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Does Insurance Determine Your 
Debt Limit? (Maybe It Should)

 One of the lingering after-effects of the 
recent recession is too much debt. As the 
economy began to slide, consumers couldn’t 
maintain their credit card payments, under-
employed graduates sought forbearance for 
their education loans, homeowners defaulted 
on their mortgages, and companies failed to 
meet their pension obligations. The resulting 
bankruptcies, extended repayment schedules, 
foreclosures and shuttered businesses have left 
a mess of bad debt that continues to be a drag 
on recovery.
 Yet, many economists feel a catalyst for a 

faster economic bounce-back would be an 
increase in debt. How can the problem be the 
cure? The key is understanding the right kinds of 
debt, at the right levels. Here’s an excerpt from 
John Mauldin, in a February 13, 2015, newsletter 
article “Debt Be Not Proud”:  
 Debt is a necessary part of any society that 
has advanced beyond barter or cash and carry. 
Debt, along with various forms of insurance, has 
made global finance and trade possible. Debt fuels 
growth and allows for idle savings accrued by one 
person to be turned into useful productive 
activities by another. But too much debt, especially 

of the wrong kind, can also be a drag upon 
economic activity and, if it increases too much, 
can morph into a powerful force of destruction.

So how can we identify “good debt”? One 
way: evaluate our “various forms of insurance.”
Debt and Insurance: Bringing the 
Future into the Present

Early 20th-century Austrian economist 
Eugen von Böhm-Bawerk defined debt as 
“future consumption brought forward.” Instead 
of waiting to accumulate the funds to make a 
purchase, debt makes it possible to acquire the 
good or service today, then pay for it (with 
interest) over time. 

Used prudently, debt can purchase the 
means of its own repayment, and allow 
individuals and businesses to accelerate their 
financial growth. A craftsman can borrow to 
buy tools, giving him the ability to earn a higher 
income. An entrepreneur can buy a business (or 
start one) on credit that will produce enough 
income over time to repay the debt. A worker 
can finance a vehicle for transportation to a 
better job. A student can obtain an advanced 
degree and gain entry to a lucrative career field. 
This is good debt. 

But the risk in a debt-driven economy (even 
for “good debt”) is that loans might not be 
repaid. To mitigate against this peril, insurance 
serves a parallel future-into-the-present 
function: if necessary, it brings future payments 
into the present. Because of insurance, a 
damaged vehicle or building is repaired or 
replaced immediately. Because of insurance, 
future income that was lost due to disability or 
death either continues or is replaced with a 
lump sum. Borrowers can meet their 
obligations and lenders preserve their assets. 
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DOES INSURANCE DETERMINE 
YOUR DEBT LIMIT? (MAYBE IT 
SHOULD)

satisfy the outstanding mortgage balance. 
Although not essential to most real-estate 
transactions, insurers may offer both life and 
disability insurance for the borrower to ensure 
the loan obligation can be fulfilled. 
 That’s a lot of insurance. But without it, 
borrowing would be more costly and risky – for 
everyone. There are costs to bringing the future 
into the present. With debt, the cost is interest; 
with insurance it’s the premium.

“Oh, I get it…”
 If you grasp the connection between debt 
and insurance, it may provoke an “aha moment” 
about how individuals, businesses – and even 
nations – can determine whether they have too 
much debt. Quite simply, if debt obligations 
exceed insurance protection, there is a problem.
 The expectation for most debt is that 
repayment will be made from future revenues.
For individuals, this usually means income from 
labor. For businesses, it’s profits. For 
governments, it’s taxes and tariffs. So what 
happens if revenues are disrupted? Is there 
insurance to maintain payments and fulfill 
obligations?
 In personal finance, the “various forms of 
insurance” referenced by Mauldin are: 

, like home and auto 
insurance, guaranteed interest rates for cash 
reserves, and default protection on certain 
debt investments.

, such as life, disability 
and health insurance that protect against an 
interruption or cessation of earnings and/or 
significant unexpected expenses in the event 

 Consider the insurance that typically 
accompanies a mortgage for the purchase of a 
home: If it’s a conventional loan, a sizable down 
payment will be required, which ensures the 
lender can reasonably expect to sell the property 
– even at a discount – and recover the loan 
balance if the borrower defaults. Conversely, a 
lender may agree to a smaller down payment if 
the borrower agrees to purchase mortgage 
insurance until the owner’s equity in the 
property reaches a certain level. Title insurance 
protects both the lender and borrower from a 
fraudulent sale by the current owner. Until the 
loan is paid in full, the lender will also require 
insurance on the property so that in the event of 
damage, the building can be repaired or 
replaced. If there’s a claim, the lender will be 
listed as a lien holder, ensuring that insurance 
payments will either restore the property or 

If debt obligations 

exceed insurance 

protection, 

there 

is a problem.

of accidents, illness or death. Unemployment 
benefits can cushion a loss of income due to 
termination or layoff.

 in safe, liquid accounts are a 
hedge against unknown events that might 
disrupt incomes, and ensure that debt 
payments can continue without interruption, 
at least for awhile.      

 In a perfect world, everyone would have 
enough assets and cash to never borrow. In the 
real world, debt is almost inevitable for at least 
a portion of our financial lives. Individuals and 
households with inadequate insurance are at a 
financial disadvantage in the real world, because 
the only way to safely bring consumption from 
the future into the present is to also bring along 
the assurance you can pay for it. 

DOES YOUR INSURANCE 
PROGRAM EXCEED YOUR DEBTS? 

     OR ARE YOU   
     OVER-EXTENDED 
–      EVEN IF YOU’RE  
     STILL MAKING   
     PAYMENTS?


