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out of control

Beyond near-term efforts at containment, the underlying reality is that
western sovereign debt is now, to all intents and purposes, out of control.
This is the message that we take from a pivotal research paper published
recently by the Bank for International Settlements.

Here, we look at the scale of the problem, and at the underlying dynamics
which are turning the trajectories of most OECD countries’ public
indebtedness into unsustainable exponentials.

If anyone had doubted that the banking crisis of 2008 would become the sovereign debt crisis of
2010, events of the last fortnight have surely erased any such uncertainty.

First, of course, Greek sovereign debt was reduced to junk-bond status both by the markets and by

the ratings agencies. Second, and in the aftermath of the stalemate election in the UK, British

politicians spent five days scrabbling about trying to assemble a plausible coalition before markets

could exact a painful penalty for the chasm between fiscal exposure and governmental irresolution.

Third, the European Union and the | MF have put tog
shore up any Eurozone economy hit by sovereign funding worries.

Broadly speaking, these developments have met with three public responses — and each of them
has been wrong.

The first has been to treat t IGeece and potentidlly at least, st r et c
Britain, Portugal, Spain, Ireland and Italy — as unrepresentative cases, individual countries paying

now for a past fiscal profligacy which wiser nations have avoided. This view is, to put it mildly, both

simplistic and misleading. As we explain in this paper, the unsustainable expansion in sovereign

debt is a global (or, at least, a developed world) phenomenon.

Then there has been the relieved belief that the European intervention plan puts all to rights,
guaranteeing the single currency by underwriting, in advance, any contagion from Greece to other
Eurozone member countries. This view, too, is wrong. (Moral hazard, anyone?)

Third, and most simplistic of the lot, many members of the public — and, for that matter, many

politicians, who really ought to know better — have blamed everything on markets where, we are

tol d, wi ckedly gareimpgeslling,tle priability lofasbvereigh “states. Why, we are

asked, should governments be , b-ewhyphodignhoré matketsot, hes e ¢
better still, take action to curb their rapacious behaviour?

This latter view is surely the daftest of the lot, and is the ultimate example of a preference for
shooting the messenger rather than absorbing the unpleasant message. There is, to be sure,
nothing much intrinsically wrong with the concept of self-sufficiency. Britain, for example, could
happily ignore markets — always presupposing, of course, that the country did not need to borrow
from markets, did not need to purchase oil, gas and food from them, and did not wish to export
anything to pay for these (and other) essential imports. Meanwhile, back in the real world - a world
of global trade and of global capital imbalances — markets are a fact of life, and should, indeed, be
seen as a valuable barometer of performance. Burning your daily newspaper does not erase
unpleasant facts, any more than shredding a letter from the tax-man reduces your liability.
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A forest of exponentials? BIS sovereign debt projections, March 2010*
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Sources: OECD; authors’ projections.
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* Source of charts: The future of public debt: prospects and implications, BIS Working Papers No. 300, March 2010

www.bis.org
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Six bad apples?

Neither can the sovereign debt crisis be blamed on isolated recklessness, even though
irresponsibility has been elevated to an art-form in some of the countries most immediately
affected. It is undeniably true that those countries which, thus far, are in the sovereign debt firing-
line are also those which have been the most fiscally profligate in the recent past. Systemic tax
evasion, and civil service retirement at age 45, have helped put Greece where she is, while
Britai n" s-strétéchgesuitd froo & government buying in to an illusory boom and, on the
back of a delusion a | belief in the ab biking teal-terms mublic spdndiny oy
50% over eight years. Ireland, Portugal, Italy and Spain are exposed because they have all, to a
greater or lesser extent, spent beyond their individual, corporate and governmental means.

But we believe — and explain in this report — that an all-encompassing dynamic is driving public
debt inexorably upwards across the developed world.

From this perspective, the European intervention scheme is not a panacea — rather, it is little more
than an endeavour otroalb uhya ztairmée. dlimensmon of -+
what the scheme effectively says to the most heavily-indebted countries is that, if domestic debt
containment measures fail (or are simply too unpopular to be put into effect), there is always the
European insurance policy to fall back upon.

So the best thing that can be said for the intervention scheme is that it buys some time. If
good use is to be made of that time, investors — and governments throughout the OECD - need to
develop a clear understanding of the essential dynamics that are driving sovereign debt inexorably
higher, even in the most fiscally responsible of developed economies.

Under the bonnet

Any investor wishing to understand the debt-driving d¥namic should start with a report published
recently by the Bank for International Settlements (BIS)".

Needless to say, the BIS —s omet i mes detbBec rd ébretdr aals b,an k e+ i% an
impeccable source, and is by no means given to hyperbole. All the more reason, then, why
investors should take note of the projections set out in The future of public debt: prospects and
implications, by BIS economists Stephen Cecchetti, M.S. Mohanty and Fabrizio Zampolli.

Inthisr eport, t he BI tBe patlhpursdediby fssal attihosties in,a number of industrial

countries i s,andthatudsastia measuted aee” necessary to check the rapid growth of
current and future liabilities of governments and reduce their adverse consequences for long-term
growth and monetary stability"

The unsustainability that the BIS has in mind can be appreciated from a glance at graph 4 of the
report, reproduced here as fig. 1. These charts show, for 12 developed economies, the future
trajectories of public debt (as percentages of GDP) based on three different assumptions:

A Current fiscal balances, combined with the likely implications of demographic change (this
baseline case is shown in the red lines on the charts).

A The above, modified for small and gradual adjustment to fiscal policy (the green lines).

A The above, further modified for the assumption that age-related spending is held constant
(the blue lines).

I n t he f i r) scenarip,the 8IS adsimesetliat government revenue, and all categories of
public expenditure other than those which are age-related, remain at the likely 2011 levels as
projected by the OECD.

! The future of public debt: prospects and implications, BIS Working Papers No. 300, March 2010
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To reach its baseline projection, the BIS then layers age-related spending on top of these static
ratios, drawing upon CBO® and European Commission forecasts for future age-related
expenditures. The accretive impact of debt service costs is factored in to the model using the
average real interest rate for the period 1998-2007.

Essentially, then, the baseline scenario projects near-term (2011) fiscal balances forwards,
assuming no significant changes in government policy, and applying the single (but major)
alteration of adjustment for the ageing process, as life expectancy gradually increases and as the
number of retirees per working-age person steadily expands.

As the chart shows, none of the 12 countries enjoys a remotely sustainable debt trajectory on
these baseline assumptions. As t he Bl Sconveénsorallyfcomputed sleficitst will rise
pr ec i p ithrooghautl the“forecast period. By 2020, the structural fiscal deficit is projected to
have increased to 13% in Ireland, and to somewhere between 8% and 10% in Japan, Spain, Britain
and the United States.

More importantly, national debt, as a percentage of national income, rises inexorably, hitting
the 200% mark in Britain by 2020, in the US, Greece, Ireland and France by 2025, and in each of
the other countries in the second half of the 2020s. In Japan, of course, the ratio is already at about
200%, and could, on the BIS baseline projection, reach 400% by 2030.

Japan is a special case (about which we may comment in future research), but it should, for now,
be noted that Japan®s app a-highndebt/irctme lratia for moreothah &
decade most emphatically should not be taken to mean that other countries can take a blasé
attitude about escalating public indebtedness.

Depending upon the interest rates that one anticipates for the future, debt projections of the type
set out in the BIS baseline studies pose three sets of problems for OECD countries. As debt — and,
hence, the cost of servicing it — escalates, governments will have to make unpleasant choices
between one or more of the following:

1. Increasing taxation and charging, thereby depressing economic performance and
consequently, in the medium and longer term, worsening the debt-income equation.

2. Reducing aggregate public spending in all categories other than debt service, just at a
time when ageing populations are pushing the secular spending curve upwards.

vV e

Wi

3. Adding debt service costs to the debt outstanding, ther e by runni ng aebtsevere

vortex®.

Fundamental change

As we have seen, then, the BIS concludes, surely very reasonably, that the public debt
trajectories indicated by the baseline scenarios are in all cases unsustainable. This in turn
means that policy changes are imperative, and the BIS report examines, sequentially, two possible
modifications to fiscal policy.

The first stage — portrayed by the green lines on the charts — assumes significant fiscal
rebalancing. Essentially, the BIS, having looked at the rebalancing proposals put forward by,
among others, the governments of the United States and Britain, finds that planned deficit
reductions typically average 1% of GDP per annum.

The BIS second-stage projection therefore assumes that, in each country, the primary balance
improves by 1% of GDP in each of the five years starting in 2012. On this basis, the BIS concludes
t hat s uch pobbeisufficientsto ewsure that gebt levels remain within reasonable bounds
overthe nextsev er al decades”

2 Congressional Budget Office
*For a discussion of the concept of a ,debt \Bdantagthe" , see
Crossroads, April 2010
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As the charts show, describing 1% annual fiscal retrenchment as ‘not sufficient’ is a
masterpiece of understatement. In most instances, public debt continues to grow exponentially,

with the inadequacy of stiategy mast%arked im theUnited Stdtes bnd,nci ng
above all, in Britain.

Recognising the insufficiency of this approach, the BIS then sets out a second modification to the
baseline projection. Here, governments are further assumed to freeze future age-related spending
at the percentage of GDP projected for 2011. This is shown in the blue lines on the charts.

Implementing such a policy would be hugely difficult. One method of doing this would be to raise
the retirement age in line with life expectancy, while another would be to reduce unit pension (and
healthcare) costs such that increases in the number of retirees are exactly offset by reductions in
the amounts spent on each retired person. The implied hardship — and, many would argue, the
sheer unfairness — involved in doing this will be obvious, but there is another factor which, we
believe, needs to be borne in mind here.

This is the inflation differential, by which we mean the way in which the costs applicable to
retired people — and, most especially, the healthcare cost component — tend to rise a great deal
more rapidly than the general rate of inflation. In other words, this case study — in which age-
related spending is held constant despite the steady increase in the elderly proportion of the
population — would be extremely difficult to implement.

And, in many instances, it doesn’t work anyway. As the charts show, this case study, for all of its
harsh practical difficulties, does almost nothing to moderate the pace of public debt escalation in
Britain or the US, and is comparatively ineffective in several other countries. An interesting by-
product of this case-study is to make the debt trajectories of Greece, Ireland, Portugal, Spain and
(especially) Italy look a great deal better than those of America and the UK. Indeed, and where
projected debt-income ratios are concerned, the much-derided , P 1 | &eSprojected to fare
appreciably less badly than Britain and the US over the medium term. (This, surely, is a wake-up
call to anyone in Britain or America who is sufficiently naive and complacent as to believe that the
outlook for their own country is better than that of Spain, Portugal, Italy, or — believe it or not —
Greece).

Closing the stable door is impossible ...

Having illustrated that even the measures outlined above cannot stem the exponential trends
implicit in the current trajectories of public debt, the BIS then turns the issue on its head by
examining the degree of fiscal rebalancing that would be necessary to return government
indebtedness to the levels of 2007. In this multi-country case-study, it is assumed that governments
have three timescales to consider — they can aim to restore the 2007 level of indebtedness over
five, 10 or 20 years.

For il lustrative purposes, idthkidstenarid. Accdedingatb thea BI Uni t e
study, the aim of restoring the debt ratio to its 2007 level over five years would require annual

budget surpluses in each of those years of 10.6% of GDP, equivalent to about £160bn at 2011

values. This, of course, is in addition to closing a primary deficit which, for 2011, the BIS assumes

at 9.0%. In other words, fixing the debt trajectory over five years would require an overall fiscal

tightening of almost £300bn, or 19.6% of GDP. Since the existing (and, on current tax and

spending plans, rather optimistic) government projection shows the deficit narrowing by just 7.6%

over five years — that is, by about 1.5%, or £23bn, per year — it is clear that any endeavour to

restore the 2007 debt level over five years lies in the realm of pure fantasy.

Much the same can be said of the alternative case studies which give governments longer to
achieve the same result. Again taking Britain as our example, a 10-year programme would require
annual surpluses of 5.8% of GDP in each of those years, a reversal (from the assumed 2011
primary deficit) of 14.8%, or £220bn. Even a 20-year programme involves turning a likely 2011
deficit of £135bn into an annual surplus of £53bn, a reversal of £190bn.
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Fig. 2: the impossibility of restoring pre-crisis debt levels*
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* Source of data: BIS, op cit

Moreover, and as the BIS report explains, adopting a longer timescale for debt normalisation
obviously leaves governments more vulnerable to external shocks, and for longer, than if a short-
term target is adopted.

This in turn carries two very nasty stings in the tail for governments. First, real interest rates can

be expected to rise, as t lwauld &pest inyestors to demand a higher risk premium for
holdingthebonds of a hi ghl y.Seocordethe tanbinaton af higher gebt and higher

real interest rates would drive debt ser vi ce costs upwvaarldasr,g esu cshh atrleatof,
resources is permanently bei ng spent s e.rThis wduld gamade growitle pdrhaps

to the point at which tax yields diminish even as tax rates are pushed ever higher. Giyen the

lev e | of taxes in some c onerhasrto wonder if furthee incl®dsé&s withu s e s
actual | y r a(Poticgmakess pleagewnate).

Other countries can restore debt probity at lower levels of expense than those calculated for the

UK. In contrast to the 14.8% (£220bn) annual reversal required in Britain on the 10-year

assumption, the reversal costs would be appreciably lower in Italy (3.4% of GDP), Portugal (7.5%)

or Spain (9.5%) — or, for that matter, even Greece (8.1%) - meaning that, of the much-derided

. Pl 1l GS" , only Ilreland (14. 6 %) is in quite such seve
fig. 2.

For practical purposes, however, we can conclude that most of these OECD countries are going to
have to live with high levels of public debt, and all of the attendant risks, for the foreseeable future —
and, quite conceivably, will remain massively indebted in perpetuity.

... but why has the sovereign debt horse bolted?

As we have seen, then, the BIS study puts into stark relief something which, intuitively at least, is
probably well known to all investors, which is that sovereign indebtedness has, to all intents and
purposes, run out of control, at least among most OECD countries. If we cannot offer solutions,
we can at least endeavour to explain how this has happened. It should be clearly understood that
interventions designed to rescue the banking system from collapse are not the prime cause of the
explosion in sovereign indebtedness, though of course they have not helped. Rather, fiscal
stimulus has played a much bigger role, as has the pre-existence of excessive spending patterns.
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Fig 3: examples of ‘dangerous exponentials’
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The attribution of the sovereign debt explosion to specific factors — such as interventions, fiscal
stimulus, excessive spending or weakened fiscal yields — would not, in any case, explain the
essential dynamic at work in the sovereign debt equation. Rather, we believe that the explanation
for this dynamic lies in two processes identified by our research programme. These are (a)
.generational theft®, and (b) ,dangerous exponentials".

.Generational t herf t "more neutrally, , gvwasnaldresded ioaraskarchk al ue t
note which we published in March®. Essentially, what this means is that the current generation, by

consuming at levels far in excess of actual economic output, is piling debts (and other off-balance-

sheet obligations) onto future generations. The assumption which underpins this pattern can be
summar i srditreow,le;t t he ki ds p a Wnfdrtenatelyj durremt anch oearrtesmy “
developments in the sovereign debt equation strongly suggest that ‘tomorrow’ has now arrived.

Our second explanatory dynamic—, danger ous e-spghe mulett Preban ceré thesis. As

such, it will be the subject of a forthcoming Insights report. But the essence of our thinking is that

the trajectories of a string of financial indicators (money supply, inflation, aggregate indebtedness,

and so on) have turned into potentially-u n s ust ai naklte ckHoekeoeynential s, a ¢
critical non-financials, which include population expansion, resource depletion (including, critically,

energy and water), and species destruction. Just four of these exponentials are depicted in fig. 3, a

chart which anticipates our forthcoming study of this critical issue.

We would not even pretend to have answers to these two highly dangerous dynamics. However,
we are convinced that the issue which everyone — investors, policymakers and the public alike —
will need to confront in the coming decade is the probable unwinding of two dynamics whose
sustainability looks increasingly implausible.

Dr Tim Morgan
GLOBAL HEAD OF RESEARCH

* See Tullett Prebon Strategy Notes, issue one, The Dick Turpin Generation, 18" March 2010
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