
Wealth Destruction of Bubbles and Extension of the Consolidated Debt Thesis

In chapter 3 of our book Stories in Credit Analysis 

(https://crediteye.wordpress.com/  2011/02/17/chapter-3-consolidated-financials-and-  

consolidated-risk-edited/), which is the cornerstone of our sovereign debt analysis framework, 

we had  stated that sovereign credit analysis is useless if one focused only on the financial 

parameters of the government (fiscal deficit, Debt/GDP etc).  One had to have a good idea of 

the extent of indebtedness of the corporate sector and the household sector as well as the 

marginal productivity of the combined debt of the society (government debt + private debt). 

We had averred that in an environment of private sector leveraging, government finances seem 

stronger than they actually are.   When the private sector parties like there is no tomorrow, 

government revenues go up- from sales tax, income tax and capital gains tax.  Government 

expenses are low as under such conditions, government expenditure for unemployment 

benefits tends to be low.  Once the private sector is leveraged to the hilt and has used the debt 

for current consumption or unproductive investments, they start defaulting on their debt.    If 

the debt funded party lasted too long, the quanta of non performing loans of the banking sector 

would spurt- perhaps requiring a government bailout.  Increased government expenditure might 

also be necessary in the form of stimulus packages to clean up the mess after the debt funded 

party ends.   

It was pointed to this author that this framework is incomplete for assessing sovereign 

fundamentals (though, of course, a vast improvement on sovereign rating methodology of the 

rating agencies).  We agree.  This framework will fail to predict fall in sovereign credit quality 

when an investment bubble happens without concomitant increase in government or private 

sector debt.  It would have failed to see through the weakening of the US’ sovereign credit 
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quality during the 1990s when budget surpluses were being witnessed and the household and 

private sector did not get crazily leveraged (remember this was the period after the end of the 

first LBO boom of the 1980s and before the second debt financed boom post the dot com bust). 

The framework would also have been inadequate to forecast the weakening of China’s 

sovereign fundamentals from 2001, even as the government was witnessing record surpluses. 

The household sector did not get leveraged then (and even now)- so why are we saying ad 

nauseum that China’s sovereign fundamentals were weakening (and continue to weaken).   

Wealth Destruction same as Leveraging

The first law of Thermodynamics implies that in a closed system, energy can neither be created 

nor destroyed.  This does not hold true for wealth.  It can be created when human ingenuity is 

combined with good stewardship of the planet’s resources.  It can be destroyed when savings 

are deployed in pursuits which either have low or negative return on capital employed.  

Whenever a productivity enhancing invention takes place (say the automobile/ airplane in the 

early part of the 20th century or the internet towards the close of that century), investors want 

to be a part of the wealth creation process that results when these technologies are put to use. 

They, either directly, or through venture capital firms invest in companies at the early stages of 

tapping the benefits of the technology.  Unfortunately, while these technologies benefit 

humanity at large, few, if any companies can capture the benefits of use of the technology in the 

form of return on capital employed.  Practically all the “old world” companies benefited from 

the usage of the internet.  But it did not benefit the investors of Pets.com and thousands of 

other dot com companies that sprang up in the 1990s.  The only lucky investors were those who 

deployed their funds in Ebay, Amazon or Yahoo at the early stages.   In all other cases, the 

investors’ wealth was transferred to the employees of such firms.  The employees then had 

additional income, which supported a consumption binge akin to a debt financed binge.   Not 



only the employees of dotcoms, the investors (i.e. households) also joined the consumption 

binge because they felt that returns from the invested funds would increase their corpus of 

wealth- negating the need for savings from current income.   So, the moment investors latched 

on to an investment thesis that was to result in wealth destruction, current consumption shot 

up.  And as is every binge, the government’s finances seemed to be in ruder health than it 

actually was.  But it came at the cost of future consumption as investors who had seen their 

retirement funds or college funds go up in smoke will have to save more and cut current 

consumption.  That would bode ill for government finances.  

How do you know that wealth destruction is happening and not some new paradigm that is 

afoot?  After all, the maestro Alan Greenspan said you can’t know that a bubble is forming until 

it has been pricked.  But a sensible analyst knew that an unsustainable bubble was on as the 

return on capital employed (current and forecasted) were nowhere near required levels (in fact, 

most companies had negative return on capital employed for the foreseeable future). 

Investors in the hundreds of companies of the auto sector in the early 20th century would have 

also witnessed a investment high followed by a low as most auto companies of the era fell by 

the wayside leaving only three surviving firms.  But there was wealth transfer from the investors 

of the failed auto companies to the employees on those companies.  This coupled with investor 

optimism supported a consumption binge that ended with the Great Depression.     

The same process happened in China in the early part of the 21st century, albeit without a new 

paradigm being afoot.  The hard earned savings of the Chinese people, deployed as bank 

deposits were used by local governments to fund an investment led boom.  Roads were built to 

nowhere.  These low RoCE projects will result in non performing loans for banks (various 

numbers are being whispered around, each more shocking than the previous estimate). 

However, the destruction in wealth of the Chinese savers created a short term boom and 



enviable government finances.  Households will pay the price when the government prints 

money to bail out the banks.  The sweat of the brow will be repaid in bastardized currency.   

 Leveraging and Wealth Destruction : Two Sides of the Same Coin

Both wealth destruction and leveraging promote current consumption.  Hence both impact 

sovereign fundamentals in a positive way in the short run.  But over the medium term, it is has a 

deleterious impact as the government has to mop up after the wealth destruction has taken 

place.  Hence, a sovereign credit analyst must not only test if a society is deploying debt in 

unproductive avenues (say an old fashioned real estate bubble accompanies by expansion of 

household debt).  He must also make sure that no wealth destruction process is underway, 

which burnishes a sovereign’s apparent health.  
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