ESCALATING FEDERAL AND STATE DEBT
This graph does a good job depicting how quickly the annual U.S. budget deficit has gotten out of control.
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“Greece is the Word”

t goes without saying that Greece has had a
pretty important role in the history of
civilization. Given that the Winter Olympics
have just ended it would be easy to salute
Greece as the birthplace of both the ancient and
modern Olympics, but the Greek contribution to
Western Civilization is much more important than
athletics.
Literature, philosophy, science, art,
architecture and, perhaps above all else, democracy as
a form of government, either originated or were
perfected in the ancient Greek world.

Source: Federal Reserve

However the situation at the state and local government level is equally bad and is sure to rock the municipal bond world in the coming years.

The Greeks invented the modern novel as Homer’s
contribution to literature by writing The Iliad and The
Odyssey was extraordinary. The famed playwright
Aeschylus created theatre by introducing dialogue in
his plays. The sculptor Phidias perfected sculpture as
an art form. Socrates, Plato and Aristotle established
philosophy as a distinct branch of science and then
pushed it to a level within the field that is still studied
today. The physician Hippocrates created medicine as
a stand-alone field and established a medical code of
conduct that is still used.

Source: Federal Reserve

Greece was so prominent as a civilization that its
concepts gave birth to two additional empires; each
becoming dominant global super-powers. Alexander
of Macedon was born in Macedonia, a remote Greek
province, at the conclusion of the Greek Empire and
conquered virtually the entire world before his death -becoming known as Alexander the Great in the
process. The Romans quickly discarded their own
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Etruscan heritage and appropriated much of Greek
culture and science to create and expand their own
empire, which lasted for hundreds of years.
Importantly, the Greeks dominated the field of
mathematics. Everyone is familiar with the famed
Greek mathematicians Pythagoras, Euclid and
Archimedes, but the Greeks also created geometry,
applied mathematics and advanced calculus.
However, it is not ancient Greece that provides a
suitable case study for investors; rather it is the
modern day version that has suddenly become of
interest. In this newsletter I will use the native Greek
concept of mathematics to review the current budget
deficit in Athens and the resulting ramifications for
investors – read carefully as there are many.
Greece’s problems began, strangely enough, with the
creation of the European Monetary Union (EMU).
The EMU today consists of 16 nations who have
banded together to create a common currency known
as the euro. Each country continues to run its own
budget and fiscal policy, but there is a European
Central Bank which sets interest rate policy and
oversees the currency. To become a member of the
EMU a member country must ditch its currency and
adopt the euro.
For the Greeks, ditching the drachma and pledging
allegiance to the euro was an easy decision. Greek
Treasury bonds have been in various stages of default
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for much of the past hundred years and the Greek
economy is just a tiny part of Europe’s.

in the global capital markets by rapidly rising interest
rates and a plunging currency.

eventually, this exact same problem will re-appear
under another administration’s tenure.

Once the Greeks adopted the euro as their currency,
they received all of the perks and privileges associated
with the Eurozone. Most importantly, they were able
to borrow at the much lower interest rates granted to
the countries comprising the European Monetary
Union. Thus, on the surface, the Greeks were able to
dramatically cut their interest expense. However, like
many of life’s best laid plans, the Greeks responded to
lower interest rates by issuing a torrential amount of
debt over the past fifteen years and ultimately placing
themselves at or near complete bankruptcy.

The obvious answer to the Greek problem is to slash
expenses. After all, in the private world, if your debt
service exceeded income you have to cut spending.
However, the modern-day Western democracy has
built such a large entitlement structure that once the
Greeks looked to cut spending, they quickly realized
that the majority of their spending was on entitlement
programs such as government employee retirement
plans. Not only could these programs not be easily
downsized, but to even suggest scaling these back
would be political suicide.

While it’s indisputable to state that Greece has
significant problems, the key to understanding the
situation is that Greece is merely the tipping point for
the upcoming global sovereign debt crisis, which will
roll through Europe before it snakes its way to the
United Kingdom and, ultimately, the United States.

According to recent data, Greece currently has an
annual budget deficit that is 13% of GDP and a
cumulative level of debt to GDP that is almost 130%.
Recently, this has reached a critical tipping point
because the Greeks have over $20 billion worth of
Treasury bonds maturing in the next two months and
they need to refinance this debt.

As Greek government bond yields were rising, their
impact on the euro was decisively negative as the euro
plunged against the dollar in a very short period. In
fact, this was startling because Greece as a country is
only a little over 2% of overall euro GDP, but a
government debt crisis within Greece drove the
European common currency down by almost 10% (see
below).

Countries that allow themselves to become too
indebted generally have their financing options
reduced until there remains but one final solution:
interest rates must increase to compensate investors
for the additional risk of default. This end point is
seldom avoided by debt burdened nations and it makes
sense. Corporations must pay more to access the
credit markets if their debt is downgraded and
individuals must also pay more if they are a
bankruptcy risk and, in the end, so must countries.
The following graph reviews Greek Treasury yields
over the past six months. As you can see, Greek Tbond yields have increased dramatically as the crisis
has unfolded. Over this period, yields have risen from
the 4.5% range to a high of 7% before settling down at
6.5% -- an increase of 200 basis points!
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Once the media reported that Greek Treasury officials
were in talks to address spending cuts, the Greeks took
to the streets and rioted. Tens of thousands of
protestors gathered in Athens; they occupied many key
government buildings and clashed with the police.
The protests continued for days and may very well
continue for the rest of the year.
It should be noted that the Greeks have a somewhat
unique problem in that government workers are the
largest single block of the employed in Greece and
they, predictably, have showered themselves with
lavish benefits.
The average Greek retires before the age of 55, and
receives fourteen months of benefit payments during
the course of a twelve-month year. This becomes the
real puzzler given that the Greeks perfected the
science of math!

Historically speaking, these developments are not
surprising. A quick review of sovereign indebtedness
over the past fifty years shows the exact same scenario
unfolding time after time.
Governments that
ultimately question their ability to meet interest
payments or re-finance their debt are brutally punished

22

Thus, when the Greeks looked to seriously cut
spending, their options were limited because scaling
spending would actually involve serious entitlement
reform, and that in itself, is a political nightmare for
any incumbent government.
In the end, the Greek government raised taxes and cut
the public service work force monthly retirement
checks from fourteen to eleven. While some progress
was made in government debt reduction, all they
really did was kick the can down the road so that,
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Next on the line-up card are Portugal, Italy, Ireland
and Spain. Portugal has just been downgraded and
Ireland has already begun slashing government
expenditures. All of these countries are going to have
to deal with excessive indebtedness and the pressure
these individual countries will put on the euro is likely
to be substantial. Given the number of countries that
currently find themselves in this situation, these events
are likely to dominate global macro investing in the
years to come. The country to keep an eye on is
Spain, one of the world’s twelve largest economies
and a large contributor to overall European economic
health.
While Spanish debt levels are not as
significant as those of Portugal or Greece, the Spanish
economy is in shambles due to the collapse of the real
estate sector and, as a result, tax revenues have
plunged. Spanish finance ministers have already been
front and center stating, “Don’t worry about Spain –
Spain will be fine.” Well, if Spain is like any U.S.based financial institution that uttered similar
statements in 2008, we should all be worried.
The following graph displays the current and 2014
projected gross government debt to GDP ratios for the
G-20 Industrialized countries (essentially the world’s
largest developed economies) and more specifically by
region. You’ll notice immediately that between 2007
and 2014, the gross government debt levels are
expected to double, placing the entire developed world
over the critical level of more than 100% debt to GDP.
The United States and Europe are cascading to 100%
while Japan is already at 200% and moving higher.
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500%, mainly due to the ongoing unfunded status of
Social Security and Medicare, which are estimated to
be far in excess of $50 trillion. Needless to say, these
debt levels are significant too!
Again, the current Greek situation tells us all we need
to know about entitlement reform, which is an
extremely difficult issue. In a recent poll, 72% of
Greeks disagreed with the minor cuts in spending.
Teachers have been on strike and closing classrooms
while Greece’s electricity was temporarily shut down
by the workers striking at the state-owned electric
company. In a country where one out of every three
employees works for the government, reforming
government pensions, which account for the lion’s
share of budget and deficit woes, is very difficult.
These dynamics are shared by most countries in
Europe.
These debt levels are significant. In a recently
published book, esteemed Harvard finance professor
Kenneth Rogoff, along with co-author Carmen
Reinhart, documented that throughout history, once a
country crosses the debt Rubicon level of 90% to
GDP, its economic growth slows by 1%.
Thus, not only are higher interest rates and weaker
currencies the inevitable by-product of high sovereign
indebtedness, economic growth invariably slows as a
country’s precious revenue sources are diverted from
capital formation and economic growth in an effort to
feed the debt beast.
In fact, the sovereign debt crisis is probably
understated. The debt levels I’ve been discussing are
only for current liabilities and they do not include
future liabilities such as retirement benefits and other
entitlements. When Greece’s current and future
obligations are totaled, they reach an astonishing
875% of current annual GDP due to the extreme
retirement benefits bestowed upon retired Greek
public servants.
Adding future liabilities to the equation, the European
Union as a whole is at 434%. The United States is at
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The final issue Europe is wrestling with is
demographics. The current population is roughly 730
million and is expected to decline to a number as low
as 560 million by 2050, according to the United
Nations. This decline is due to a staggering reduction
in the number of children being born in Europe
combined with a reduction in immigration. So not
only will many key European countries be dealing
with escalating debt, there will be fewer citizens to
shoulder the overall burden.
The United States has many of these same issues in
principle. The budget deficit for this fiscal year is
expected to be 11% of GDP and outstanding debt is
escalating at unprecedented levels. This year alone,
the U.S. will need to issue almost $2.7 trillion in
Treasuries to finance our debt burden.
Rating
agencies have already publicly stated that the U.S.
may be a candidate for a credit rating downgrade
within the next five years if our country does not make
progress in reducing debt levels. In fact, Moody’s has
already gone so far as to issue this statement: “The
distance to downgrade for the U.S. has substantially
diminished.”
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As we saw with Greece, rising interest rates due to a
supply and demand imbalance of debt is a serious
issue for U.S. investors to consider. If interest rates
were to rise two to three percentage points, as they did
in Greece, this would have substantial negative
ramifications for U.S. investors. Many asset classes
would automatically decline in market value as the
vast majority of asset classes depend upon interest
rates for pricing levels.
After all, if the ten-year Treasury was yielding 7.5% as
opposed to 3.5%, then investors would liquidate other
investments to invest in more competitive government
bonds.
Finally, there is one part of the world where debt
levels are moderate and actually declining. As you
can see in the following graph, the G-20 Emerging
Markets debt to GDP ratios are currently under 50%
and declining as their economies are generating
growth at a much higher level than they are generating
new debt. Much of Asia struggled with financially
insolvent financial institutions and plunging
currencies during the Asian crisis of 1997 to 1998 and
has had more than a decade to repair sovereign
balance sheets. Importantly, China has very little
public debt. If the developed world is going to
struggle with reduced economic output due to
servicing ongoing debt, then the Emerging World,
which is already growing in excess of 6% annually,
will have that much more of an additional advantage.

In conclusion, it’s impossible to believe that the theme
of sovereign indebtedness will not be a critical factor
affecting investment returns over the next five years.
Investors need to be prepared for these events and
react accordingly.
Monticello Associates feels when in an environment
dominated by government debt crises, fewer asset
classes are viable and liquid, moderate risk portfolios
are the clean road to take. We expect long/short
equity, high quality large cap stocks, conservative
emerging markets funds, and precious metals to do
well.
The recent precedent for investors ignoring clear
signals from the overall market is quite strong. In
early April 2007 the world’s largest sub-prime
mortgage lender, New Century Financial, declared
bankruptcy. New Century’s bankruptcy happened as
defaults escalated on their sub-prime loans. Investors
shrugged off the news and bid stocks higher until later
in the year when the entire western world became
ensnared in the early stages of a sub-prime mortgage
crisis, which directly led to the global credit and
banking crisis of 2008.
In the end, the Greek concept of advanced
mathematics is going to provide the warning shot for
investors. While the ancient Greeks may have
invented geometry and calculus, the math in today’s
world is much simpler. If your government has been
irresponsible and allowed your annual budget deficit
to balloon to over 10%, or your cumulative debt level
exceeds 100% of GDP, it will have substantial
ramifications on interest rates and currency values
and, ultimately, investment portfolios.

B. Grady

Monticello
Monticello Associates
Associates
March
March 2010
2010

55

500%, mainly due to the ongoing unfunded status of
Social Security and Medicare, which are estimated to
be far in excess of $50 trillion. Needless to say, these
debt levels are significant too!
Again, the current Greek situation tells us all we need
to know about entitlement reform, which is an
extremely difficult issue. In a recent poll, 72% of
Greeks disagreed with the minor cuts in spending.
Teachers have been on strike and closing classrooms
while Greece’s electricity was temporarily shut down
by the workers striking at the state-owned electric
company. In a country where one out of every three
employees works for the government, reforming
government pensions, which account for the lion’s
share of budget and deficit woes, is very difficult.
These dynamics are shared by most countries in
Europe.
These debt levels are significant. In a recently
published book, esteemed Harvard finance professor
Kenneth Rogoff, along with co-author Carmen
Reinhart, documented that throughout history, once a
country crosses the debt Rubicon level of 90% to
GDP, its economic growth slows by 1%.
Thus, not only are higher interest rates and weaker
currencies the inevitable by-product of high sovereign
indebtedness, economic growth invariably slows as a
country’s precious revenue sources are diverted from
capital formation and economic growth in an effort to
feed the debt beast.
In fact, the sovereign debt crisis is probably
understated. The debt levels I’ve been discussing are
only for current liabilities and they do not include
future liabilities such as retirement benefits and other
entitlements. When Greece’s current and future
obligations are totaled, they reach an astonishing
875% of current annual GDP due to the extreme
retirement benefits bestowed upon retired Greek
public servants.
Adding future liabilities to the equation, the European
Union as a whole is at 434%. The United States is at

Monticello
Monticello Associates
Associates
March
March 2010
2010

The final issue Europe is wrestling with is
demographics. The current population is roughly 730
million and is expected to decline to a number as low
as 560 million by 2050, according to the United
Nations. This decline is due to a staggering reduction
in the number of children being born in Europe
combined with a reduction in immigration. So not
only will many key European countries be dealing
with escalating debt, there will be fewer citizens to
shoulder the overall burden.
The United States has many of these same issues in
principle. The budget deficit for this fiscal year is
expected to be 11% of GDP and outstanding debt is
escalating at unprecedented levels. This year alone,
the U.S. will need to issue almost $2.7 trillion in
Treasuries to finance our debt burden.
Rating
agencies have already publicly stated that the U.S.
may be a candidate for a credit rating downgrade
within the next five years if our country does not make
progress in reducing debt levels. In fact, Moody’s has
already gone so far as to issue this statement: “The
distance to downgrade for the U.S. has substantially
diminished.”

44

As we saw with Greece, rising interest rates due to a
supply and demand imbalance of debt is a serious
issue for U.S. investors to consider. If interest rates
were to rise two to three percentage points, as they did
in Greece, this would have substantial negative
ramifications for U.S. investors. Many asset classes
would automatically decline in market value as the
vast majority of asset classes depend upon interest
rates for pricing levels.
After all, if the ten-year Treasury was yielding 7.5% as
opposed to 3.5%, then investors would liquidate other
investments to invest in more competitive government
bonds.
Finally, there is one part of the world where debt
levels are moderate and actually declining. As you
can see in the following graph, the G-20 Emerging
Markets debt to GDP ratios are currently under 50%
and declining as their economies are generating
growth at a much higher level than they are generating
new debt. Much of Asia struggled with financially
insolvent financial institutions and plunging
currencies during the Asian crisis of 1997 to 1998 and
has had more than a decade to repair sovereign
balance sheets. Importantly, China has very little
public debt. If the developed world is going to
struggle with reduced economic output due to
servicing ongoing debt, then the Emerging World,
which is already growing in excess of 6% annually,
will have that much more of an additional advantage.

In conclusion, it’s impossible to believe that the theme
of sovereign indebtedness will not be a critical factor
affecting investment returns over the next five years.
Investors need to be prepared for these events and
react accordingly.
Monticello Associates feels when in an environment
dominated by government debt crises, fewer asset
classes are viable and liquid, moderate risk portfolios
are the clean road to take. We expect long/short
equity, high quality large cap stocks, conservative
emerging markets funds, and precious metals to do
well.
The recent precedent for investors ignoring clear
signals from the overall market is quite strong. In
early April 2007 the world’s largest sub-prime
mortgage lender, New Century Financial, declared
bankruptcy. New Century’s bankruptcy happened as
defaults escalated on their sub-prime loans. Investors
shrugged off the news and bid stocks higher until later
in the year when the entire western world became
ensnared in the early stages of a sub-prime mortgage
crisis, which directly led to the global credit and
banking crisis of 2008.
In the end, the Greek concept of advanced
mathematics is going to provide the warning shot for
investors. While the ancient Greeks may have
invented geometry and calculus, the math in today’s
world is much simpler. If your government has been
irresponsible and allowed your annual budget deficit
to balloon to over 10%, or your cumulative debt level
exceeds 100% of GDP, it will have substantial
ramifications on interest rates and currency values
and, ultimately, investment portfolios.

B. Grady

Monticello
Monticello Associates
Associates
March
March 2010
2010

55

ESCALATING FEDERAL AND STATE DEBT
This graph does a good job depicting how quickly the annual U.S. budget deficit has gotten out of control.

An Investment Newsletter From
Monticello Associates

I

“Greece is the Word”

t goes without saying that Greece has had a
pretty important role in the history of
civilization. Given that the Winter Olympics
have just ended it would be easy to salute
Greece as the birthplace of both the ancient and
modern Olympics, but the Greek contribution to
Western Civilization is much more important than
athletics.
Literature, philosophy, science, art,
architecture and, perhaps above all else, democracy as
a form of government, either originated or were
perfected in the ancient Greek world.

Source: Federal Reserve

However the situation at the state and local government level is equally bad and is sure to rock the municipal bond world in the coming years.

The Greeks invented the modern novel as Homer’s
contribution to literature by writing The Iliad and The
Odyssey was extraordinary. The famed playwright
Aeschylus created theatre by introducing dialogue in
his plays. The sculptor Phidias perfected sculpture as
an art form. Socrates, Plato and Aristotle established
philosophy as a distinct branch of science and then
pushed it to a level within the field that is still studied
today. The physician Hippocrates created medicine as
a stand-alone field and established a medical code of
conduct that is still used.

Source: Federal Reserve

Greece was so prominent as a civilization that its
concepts gave birth to two additional empires; each
becoming dominant global super-powers. Alexander
of Macedon was born in Macedonia, a remote Greek
province, at the conclusion of the Greek Empire and
conquered virtually the entire world before his death -becoming known as Alexander the Great in the
process. The Romans quickly discarded their own

B. Grady Durham
President
Monticello Associates, Inc.
Asset Management Consulting
1200 17th Street, Suite 2600
Denver, Colorado 80202
(303) 572-6300

Monticello Associates
Associates
Monticello
March
2010
March 2010

March 2010
First Quarter

66

Monticello
Monticello Associates
Associates
March
March 2010
2010

Etruscan heritage and appropriated much of Greek
culture and science to create and expand their own
empire, which lasted for hundreds of years.
Importantly, the Greeks dominated the field of
mathematics. Everyone is familiar with the famed
Greek mathematicians Pythagoras, Euclid and
Archimedes, but the Greeks also created geometry,
applied mathematics and advanced calculus.
However, it is not ancient Greece that provides a
suitable case study for investors; rather it is the
modern day version that has suddenly become of
interest. In this newsletter I will use the native Greek
concept of mathematics to review the current budget
deficit in Athens and the resulting ramifications for
investors – read carefully as there are many.
Greece’s problems began, strangely enough, with the
creation of the European Monetary Union (EMU).
The EMU today consists of 16 nations who have
banded together to create a common currency known
as the euro. Each country continues to run its own
budget and fiscal policy, but there is a European
Central Bank which sets interest rate policy and
oversees the currency. To become a member of the
EMU a member country must ditch its currency and
adopt the euro.
For the Greeks, ditching the drachma and pledging
allegiance to the euro was an easy decision. Greek
Treasury bonds have been in various stages of default

11

