.S. – excessive 
consumption, excessive speculation, excessive debt, insolvent banks, etc.–and how at this point 
the Fed feels it has little choice but to print money. These are indeed big factors and they need to 
be addressed realistically. 

As is always the case, developments within the political environment and perceptions within the 
financial markets will change on a day-to-day basis. However, the size of the nation’s debt and 
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the policy action that it brings (and what it means for investments) will not change for the 
foreseeable future.  

But from a big-picture standpoint, the major drivers of future investment returns will be how the 
debt issue is addressed and how we cope with declining demography. It is incumbent on us to 
help our clients preserve their net worth as this process unfolds and position their investments in 
issues that benefit from and avoid the risks associated with big trends. While we can’t make 
portfolios deliver returns in a linear fashion, we can make what we think will be high quality 
decisions, where time is on our side, and where clients are protected from policy decisions that, 
while popular, make generating real returns difficult. 

 

Past performance may not be indicative of future results. Different types of investments involve varying degrees of risk, and there can be no 
assurance that any specific investment will be suitable for an existing or prospective client’s investment portfolio. Therefore, no existing or 
prospective client should assume that future performance of any specific investment or investment strategy (including the investments or 
investment strategies recommended herein) will be profitable or equal any historical performance levels. Certain portions of our newsletter may 
contain discussions of recommendations as of a specific prior date. Due to various factors, including changing market conditions, such 
discussions may no longer be reflective of current positions or recommendations. Information included herein should not be construed as the 
receipt of, or a substitute for, personalized individual advice. A copy of our current written disclosure statement discussing our business 
operations, services, and fees is available upon written request. 

 


