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Chapter 1

The Mother of All Debt Crises

I have lived through, studied, and tried to solve debt crises over four decades, both as an academic and at pivotal times as a policy maker in the US government. Some crises were confined to a single region. Others swept the globe. Some left few traces. Others devastated entire economic sectors and upended millions of lives. No one should pretend to have all the answers to such a complex problem as managing economic policy, but I’ve learned this much: experience is a poor teacher. We keep making the same stubborn mistakes. Time and again, enthusiasm and easy money policies inflate bubbles; time and again, they burst. The Looney Tunes Road Runner could sniff out dynamite in gift wrapping. Why can’t we? Whether packaging or human nature is to blame, the worst debt crisis of my lifetime lies right ahead of us, as if we have forgotten every single one of its predecessors.

One country that should reckon with the lessons of the past is Argentina. In 2020, the Argentine government defaulted on its debt for the fourth time since 1980 and the ninth time in its history. In August 2020 the country’s finance ministry announced an agreement with weary creditors. They extended maturities on the debt and slashed interest payments with hours to go before South America’s third-largest economy was prepared to terminate negotiations.

Hope springs eternal in countries that try to avert financial catastrophe. “May we never again enter this labyrinth [of indebtedness], please,” Argentine president Alberto Fernandez declared at the time. Promising that Argentine debt will shrink by half over the next decade, the president signaled that the government would do what it takes to keep a beleaguered economy viable. He thanked regional governors and members of congress who were at his side; he thanked Pope Francis and the leaders of Mexico, Germany, France, Spain, and Italy. As the Financial Times reported, he stated, “None of this was easy, but if there’s something Argentines know how to do, it is to pick ourselves up when we fall.”1

It was the kind of true-grit statement that political leaders love to make in the face of adversity. But Argentina—and the world—is far from passing the current crisis. The country continues to labor under about $300 billion in public debt, nearly equal to its entire economic output in 2020. And inflation was ravaging the country during and after the COVID-19 crisis with the inflation rate for 2022 expected to be over 50 percent.

Increasingly, the entire world resembles Argentina. Public debt owed by governments, on top of private debt owed by corporations, financial institutions, and households, was soaring out of control before the gigantic tab for the COVID-19 pandemic response came due. In the United States, the $1.9 trillion COVID-19 relief package passed in 2021, plus two huge stimulus measures passed during the Trump presidency, added $4.5 trillion to its public debt since 2019. That “would represent the boldest act of macroeconomic stabilization policy in US history,” former treasury secretary Lawrence Summers warned in early 2021 in a Washington Post op-ed, where he correctly expressed concerns that such a large, excessive stimulus would overheat the economy and cause high inflation.2 And then the Biden administration promptly planned another $3 to $4 trillion of infrastructure and social spending that would be only partly financed by higher taxes. Luckily only a portion of such a large-scale additional spending was passed.

Responses to COVID-19 wrenched loose any semblance of debt restraint, regardless of which party or coalition was in power. Europe is barely coping. “Those [European] debts are surging to levels not seen since World War II,” the New York Times reported in February 2021.3 In many European countries, debt is growing so fast that it is vastly outpacing the size of national economies.

Based on data from the Institute of International Finance, global debt—private and public—by the end of 2021 was well over 350 percent of global GDP, and it has been climbing fast for decades (from 220 percent of GDP in 1999) and spiking after the COVID-19 crisis.4 The ratio has never before come close to this level in advanced economies or emerging markets. US debt is right on pace with the global average. Current US private and public debt-to-GDP ratio is much higher than the peak debt during the Great Depression, and more than twice the level when the United States emerged from World War II and entered a period of robust growth.

This steep trend prompted a blunt warning by the Institute of International Finance, which tracks global debt. “If the global debt pile continues to grow at the average pace of the last 15 years, our back-of-the-envelope estimates suggest that global debt could exceed $360 trillion by 2030—over $85 trillion higher than current levels.”5 That would bump the global debt ratio to more than four times global output, a level that would smother economic growth under the massive costs of debt service.

A habitable, progressive world requires levels of debt that countries can repay without stifling growth. A government has a healthy level of debt when it can run it up in recessions (to spur growth and end the recession) and pay it back in recoveries. A government has an unhealthy level of debt when it has no realistic chance of paying it back. When that happens and a debt crisis hits, countries, regions, and even the entire world may face recessions that throw economies into reverse. When the debt bills come due, governments have no good options. The kinds of harsh remedies available—devaluing currencies and cutting off the social safety net, for example—often lead to all manner of unintended consequences, including market crashes, authoritarian populism, and even the quiet sale of missile and nuclear technologies to the highest rogue bidders.6

“The pace of global debt accumulation has been unprecedented since 2016,” the Institute of International Finance warned in a November 2020 Weekly Insight report entitled “More Debt, More Trouble.” In other words, this crisis was already coming. The pandemic only accelerated it.7

Although debt ratios are higher in advanced economies, emerging markets get into trouble much faster. Argentina is not even a highly indebted country overall, by emerging market standards. Its private debt is only about one-third of GDP, which is comparatively healthy. But as the record shows, debt denominated in foreign currency crippled its ability to service and repay international loans. Argentina had pegged its peso to the US dollar, and when its economy went south in 2001 while the US economy remained strong, its currency crashed. That put inordinate pressure on its ability to repay its loans in foreign currency. And a new debt crisis is now looming. In advanced economies, meanwhile, the levels of debt are extraordinary, already at 420 percent of GDP and rising. The coming tsunami will not spare China, where credit-fueled economic growth has built a Himalayan mountain of debt, about 330 percent of GDP.

True, we have survived financial bubbles and economic dislocations for decades and centuries. As I stated, I have witnessed multiple debt crises over the past forty years, and in each case the country or region has eventually recovered. But readers who suppose that crises come and go—with scarring at worst—are mistaken this time. We have crossed into new territory. With global income growth flagging, countries, corporations, banks, and households owe more than they can repay in most foreseeable scenarios. Debt that was manageable when interest rates were zero or negative will become unsustainable as central banks now have to sharply raise their policy rates to fight inflation. This time, we are racing toward an inflection point that will alter life for lenders and borrowers whether public or private, prudent or profligate. The Mother of All Debt Crises may take place sometime during the current or next decade.

The current dilemma evokes déjà vu. Back in the spring of 2006, the US real estate sector went on a binge. Homes were selling like hotcakes to any borrower whose breath could fog a mirror. Never mind if their assets or incomes made them unqualified to pay the mortgage. Houses found buyers on the expectation that rising prices would bail out borrowers who spent more than they could afford. It looked like a bubble to me, and I said so.

In Las Vegas that year I attended a conference on mortgage securitization. The toxic and reckless subprime mortgages were plain to see. My own research showed that cheap debt and lax credit requirements were funneling money into a real estate bubble. Afterward I rented a car and set out to visit Death Valley, a below-sea-level lunar-like landscape where gold miners used to die by the scores in scorching summer heat while digging for the shiny precious metal. On the way I discovered a man-made death valley that sharpened my concerns about debt.

The road out of Las Vegas cut smack through a brand-new community. House after brand-new house sat empty in vast lots. Not a soul lived in them. No lights were to be seen. No cars. No families. The “community” was a graveyard instead of the town the developers must have imagined. Reckless greed had produced that housing bubble: the same motive that in Von Stroheim’s classic film Greed leads two protagonists to beat each other to death in the Death Valley desert.

Despite clear evidence of a real estate bubble putting borrowers and lenders at risk, so-called experts dismissed fears. I pounded the same drum a few months later in a keynote address to economists at an event hosted by the International Monetary Fund (IMF).

Upticks in the cost of oil and some softening in home prices were visible but not yet too dramatic. I warned nevertheless that a huge financial crisis lurked on the other side of a real estate bubble. It would end in home mortgage defaults wiping out lenders and investors who had flocked to securities that bundled risky mortgages. While most experts relied on top-notch bond ratings from rating agencies mired in conflicts of interest, I predicted losses in the hundreds of billions of dollars for hedge funds, investment banks, commercial banks, vital financial institutions, and gobsmacked homeowners.

I stepped off the stage to tepid applause. The panel’s moderator said aloud, “I think perhaps we need a stiff drink.” That drew a laugh from a skeptical audience. The speaker after me noted that my predictions did not use mathematical models. He rejected my analysis as mere hunches of a perennial pessimist.

In February 2007 I stressed my concern again, on a panel on the global outlook at the annual World Economic Forum in Davos, Switzerland. Denial was still powerful. US Federal Reserve chairman Ben Bernanke had declared that a housing correction was due, but he ruled out any dire spillover effects. He foresaw no financial crisis, much less a systemic threat to the banking system. I respectfully disagreed, warning instead that we should brace for a bumpy ride and a global—not just US—financial crisis. I changed few minds so far as I could tell. Instead, I gave my critics more ammunition to call me Dr. Doom, a moniker that ignores my outspoken faith in progressive and inclusive capitalism when sound judgment, good policies, and moral principles prevail.

My reception affirmed that even the prominent experts at Davos may not see trouble before it’s too late. It’s a classic bias in human thinking: most of us never want to imagine the worst. We are optimists by nature. Personally, I find the zeitgeist at Davos every year to be a contrarian indicator of the future. If everyone in the Davos set believes something will happen—good or bad, as it may be—they are highly likely to be wrong.

Consensus groupthink often rules among the world’s elites. The same event gave me another chance to voice my contrarian perspective. My second Davos presentation probed the future of the European monetary union with an eye to the risks ahead. My fellow panelists Jean Claude Trichet, who headed the European Central Bank at the time, and the Italian finance minister, Giulio Tremonti, expressed confidence in a sound and sustainable monetary union. My assessment was far less sanguine. I underscored the extreme danger of excessive debt and loss of competitiveness of some members of the union that could splinter the eurozone.

If low growth with large trade and fiscal deficits continued, I warned, Italy, Greece, Spain, and Portugal would face a crippling debt crisis by the end of the decade. My remarks visibly agitated the Italian finance minister. Introduced as someone who would share the American perspective, I reminded the audience that I was born in Turkey and grew up in Milan, Italy. So there I was telling Italy’s finance minister that my adopted country would, over time, be in grave danger of financial collapse. Before I finished he could stand it no longer. “Roubini,” he shouted, “go back to Turkey!” News reports called the outburst “Tremonti’s Temper Tantrum.”

Three years later, Greece was bankrupt and the other PIIGS (Portugal, Italy, Ireland, Greece, Spain) were in a severe financial crisis. And it took yet two more years before Greece embraced tough deficit restrictions. At that point, Greece restructured and reduced its public debt while also receiving a 200-billion-euro bailout package from the European Commission, the European Central Bank (ECB), and the IMF, dubbed the Troika.

Greece barely survived that crisis—but it was only a prelude. Italy owed ten times more public debt, making it too big to fail and too big to rescue. The eurozone might be able to survive without Greece. But losing Italy, Europe’s third largest economy, would put an end to the dreams of eurozone planners.

Earlier in 2007–8, the Great Financial Crisis had erupted in the United States, this time driven by profligate consumer debt. Homeowners defaulted, banks shuddered and failed, stock markets collapsed, assets vanished, lenders balked, companies closed, and jobs vanished. Central bankers huddled with treasury officials and bank industry executives to stop the bloodshed.

No one enjoys seeing vast dislocation and the pain it causes. I did not welcome the vindication of my doom saying. The economist who invited me to speak to the IMF said that in 2006 I sounded like a madman. When I returned to speak again two years later, with housing prices in free fall across the United States and mortgage providers in peril, he said I was greeted as a prophet.

After so much upheaval and prodigious finger wagging you’d think we’d have mended our loose ways. But debt is too seductive.

Countries, corporations, and households all borrow, either to invest or to consume. Investment into new public or private capital pays for things that last long into the future. Using public debt, countries invest in ports, roads, bridges, and other infrastructure. In the private sector, corporations invest in the machinery, software, and computers to produce more goods and services. Households borrow to invest in homes or in education. Borrowing to invest can make good sense as long as the return on the investment is higher than the cost of financing it. Borrowing to consume, on the other hand, uses debt to plug recurring bills or deficits that operating income should cover.

Experience teaches prudent public and private borrowers a golden rule: borrow to invest, not to consume. In principle, borrowing to consume is riskier than borrowing to invest. When loans persistently cover stagnating salaries, budget deficits, discretionary items, or vacation expenses, borrowers are starting down a rough and slippery road that may lead to bankruptcy.

But overborrowing to pay for overpriced assets also imposes hefty risk. Nothing produces frothy asset bubbles faster than cheap debt pouring into the marketplace. If, for example, a hasty borrower spends billions on a fiber-optic network when prices are spiking, officials might convince themselves that they are investing in the future. Unless foreseeable revenue can service the debt, however, those investments may hurt companies or even put them out of business. As many learned after fiber-optics first appeared, investing in bloated assets with excessive leverage and cheap money leads to asset booms and bubbles, with busts and crashes close behind.

A boom-and-bust pattern has been well chronicled since the publication of Extraordinary Popular Delusions and the Madness of Crowds in 1841. In it, Scottish author Charles Mackay probed the human tendency to run amok in pursuit of quick profits, dating back to a mania for tulip bulbs as expensive as houses in seventeenth-century Holland.

Debt and financial crises erupt not only in emerging economies that are fragile. The financial history of recent decades is littered with economic and financial crises in advanced economies, too. When poor judgment sweeps investors, debt acts like a steroid.

We always embark with noble intentions. When the Nixon administration severed the US dollar from the price of gold in 1971, allowing the dollar to float as a currency based on market demand, it eased the financing of larger fiscal and trade deficits fed by the Vietnam War. The gold-exchange standard had been designed after World War II to safeguard global monetary stability. Nixon’s decision had short-term benefits, but longer-term risks. The five decades since then have seen paralyzing vicissitudes in advanced economies (let alone emerging markets): stagflation in the seventies; a US real estate bust leading to a savings and loan banking crisis in the eighties; a Scandinavian banking crisis in the early nineties; a European Exchange-Rate Mechanism currency crisis in 1992; the Japanese great stagnation and deflation since the nineties after the collapse of its real estate bubble; the collapse of Long-Term Capital Management (LTCM) despite two Nobel laureates at its helm in 1998; the internet boom and subsequent bust and corporate defaults of the early 2000s; the housing and credit boom-and-bust leading to the Global Financial Crisis beginning in 2007; the eurozone crisis of the early 2010s; and of course the COVID-19 crisis of 2020. Each cycle resulted in more public and private debts.

I had my first exposure to a world-class debt disruption while working for the International Monetary Fund in 1984, my first summer internship in Washington, DC, while doing my PhD at Harvard. Excessive debt was smothering Latin American countries that had invested vast sums to modernize infrastructure and increase government spending during an oil boom. In New York and London, the Broadway musical Evita, loosely based on the second wife of Argentine dictator Juan Peron, was playing to sold-out audiences. In the real world, once again, Argentina would play a featured role in a debt crisis. The Latin American debt crisis exploded in 1982 but its seeds were in overborrowing by the region’s governments in the 1970s.

In that decade oil prices spiked, given two geopolitically induced oil shocks in 1973 and 1979. Also, experts saw no end to rising global oil demand. Because commodity-based Latin American currencies looked risky to foreign investors, oil-rich countries (and even some in Latin America with limited energy exports) ran up steep sovereign debt tabs—to finance sharply rising government spending and investment—by borrowing in the world’s safest currency, the US dollar. A bond or loan repaid in pesos might lose value overnight versus a benchmark because of depreciation and inflation. One dollar today, on the other hand, is worth one dollar tomorrow. When oil fetched hefty prices, everyone prospered. Until 1980 ample oil revenues surpassed the rising cost of mounting debt tied to a floating rate benchmark. In a friendly climate, creditors and borrowers had their cake and ate it too.

But in 1980, interest rates reached nosebleed double-digit levels, a strategy that Paul Volcker—the Chair of the Federal Reserve—deployed to fight inflation driven by soaring oil prices. Ballooning debt service on foreign loans started to outstrip export revenues. The need to service foreign debt in dollars drained the dollar reserves in these emerging markets. In urgent need of more US currency to keep foreign creditors at bay, Argentina, Mexico, Brazil, and other Latin American oil producers scrambled for solutions, including more debt and borrowing.

When oil prices collapsed in 1982—as the United States was in a deep recession—the game ended. Oil economies stalled, deficits mounted among OPEC nations, and choking debts festered. Treasury departments around the world, but especially in Latin America, strained to find dollars to meet interest payments. Dollar interest rates spiked. When principal amounts came due, countries without cash or access to fresh capital lacked options. Defaults multiplied. Lenders took huge hits. Global debt markets faltered. The International Monetary Fund, an institution created to resolve crises, stepped in with emergency loans. This was a debt crisis that pales next to the 2008 Great Recession and to the megathreat we currently face, yet it was highly damaging in Latin America.

Growth stalled throughout the region for a decade in the 1980s, the “lost decade” of growth for Latin America. Hyperinflation, when inflation climbs at double-digit rates each month, flared in Argentina. Relative stability did not resume until the 1990s, when creditors swapped bank loans for new bonds with lower face amounts or lower interest payments.

In fits and starts Latin American countries made peace with lenders. Then, after a short breather and a currency crisis in Mexico in 1994–95, East Asia demonstrated a new and different form of debt crisis in 1997–98. Four previously healthy and successful economies in Asia were going belly up. Most analysts were surprised because the typical emerging market crises were in the Latin American mold: a surge in public foreign debt followed by collapsing demand for a crucial commodity.

In East Asia, budget deficits and public debt were very low. Sovereign debt was well managed. They appeared to be doing things right! These economies featured high savings and prudent fiscal authorities. Dubbed the Asian Tigers, South Korea, Malaysia, Indonesia, and Thailand were touted as models of economic transformation. They nurtured a cadre of dynamic companies with global reach—but as it turned out, those companies were fueling their own growth with massive levels of debt, often in foreign currency. Private debt can be just as destructive, if not more so, than public debt.

At the time, I was trying to track both private and public debt levels. At Yale University where I was a faculty member, I built a website that tracked news and furnished analysis for thousands of academics, firms, and investors. The governments in East Asia were not profligate borrowers, as everyone could see. But corporate borrowers, real estate developers, and banks, egged on by growth-obsessed government agendas, compelled healthy companies or real estate firms to take on excessive risk, at times by absorbing companies shuddering toward failure.

To finance expansion, the private sector tapped foreign lenders. Borrowers in emerging markets saddled themselves with overvalued assets, much of them in real estate and the corporate sector. These volatile assets produced revenue in local currencies but required payment, rain or shine, in dollars and Japanese yen. The currency mismatch between dollars and yen, on the one hand, and (for example) the Thai baht, doomed those speculative investments. The fallout soon engulfed not just the Asian Tigers but banks and investors worldwide.

Under pressure to boost export revenues as their trade deficits surged, the Asian Tigers were forced to let their overvalued local currencies depreciate sharply, a practice that lowers the prices of exports to make them more competitive. This launched a race to the bottom: it took more and more local currency to pay lenders in dollars and yen. The real cost of foreign debt skyrocketed far beyond stated interest rates. Borrowers went bankrupt and took lenders with them. Shortfalls in the private sector spilled over into the public sector when countries emptied their pockets to offset lost taxes and bail out corporates and banks amid rising deficits.

While following the East Asian crisis in 1998, I received an email from Janet Yellen, who chaired the White House Council of Economic Advisers during the Clinton administration. She invited me to fill a job opening on the council.

I welcomed the opportunity to help develop policy aimed at restoring and reinforcing global economic stability. I spent the next two and a half years in Washington, first at the council with chair Yellen and then at the Treasury Department. I advised Treasury under secretary Tim Geithner and secretary Larry Summers on dealing with successive financial crises rooted in profligate debt. We watched crises rattle Russia, Pakistan, Brazil, Argentina, Ecuador, Turkey, and Uruguay, and even advanced economies, when Long-Term Capital Management, the biggest US hedge fund, went belly-up in 1998 after the Russian economy suffered its first post-Soviet recession. It was quite an education.

Once again, I found myself following events in Argentina. By 1991, Argentina pegged its exchange rate at one Argentine peso to one US dollar. Lenders relaxed their concerns and reopened foreign loan desks because they had confidence that the peso would be stable. Argentina wasted no time—it began to accumulate public debt. While working at the White House and Treasury from 1998 to 2000, I devoted many hours to evaluating Argentina’s predicament. Exhausting debates centered on the advisability of a bailout or letting Argentina go bankrupt. Seeing no other solution, I lobbied for devaluation, default, and restructuring, the path Argentina eventually took in 2001.

I don’t blame Argentina alone for its disastrous economic policies. Lenders were complicit when a string of negative external shocks hit the country. Emerging markets often get in trouble when the Fed hikes interest rates rapidly, or the price of exported commodities falls sharply—or both. In international courtrooms I testified for a decade to help Argentina fend off aggressive lawsuits by vulture investors after the default in 2001.

When they mobilize to fix problems, government policy makers often lay the groundwork for future crises. Economists single out “moral hazard”—shorthand for economic bailouts that induce borrowers and investors to throw caution to the wind. Why worry about risk if someone else will shoulder your losses? Policy decisions have many unintended consequences, not least the subprime mortgage imbroglio that turned into the Global Financial Crisis of 2008.

During the savings and loan crisis of the 1980s, when speculative real estate loans caused innumerable small financial institutions to go belly-up, regulators formed the Resolution Trust Corporation, which bundled risky assets for sale to investors with sturdy risk appetites. Savvy buyers saw high returns on risky real lending and snapped up fire-sale bargains. A subprime industry took off. Creative minds on Wall Street started turning sows’ ears into silk purses. With the hasty blessing of debt rating agencies paid by debt issuers, risk appeared to vanish. This pattern set the table for home buyers to go hog wild in the following decade, goaded by lenders with few standards and no scruples.

Fast forward to today. The COVID-19 crisis initially led to the worst global recession since World War II. The pandemic rocked a global economy already burdened with enormous amounts of private and public debt. In advanced economies the response featured unconventional monetary, fiscal, and credit easing under the presumption that a cash infusion could get most households and firms to the other side of an income or revenue shortfall. In formal economic terms, these borrowers were illiquid but solvent.

Expecting the pandemic to recede once vaccinations could begin, governments injected vast sums to help illiquid businesses keep their lights on. Nevertheless, there were casualties. Many companies, small and large, suffered. In the process, public and private debts mounted. The solution demanded still more increases in private and public debt, facilitated by central banks printing money (“quantitative easing” and “credit easing”) at a faster pace than during the crisis of 2008.

The poorest developing countries lacked capacity for aggressive fiscal and monetary stimulus. Overwhelmed creditors applied financial triage that separated insolvent borrowers likely to fail from illiquid borrowers poised to survive with minimal assistance. The latter group needed urgent help to keep going. Absent resources to provide broad assistance, emerging markets and poorer developing economies suffered “pandemic depressions” that froze formal economic activity. Global lenders felt the pinch. Indeed, 60 percent of low-income economies still have significant debt vulnerabilities. And according to the United Nations up to seventy poor developing economies may face default in the next few years given the confluences of the calamities that are currently hitting them.8

Some governments and international agencies let the poorer countries suspend debt service. Private creditors generally pushed back against calls to lower their claims. Competing proposals increased the lending capacity of the IMF and other global multilateral official lenders to provide subsidized loans to fragile economies at high risk of a debt crisis. Vulnerable emerging and developing economies remained fragile into 2021 and 2022 even after global economic growth recovered from the severe COVID-19 induced recession. Many of these countries did not have developed health care systems and lacked access to cheap vaccines. Without enough credibility in financial markets to loosen their monetary and fiscal policies, their high debt levels mushroomed as a share of GDP as their incomes sank.

In 2022 a spike in energy, commodity, and food prices hit emerging and developing economies that were not commodity exporters. The specter of food shortages, hunger, and even famines loomed for dozens of millions of poor people in fragile developing economies. The risk of outright default spiked, starting with Chad, Ethiopia, Sri Lanka, Somalia, and Zambia. As World Bank president David Malpass warned in April 2022: “Developing countries are facing multiple overlapping crises, including the pandemic, rising inflation, Russia’s invasion of Ukraine, large macroeconomic imbalances, and energy and food supply shortages. These are causing massive reversals in poverty reduction, education, health, and gender equality.”9

Advanced economies with ample resources have let risk run amok. A new alarm bell sounded in 2021 when self-styled investors took on debt to buy shares of GameStop, a brick-and-mortar video game retailer undermined by online game delivery. Using leverage provided by an online stock trading service, they bid up stock prices far beyond levels that earnings could justify. The motive: beat short sellers whose strategy counted on GameStop’s demise.

This was a boom-bust-crash scenario in miniature. A debt bubble fueled an unsustainable asset bubble. When GameStop and other shares returned to earth, small investors suffered massively. Indeed, many meme stocks—shares of a company that gained a cult-like following through social media—lost over 70 percent of their value in 2022 from their 2021 bubble valuations. A similar boom-and-bust cycle occurred in 2021-22 for cryptocurrencies, another asset class with no intrinsic value and whose bubble was driven by the FOMO (Fear of Missing Out) frenzy of retail speculators. Many experts brushed off these episodes as a fleeting departure from rational judgment. But can we overlook the fact that the US government had just sent checks to millions of adult Americans? Is this how some of them spent the money? Millions were day trading and gambling their little savings in meme stocks or crypto assets with no fundamental value. It did not help them and did not help the economy as policy makers had intended. Their money just vanished into thin air, leaving behind debts and a commemorative sweatshirt with an image of the Fed chair as a Christ figure ringed in a halo of golden light, as the Times reported. “In place of the Bible, the gospel he holds declares, ‘Recession canceled, stocks only go up.’”10

Democratizing finance by easing access and lowering cost of credit opens floodgates that seldom get the scrutiny they deserve. In the early 2000s, consumers raced to buy homes with cheap debt. Detailed postmortems fill the six-hundred-page Financial Crisis Inquiry Report and many more accounts. Now thanks to low rates and trading apps that resemble video games, uninformed investors have new reasons and new ways to borrow. They are touting stocks out of touch with fundamental value and cryptocurrencies with no intrinsic value. And like home mortgages requiring only a signature, the new invitation to disaster lures people with low income, scarce assets, unsatisfying jobs, and limited skills. Stranger still, politicians on the far left and on the far right have united to give starry-eyed borrowers more rope to hang themselves.

How might the Mother of All Debt Crises play out in the coming decade? Much as the world has changed over the last century, the past furnishes a chilling window on the future.

As Europe labored to repay debts incurred by World War I, the Spanish flu of 1918 killed more than 100 million people, pummeling economic output. Nevertheless, euphoria followed in the shape of the Roaring Twenties, a time of great economic, financial, and technological innovation, including the first televisions, radios, phonographs, talking movies, vacuum cleaners, mass-produced automobiles, and electric traffic signals. A rising stock market overshadowed signs of financial bubbles, excessive credit, and debt accumulation. As we all know, it ended badly. Misguided policies after the Crash of 1929 led to the Great Depression of the 1930s.

History may not repeat itself—but it often rhymes. Signs abound of another Roaring Twenties. Massive monetary, fiscal, and credit stimulus is feeding financial asset bubbles in global markets. The real economy that produces goods and services is poised to boom for a while, fed by debt arising from low interest rates, ample credit, and enormous economic stimulus by governments.

The party will go on until reckless speculation becomes unsustainable, ending with the inevitable collapse in bullish sentiment, a phenomenon called a Minsky moment, named for economist Hyman Minsky. It’s what happens when market watchers suddenly begin to wake up and worry about irrational exuberance. Once their sentiment changes, a crash is inevitable as an asset and credit bubble and boom goes into a bust.

Booms and bubbles always precede busts and crashes, but the scale this time far exceeds all precursors. Advanced economies and emerging markets are burdened with more debt than ever. Potential growth is low in advanced economies, and the recovery from the COVID-19 recession has been bumpy and will slow further over time. Policy makers have tapped every resource in monetary and fiscal arsenals. Little dry powder remains. The next act in this economic drama will not resemble others.

No one can predict what exactly will trigger the next shock even if the bear market in many equity markets in the first half of 2022 signaled that the latest asset bubble was nearing an end. There are plenty of candidates: a massive market bubble bursting as in 1929; a surge in inflation forcing central banks to tighten monetary policy in a draconian way, leading to an unsustainable rise in interest rates; pandemics worse than COVID-19 as zoonotic diseases transmitted from animals to humans become more frequent and virulent; a corporate debt crisis stemming from a credit crunch as interest rates rise; a new housing bubble and then bust clobbering homeowners and lenders; a geopolitical shock like the war between Russia and Ukraine in 2022 escalating and becoming more severe, leading to further spikes in commodity prices and inflation; other geopolitical risks; and the rising risk of another global recession triggered by the confluence of the above risks. Alternatively, we might see a return to protectionism or a decoupling between the United States and China as the two countries careen toward a geopolitical collision. Italy could eventually go bankrupt and start the collapse of the eurozone. Populists seizing power might mismanage their economies with nationalistic policies and piling on more unsustainable debts. Global climate change might furnish the tipping point when regions of the earth become uninhabitable.

When one or multiple shocks trigger a severe recession and financial crisis, the traditional responses that used to mitigate them will not be available. Absent a backstop, bankruptcies of highly leveraged households, corporate firms, banks, and other financial institutions will sweep away savings and other assets, leaving only debts. Assumptions about wealth will crumble. What we owe, not what we own, will govern our status.

Governments under stress will be less able to service debts as interest rates now rise. Central banks will need to decide whether to allow governments to go bust or instead wipe out debts with a bout of high inflation, a form of default on the debt. We may see this impact first in the eurozone, where member countries do not have their own central banks to fend off local monetary crises.

Emerging markets with high debt and weak currencies face crushing consequences. When exports fail to generate enough income to pay foreign creditors, local currencies will weaken or collapse. If this free fall causes domestic inflation to spike as economies shrink and currencies are debased, we can expect an economic tar pit that hedge fund luminary Ray Dalio calls “inflationary depression.” Instead of exporting goods or commodities, struggling emerging markets will export citizens hoping for better lives elsewhere.

Even China is vulnerable to a string of global defaults. In recent decades rapid Chinese growth had kept its massive public and private debt sustainable. But the recent slowdown in growth and excesses of private debt—as in the real estate sector burdened with overleverage and overcapacity—have already led to stresses as some large real estate firms are on the verge of default and bankruptcy. But a severe worldwide recession would shrink China’s export markets and trigger protectionism against goods from China, precipitating a recession and a debt crisis as problematic as anywhere else.

This contagion will travel across borders from sector to sector. Monetary policies and fiscal stimuli enacted since the Great Recession might blunt its progress, but we are running out of monetary and fiscal bullets, and multinational institutions and countries with large amounts of debt rest on shaky foundations. Small businesses and individuals will have to reset economic priorities to remain viable. Governments will curtail vital services. We are in a deep hole and the water is rising.

The debt crisis may be the worst we’ve ever faced. But it is just one of the megathreats coming toward us. What happens when it is compounded by severe policy and behavioral failures, both public and private?




Chapter 2

Private and Public Failures

Happy borrowers are all alike, the author of Anna Karenina, Leo Tolstoy, might have said, but each unhappy borrower is unhappy in their own way. Borrowers who repay debts move forward. Unhappy borrowers, by contrast, fail to meet obligations for reasons as varied as the ill-fated projects that grind to a halt still owing money.

It is true for individuals and also for governments. When national governments wobble on the verge of default, they need a hand to steady themselves and regain their footing. That assistance requires public international institutions—such as the IMF and the World Bank—sympathetic enough and sturdy enough to absorb the costly economic consequences of errors, policy mistakes, misjudgments, and bad luck. Despite the fact that the total wealth in the world today is vastly greater than at any time in the past, robust help is getting harder to find. The deepest sources of capital—the governments of major powers—are themselves burdened with debt.

Curing debt crises is possible but most solutions require strong medicine and excruciating rehab. Bailouts inject vital cash in exchange for crippling concessions. Restructurings dislocate workers and pummel investors and still may not work. Inflation shrinks the real debt load over time but savings erode and costs soar. Capital taxation squeezes owners of real and financial assets. Financial repression hands the tab to a profligate financial sector adept at shifting the burden to everybody else. Austerity sounds prudent until it triggers a severe recession. Economic growth furnishes the only welcome solution, but its prospects are dimmest when debt smothers initiative. In this chapter, we will consider seven strategies and why so many end up making problems worse instead of better.

Bailouts of insolvent agents cannot restore economic health any more than two sober friends make a drunk friend sober by standing him upright: socializing unsustainable private debts often leads to unsustainable public debts. Just consider Argentina, now at risk of a fifth default since 1980. Successive accords with creditors have restored Argentina’s access to international capital markets in each instance, yet they have also set the stage for more debt crises. Coming to Argentina’s rescue in 2016, the International Monetary Fund warned about “pervasive macroeconomic imbalances, microeconomic distortions, and a weakened institutional framework.”1

Jump forward to October 2020. Less than two months after reaching yet another deal with lenders, a high official reported that Argentina’s public debt was increasing relative to its gross domestic product. Instead of improving, the country’s risk rating worsened. This alarming trend spurred an Argentine economist to warn in the Official Monetary and Financial Institutions Forum that his country was “on the brink, again.”2

Argentina forms the rule these days more than an exception. Gaping deficits, unfavorable balance of payments, and an insatiable appetite for debt have propelled many countries toward default. Ask treasury officials in Greece, Italy, Spain, Lebanon, Turkey, Ecuador, Ethiopia, Chad, Zambia, and Sri Lanka, to name a few. But don’t rule out anybody. During the administration of former president Donald Trump, the president himself entertained in public the notion of default as a quick way to shed the national debt, as if the United States were a family-owned real estate business with shoddy management and a less than pristine reputation.

Let me be very clear: I am not anti-debt. Debt is useful to finance investment and in cases where sound economies feature stable currencies, manageable debt ratios, favorable balance of payments, and rising incomes. Growing output measured in gross domestic product can keep debt manageable. When economies are humming, authorities can focus on fine-tuning policies that spur economic growth. Prudent debt in combination with economic growth improves life today without burdening future generations. Borrowing in bad times, like a recession, can make it less severe and can be absolutely fine if primary fiscal surpluses (budget balances net of interest payments) are run in good times, to stabilize and reduce debt ratios.

A mostly happy environment prevailed for seven decades after World War II that nudged the industrialized world into cooperation instead of conflict. Robust economic growth brought industrialized countries out of the massive debt that the war had incurred. Yet underneath that placid surface, beginning in the 1970s, incentives began to shift. Slow at first, the pace of that shift has steadily accelerated under the much-hyped banner of globalization.

Emerging markets now compete to produce goods at the lowest cost. Embracing concepts like offshoring, multinational companies race to reduce costs. They abandon domestic facilities and move jobs to low-wage regions. Rising wealth in emerging markets lifts millions out of poverty and hikes consumer expectations. To accommodate demand, growing companies and competitive countries tap global debt markets.

As individual and household debt skyrocket, many workers in advanced economies suffer under a global wage race to the bottom. In once flourishing communities, lower incomes spur rising credit card debt. Credit card balances in the United States now swamp savings. Household economics drive the national economy. Shrinking household income for many means lower tax rolls. No longer employed in full-time jobs with benefits, workers get caught between declining purchasing power and soaring health care and education costs. Citizens facing economic duress impose a big tab on local, state, and federal resources as rising income and wealth inequality trigger political and economic populism.

Credit pays an increasing share of food, housing, clothing, secondary education, and much more that consumers want or need. Municipal debt subsidizes public schools and local services, while national debt funds national priorities from health care to warships. Up and up debt climbs, at all these levels, without enough growth to pay interest and principal.

To keep consumers spending, lenders and regulators loosen access to student debt, credit cards, mortgages, and more. Bankers invent new and riskier ways to borrow money. Their incentives encourage borrowers to pile on yet more debt.

Easing the gap between sagging incomes and rising consumer aspirations looks somewhat different in European economies with lavish social welfare programs. Instead of encouraging borrowers to take on private debt, they furnish a wide range of free or subsidized public services. The tab for health care, education, pensions, unemployment benefits, and welfare largesse lands on national balance sheets, not on households, without commensurate taxes to pay for them. These voter-friendly policies inflate budget deficits and public debt faster than private sector loans.

Although less willing historically to bear the cost of social benefits, the United States threw caution to the wind in the wake of the global financial crisis and the COVID-19 pandemic. Republicans often cut taxes while in power, pretending to try to pair them with cutbacks in spending and entitlement programs, and usually failing. Democrats often pay for generous social agendas without increasing taxes enough to underwrite them. Either way, the ratio of public debt to economic output in the United States is quickly catching up with Europe’s.

In our book Political Cycles and the Macroeconomy, the late economist and friend of mine Alberto Alesina and I explored the impact of partisan conflict on financial crises. By dissecting tendencies on the left and the right to pump up budgets before elections, we discovered that such a practice leads to large budget excesses in industrial economies no matter who’s in charge. Since then, these biases have become much more pronounced and rigid.

It’s hard to see how borrowers and lenders will break a habit that scratches an irresistible itch. High interest rates used to give borrowers pause. Sustained low interest rates erased until recently the harsh memory of double-digit inflation last seen four decades ago. Few consumers under sixty years old recall such a climate. In 1981, home buyers signed up for mortgage rates pegged at 10 percent. Since those days, amnesia set in. As inflation receded, attitudes toward cheap debt began to echo MAD magazine’s devil-may-care mascot, Alfred E. Neuman: What, me worry?

It matters exactly how governments and private sector agents borrow. The absolute numbers are one thing, but the tools that produced those numbers are themselves cause for alarm. Three epic mismatches have compounded the predicament we are in now.

Short-term loans taken by government or private agents might save a few bucks thanks to lower interest rates than longer-term loans, but at a high potential cost. If a liquidity crisis hits, and those loans come due, they are hard to refinance. A maturity mismatch (that is, having short-term liabilities and longer-term illiquid assets) can be fatal, as the Wall Street firms Bear Stearns and Lehman Brothers learned in 2008. When lenders refuse to replace a maturing loan with a new loan, then households, companies, and governments may run short on cash they need to operate. Lack of liquidity may correct itself if creditors willing to refinance in times of debtor distress or bailouts by governments can plug a temporary shortfall. But if cash-strapped borrowers must sell assets at fire-sale prices to pay creditors, they may be heading straight to insolvency and they may go belly-up.

Borrowing in a foreign currency can also appear cheaper than borrowing in the local currency at higher interest rates. But there’s a treacherous catch to this tool, as well. Exchange rates tied to a foreign currency like the US dollar widen an emerging market trade deficit when the currency is pegged at an overvalued level and/or exports fetch lower prices, as when the price of commodities exported by that small economy falls. Then, if that currency peg to the US dollar collapses because of an untenable trade deficit, the dollar debt of a small emerging market rises in real terms. Indeed, if Argentina borrows from abroad in US dollars and its currency then depreciates, the real value of such a foreign currency debt expressed in local currency—the peso—sharply increases; this is what is referred to as the balance sheet effect of currency mismatches. These currency mismatches—borrowing in foreign currency when your income or assets are in local currency—make life untenable in less developed nations. The value of debt denominated in a foreign currency and associated debt service soars; debtors with their income and assets in local currency go bust.

Capital structure risk is a third crucial factor that borrowers must weigh. Companies often finance new investments with loans or with proceeds from the sale of stock. The ratio of debt to equity capital can suddenly matter when a firm is in trouble. In good times, companies can often sustain sizable debt. Faced with a crisis, however, that debt can become lethal.

The ratio of debt to equity has a large impact on households that pay interest on homes that earn no income. Prudent ratios of debt to home equity keep monthly mortgage payments affordable. Mismatches—with too little equity in an investment—invite default in hard times, a rude lesson for many homeowners with near zero or negative equity in their homes when the housing market tanked in 2008.

Countries, like companies and households, must mind their balance of debt and equity. When payments abroad for imports exceed receipts at home from exports, countries record a current accounts deficit. They can plug the deficit with debt, often supplied by foreign lenders, or with foreign direct investment that is like an equity rather than a debt financing. Much as treasuries like to reduce interest burdens, they often prefer debt because foreign equity investments surrender at least some control over natural resources, state-owned enterprises, power grids, and other private assets and firms.

Private borrowers maximize debt for two primary reasons. Like public treasuries, they prefer to retain control of assets. Tax considerations also lure them to lenders even if more debt adds risk. Once touted as a mark of peak financial form, meaning ultra-low debt ratios, triple-A credit ratings have lost their luster at strong companies that would rather exploit tax advantages to boost earnings. In the 1980s, bonds below investment grade, better known as junk bonds, fueled an appetite for hefty debt loads.

As borrowers learn, a loan is a contract. Interest must be paid
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