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Everyone argues about debt and deleveraging, but the 
universal conclusion seems to be that there is too much debt 
and not enough savings. Unfortunately, this is preposterous. 
It is like saying that there are too many people having their 
hands shaken and not enough people shaking other people’s 
hands. One person’s debt is another person’s savings.

When you deposit money in a bank, you are lending money 
to the bank; your savings become its debt. The bank then 
lends that on to others, creating another level of debt and 
savings. When you buy a treasury bond you are lending to 
the government. When you buy shares in a company you 
are effectively lending money to the company (repaid in 
dividends and part ownership). Ultimately, all that money is 
used somewhere. It may not be used in your own country but 
then it could pass to another country. In the global economy, 
savings will be equal to investment. In the same way, total 
stock of financial assets will equal financial debt.

Debt is in fact a good thing in general; it allows the world 
to function the way people would like. In other words, debt 
facilitates an efficient allocation of resources. Debt allows 
you to smooth your income and purchase a home; it allows 
entrepreneurs to access capital. Debt allows governments to 
cushion the impacts of recession and invest in infrastructure; 
it allows poor countries to borrow from rich countries.

Debt becomes a problem when the underlying asset is 
mispriced, because the mispricing leads to a resource 
misallocation. Misallocation takes many forms: mortgages 
too big to be paid off, too much capital invested in 
particular sectors (such as dot-com stocks), insufficient 
savings in pension funds, ever-increasing government debt. 

When resources are misallocated an economy will grow 
more slowly or even shrink.

The US consumer has been the poster child for runaway 
debt, bingeing on mortgages and cheap consumer credit 
until the bubble burst. But households in the US have made 
big progress in deleveraging. Debt has now fallen from over 
140% of disposable income down to just over 110% (see 
chart 1). But surely the US consumer has more deleveraging 
to do, and surely this must mean slower growth. Well, just 
as importantly as the fall in the level of debt, the burden of 
servicing that debt has fallen even more dramatically. As a 
share of disposable income, interest and principal payments 
on debt have fallen from a peak of 14% of disposable 
income to a bit over 10%. Those interest rate cuts by the Fed 
are clearly having some impact. 
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Chart 1: Room service

Household debt service payments (interest and principal) as a 
percentage of disposable income 
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The universal conclusion seems to be that there is too 
much debt and not enough savings. This is preposterous 
as one person’s debt is another person’s savings and, in 
the global economy, the total stock of financial assets will 
equal financial debt. It is easy to see how the transition 
from leveraging to deleveraging led to a recession but this 
does not explain why growth has remained weaker since. 
As banks and other financial institutions work to repair their 
balance sheets, are they properly intermediating between 
savers and borrowers and facilitating an efficient allocation 
of resources?



Change can hurt
There is a common misperception that economies will not grow 
as quickly simply because they are deleveraging. The suggestion 
is that the act of paying down debt leads to slower growth. In 
short, a higher savings rate is meant to mean lower growth. 
If this is true, someone should tell China because it has both 
the highest savings rate and the highest growth rate amongst 
large economies. If anything, a high savings rate allows higher 
investment, and higher investment can support growth.

In fact, it is not the act of paying down debt in itself that slows 
you. Rather, the slowdown in growth is caused by changing 
from a path where you are leveraging up to one where you are 
deleveraging (or simply leveraging up more slowly). Consider 
the simplified example in chart 2. Suppose your income is 100, 
and remains unchanged. As long as your consumption is 100 
your debt will not be changing, and consumption growth will 
be 0%. But suppose that you decide to borrow to increase 
your consumption to 120. This is a growth in consumption 
of 20%, but you have also built up debt of 20. So shifting 
to a path of leveraging up increased consumption. Then 
suppose that you continue to spend 120 in the following years. 
Consumption growth is now 0% because consumption is 
unchanged, but your debt is still rising by 20 every year. Being 
on the leveraging path does not increase consumption growth.

Eventually you decide that your debt is too high, so you cut 
your spending back to match your income. This leads to 

consumption falling by 17%. Shifting to a stable path has 
resulted in negative consumption growth, but debt is not 
falling. To get debt down you need to cut consumption to 
below your income. Consumption declines by 20%, but now 
debt is falling. Switching to deleveraging does indeed hurt 
growth. If you continue with your spending at the same level, 
debt will continue to fall but of course consumption growth 
is zero. Once you have transitioned to a deleveraging path 
you do not get the same effects on consumption growth.

It is easy to see how the transition from leveraging to 
deleveraging could lead to a recession, as happened in 2008-
2009. But this does not explain why growth has remained 
weaker since then. Part of the answer no doubt is uncertainty 
amongst business that has suppressed investment, but a large 
part of the answer has to be the problems in the financial 
system. The purpose of the financial system is to channel 
money from savers to borrowers – in other words to create 
debt and thereby allocate resources. When debt levels were 
high and much of that debt was mispriced, balance sheets 
within the financial system became impaired. As banks and 
other financial institutions work to repair those balance sheets 
they will not be properly intermediating between savers and 
borrowers, so resources are not being properly allocated. 
Luckily for the US, its banks are much further along in repairing 
their balance sheets. Combine that with a much improved 
household balance sheet and you get a strong foundation for 
growth. It is a shame that Europe cannot say the same.
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Chart 2: Path-logical

Illustrative example of interaction between consumption growth and leveraging or deleveraging 
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