Paying America’s Bills
What Investors Should Know About How the
U.S. Government Manages Its Finances

Brian Rehling, CFA
Co-Head of Global Fixed Income Strategy
George E. Rusnak, CFA
Co-Head of Global Fixed Income Strategy
August 2018

Why doesn’t the federal
budget balance?. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4

10
5
0
-5
-10
-15
-20
-25
-30

’29

’36

’43

’50

’57

’64

The federal government is able to run annual deficits to help stimulate economic activity
during recessions; however, Washington’s deficit spending has become the norm in both
’71
’78
’85
’92
’99
’06
’13
’20
’27
good
and
bad
times.

What does it cost to
ﬁnance the debt? . . . . . . . . . . . . . . . . . . . . . . . . . . . 6
The Treasury has done a good job of managing the debt expense, and investors have
shown no reservations about buying Treasury securities. But if current trends continue,
that could change.
18%
16%

Why is there so much
talk about the debt? . . . . . . . . . . . . . . . . . . . . . . . . . 8

14%
12%
10%
8%
6%
4%
2%
0%
’66

’69

’72

’75

’78

’81

’84

’87

’90

’93

’96

’99

’02

’05

At $21 trillion, the federal debt is staggering but currently manageable. What’s troubling is
the prospect for its continued growth over the long term.
’08

’11

’14

’17

’20

’23

’26

How will entitlement spending
impact the debt? . . . . . . . . . . . . . . . . . . . . . . . . . . .

10
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Although it’s unlikely that investors will feel the most damaging effects of America’s fiscal
challenges anytime soon, Wells Fargo Investment Institute is already factoring the potential
impact into our strategic models and recommending portfolio changes for investors to consider.
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A factual look at U.S. debt, deficits, and entitlements
When it comes to the way the federal government pays its bills, the U.S. is faced with a number of concerning fiscal trends that
are likely to affect economic growth and investment returns for decades to come.
The bottom line is many of the current trends are unsustainable over the long run. Fortunately, we still have time to make
corrections before a crisis emerges. However, these changes are likely to be more drastic and have a bigger impact on future
generations the longer we wait. Will we act or continue to delay hard decisions? There is danger that the steps required may be
too great to instigate action before a crisis occurs.
Our country is not alone in facing these challenges; we are unique, however, in that we remain in a position of strength globally.
Our economy is the world’s largest and most diversified, and the U.S. dollar is the globe’s primary reserve currency. While that’s
still the case, can our political parties work together to enact sweeping changes to correct our long-term trajectory?
Any discussion of America’s debt and budget is often politically charged. In the following pages, we provide a nonpartisan
presentation of our nation’s fiscal trends. At the conclusion, we look at how we have adapted our investment guidance as a result
of these trends and make some portfolio suggestions for you to consider.
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THE U.S. FACES CONCERNING FISCAL TRENDS
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TreasuryDirect.gov, Debt to the Penny as of July 31, 2018.
U.S. Department of Treasury, Bureau of the Fiscal Service, “Treasury Bulletin,” June 2018.
Data as of December 31, 2017.
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Congressional Budget Office, “The Budget and Economic Outlook: 2018 to 2028,” April 2018.
TreasuryDirect.gov, Interest Rates and Prices. The average interest rates for total marketable, total nonmarketable, and total
interest-bearing debt do not include Treasury Inflation-Indexed Securities or Treasury Floating-Rate Notes. As of June 30, 2018.
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Why doesn’t the federal
budget balance?
Cutting through the federal budget fog
Like any budget, the federal budget is merely a plan for
revenues and expenditures for the fiscal year. While that may
sound simple enough, there’s often a cloud of confusion around
the federal budget.

meaning they can be easily reduced. These comprise spending
that lawmakers control through annual appropriation acts and
can be broken down almost evenly between defense and
nondefense expenditures.

Lawmakers have little wiggle room to reduce expenditures.
Although cutting federal spending to help balance the budget
is frequently a matter of intense debate, the fact is only about
one-third of government expenditures is discretionary—

The bulk of government spending is actually considered
“mandatory,” which is somewhat of a misnomer. These
“entitlement” expenditures can, in fact, be reduced, but doing
so would be extremely difficult (and probably unpopular).

GOVERNMENT SPENDING EXCEEDS REVENUE
PROJECTED
2018 SPENDING

PROJECTED
2018 REVENUE
When a business or
family does budgeting
and subtracts
expenditures from
revenues, the goal is
usually to end up in the
black.
When the federal
government does it, the
result often is a negative
number, or a deficit.

INDIVIDUAL
INCOME TAX

$1.6T

PAYROLL TAX

✪

Social Security $984B

✪

Medicare

$707B

✪

Medicaid

$383B

✪

Other
$472B
(unemployment,
veterans
benefits, etc.)

✪

Defense

$622B

✪

Nondefense

$658B

MANDATORY
SPENDING
61%

DISCRETIONARY
SPENDING

To balance the 2018
budget using
discretionary spending
alone would have
required cutting our
defense and nondefense
spending by 64%.

31%

$1.2T
✪

CORPORATE TAX

$243B

Interest
on debt

$316B

THANK YOU
HAVE A NICE DAY

OTHER

NET INTEREST
8%

$278B

TOTAL $3.3T

TOTAL $4.1T

2018 DEFICIT $804 BILLION
Source: Congressional Budget Office, 2018
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Increasing mandatory spending will likely produce larger deficits
For some historical perspective, the government spent 4.5%
of gross domestic product (GDP) on mandatory expenses in
1966; today, that figure is 12.7%. As the population ages and
lives longer, the Congressional Budget Office (CBO) projects
these programs will grow to represent 15.2% of GDP in 2028 if
entitlement program payout formulas remain unchanged.

next recession. To help boost economic activity during a
downturn, the government’s typical response is to cut taxes and
increase spending. However, significant and growing deficits
are likely to limit the response to the next recession, which may
make it more painful for investors—many of whom have taken
notice of the situation: A 2018 Wells Fargo-Gallup investor
survey showed that 77% of respondents were very or somewhat
worried about federal budget deficits.1

A more immediate concern is the possibility the government
may lack fiscal flexibility when it comes to dealing with the

Deﬁcits—not necessarily a bad thing
While federal deficits are definitely a concern, keep in mind that they are an important part of managing through economic cycles.
In theory, deficits grow during recessions as the government increases spending to help stimulate economic activity while tax receipts
decline. During better times, the opposite should occur, resulting in surpluses. However, as the chart shows, the government has run
deficits on a fairly consistent basis—in both good times and bad—going back to 1929.

DEFICITS AND SURPLUSES AS A PERCENTAGE OF GDP
BABY BOOM
After World War II, the U.S. experienced a period of extraordinary economic expansion. This period
also brought the U.S. a population explosion as the Baby Boom generation was born.
Great
Depression

Recessions

ABANDONING GOLD
During the 1970s, President Nixon ended all links between gold and the U.S. dollar.
The decade was also marked by an energy crisis and high inflation.
Great

U.S. involvement
in World War II
begins

Recession

September 11

CBO projections
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DEFICIT SPENDING HAS BEEN THE NORM
Based on a Gallup Panel web study completed by 1,921 U.S. investors, aged 18 and older, from May 7 to 14, 2018. The Gallup Panel is a probability based longitudinal panel of U.S. adults whom Gallup selects using randomdigit-dial phone interviews that cover land line and cell phones. For this study, the American investor is defined as an adult in a household with total savings and investments of $10,000 or more (about two in five U.S.
households). The sample consists of 62% nonretirees and 38% retirees. Of the total respondents, 43% reported annual incomes of less than $90,000; 57% reported $90,000 or more.
Data source: Congressional Budget Office, 2018
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What does it cost to
ﬁnance the debt?
Higher debt but with lower financing cost—for now
While the federal debt has grown considerably over the last
decade, the cost to finance it has actually fallen from a high
of 14.8% of the federal budget in 1989 to just 6.6% as of
December 31, 2017. In fact, even in absolute dollars, the net
interest expense now ($263 billion) is comparable to what it was
back in 1997 ($244 billion) when the government ran a surplus
and had considerably less debt.

Low interest rates have afforded the country significant fiscal
flexibility despite the increase in total debt. However, the CBO
expects interest rates to rise over the next several years.
Current CBO baseline projections show the debt service
burden doubling to above 13% of the federal budget by 2028.
Under this scenario, interest expense costs would remain
manageable, but the trend would be concerning because it
would likely be untenable over the long term and could have
serious economic implications.

U.S. NET INTEREST AS A PERCENTAGE OF THE FEDERAL BUDGET
18%

1968–2028
Actual

Historically high interest
rates led to increased cost
to finance debt

16%
14%

Projected

Treasury used low
interest rates to refinance
debt and reduce cost

CBO projects the 10-year
Treasury to yield
3.7% in 2024

12%
10%
8%
6%
If cost continues
along projected trend,
economic consequences
could be serious

4%
2%
0%
’68

’71

’74

’77

’80

’83

’86

’89

’92

’95

$336 BILLION

’98

’01

’04

’07

’10

’13

’16

’19

Added interest expense the CBO estimates in its
projections as a result of higher interest rates1

FUTURE INTEREST COST TRENDS ARE CONCERNING
1

Assuming all other economic variables remain unchanged

Source: Congressional Budget Oﬃce, 2018
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Dealing with the debt ceiling
The Treasury can issue debt only if Congress and the president
have given it authority to do so; this authority has become
synonymous with the debt ceiling. Failure to raise the debt
ceiling when necessary could result in the U.S. government
defaulting on its obligations, which it has never done.
The debt ceiling restricts the Treasury’s ability to borrow but
does not hinder Congress’ ability to enact spending legislation.
Once the debt ceiling is reached, the Treasury is faced with not
paying bills that legislators have already authorized. Raising
the debt ceiling does not directly alter federal spending going
forward—debt is issued only when the Treasury needs funds to
cover spending that Congress has already authorized.

Legislative uncertainty over raising the debt ceiling has, at
times, forced the Treasury to take extraordinary measures and
brought about market uncertainty, rating agency downgrades,
and intense political wrangling. A bipartisan bill that passed
Congress in February 2018 waived the debt ceiling until March
2019. Lifting the debt ceiling will not lead to a flood of new
debt issuance. Once the debt ceiling is reached, the Treasury
should again be able to take extraordinary measures for some
time before facing an inability to pay debt obligations.

DEBT CEILING THROUGH THE YEARS

1917

78

Year Congress established
the debt ceiling

Times the debt ceiling has
been raised since 1960*

2011

Year debt ceiling issues, in
part, led to the very first
U.S. credit-rating downgrades

Congress passed the Second Liberty Bond Act to support the allies in World War I. This
act imposed a debt ceiling on the ability of the U.S. Treasury to borrow. Before this time, there was no
debt limit as Congress authorized or gave the Treasury responsibility for issuing debt for specific purposes.

DOES THE DEBT CEILING MATTER?
* Source: Treasury Department, July 27, 2018
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Why is there so much
talk about the debt?
Going behind the debt numbers
At more than $20 trillion, the federal debt’s size is indeed
staggering. But keep in mind that the raw numbers do not tell
the full story.

The difference between the $20.87 trillion in total debt and
$15.14 trillion in debt held by public investors is $5.73 trillion
the government owes itself. Government-owned debt is similar
to you taking a loan from your 401(k)—a default on a loan to
yourself would not result in a default to your creditors and does
not need to be financed in the public debt markets. The U.S.
government holds its own debt in various trust funds, such as
the Social Security and highway trust funds.

The government currently owes more than $15.14 trillion to
public investors. Out of the total held by public investors,
foreign investors hold over $6 trillion in Treasury securities—a
level that increased dramatically throughout the 2000s.

WHO OWNS THE DEBT
Owned by the
U.S. government

27

43

%

Owned by the public

%

U.S. investors
Social Security trust fund
Medicare trust fund
Other trust funds

TOTAL

$2.82T
$87B
$2.82T

$5.73T

30

%

Foreign countries

State and local governments
Private pensions
Mutual funds
Federal Reserve
Others

$717B
$385B
$1.79T
$2.40T
$3.57T

TOTAL

$8.86T

China
Japan
Others

TOTAL

U.S. INVESTORS ARE THE BIGGEST HOLDERS OF THE DEBT
Source: U.S. Department of Treasury, Bureau of the Fiscal Service, “Treasury Bulletin,” June 2018. Data as of December 31, 2017.
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$1.18T
$1.06T
$4.04T

$6.28T

How does U.S. debt measure up?
A country’s public debt-to-GDP ratio is one measure of its
government’s ability to pay its debt. If a country’s debt was
equal to its annual GDP, the ratio would be 100%. Currently, the
U.S. ratio is 77%—nearly double the 50-year average of 39%.
A high debt-to-GDP ratio increases the risk that investors
might, at some point, begin to doubt the government’s ability
or willingness to pay off the public debt. That could result in
benchmark interest rates rising and drastic spending (austerity)
measures being necessary to maintain creditor support of the
government’s debt.
But debt-to-GDP does not tell the full story regarding
creditworthiness—after all, Japan’s debt-to-GDP is over 200%,
yet it still enjoys the lowest borrowing costs in the world. Other
factors to consider include:
• Who are the bond buyers? When a country’s own citizens
purchase the majority of the government’s debt, the likelihood
that selling pressures or a buyers’ strike could materialize

is small. As a result, a higher debt-to-GDP level may be
sustainable.
• How healthy is the economy? Countries with higher
economic growth and more diverse economies have a greater
ability to pay back debt, and the market may bear higher debtto-GDP ratios.
• How is the debt being managed? Countries with high
debt-to-GDP levels that have implemented reforms such as
those listed below may gain investors’ support:
– Cutting spending
– Raising revenues through higher taxes
– Implementing policies to increase economic growth
While the U.S. currently has a debt level that’s very high from a
historical perspective, the danger zone is not in the near term
but over the long term, should the debt burden continue to grow.

PUBLIC DEBT-TO-GDP OF WORLD’S LARGEST ECONOMIES

Germany

United States

United Kingdom

France

Canada

Italy

Japan

65.7% 77.4% 90.4% 97.0% 98.2% 131.5% 223.8%

PROBLEMS MAY ARISE IF THE DEBT CONTINUES TO GROW
Source: Central Intelligence Agency estimates as of 2017

✪ 9✪
Paying America’s Bills | What Investors Should Know About How the U.S. Government Manages Its Finances

How will entitlement
spending impact the debt?
What exactly are entitlement programs?
The largest portion of federal budget expenditures comes from
mandatory spending requirements—with the majority referred to
as entitlement programs. The biggest of these are Social Security,
the main health programs,1 and income security programs.

an individudal must have worked and paid the taxes that fund
a given program. Social Security and Medicare benefits, for
example, are available only to individuals who paid the payroll
taxes that support these programs.

Entitlement programs can be broken down into contributory
and noncontributory programs. Contributory programs include
Social Security, Medicare, and unemployment insurance while the
noncontributory are welfare (13 separate programs) and Medicaid.

Noncontributory programs, on the other hand, are targeted
for low-income Americans and benefit recipients who are not
required to pay the taxes that fund these programs.

The key difference between the two program types regards who
is eligible for benefits. To receive contributory program benefits,

1970

20182

MIRROR IMAGES
Mandatory and discretionary spending
have traded places since 1970. In 2018,
62% of spending is mandatory and 30% is
discretionary. In 1970, the opposite was true.

Discretionary
spending . . . . 61.46%

Discretionary
spending . . . . 30.43%

Mandatory
spending . . . . 31.19%

Mandatory
spending . . . . 62.14%

Net interest. . . . 7.35%

Net interest. . . . 7.44%

MANDATORY SPENDING IS THE BULK OF THE FEDERAL BUDGET
Medicare, Medicaid, Children’s Health insurance Program, and spending to subsidize health insurance, including costs associated
with the Affordable Care Act (ACA)
2
Estimate
✪ 10 ✪
1

Data source: Office of Management and Budget (OMB). As of July 22, 2018.
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Social Security’s future holds uncertainty
Because it is an income source for at least a portion of most
Americans’ retirement and its future has long been hazy,
Social Security deserves a closer look.
When the program was signed into law, the average life
expectancy was about 62 years, and Social Security was
intended to provide income security to those who lived beyond
their years. It was not originally meant to be a retirement plan
as many think of it today.

Currently, the CBO projects that the Social Security trust fund
will be exhausted by 2029. This would not spell the program’s
end, but the Social Security Administration would be limited
to paying no more per year than received in annual revenues.
It is very unlikely, in our opinion, that politicians would allow
a sudden significant reduction in benefits, but the fact remains
that if the program is left unchanged, benefits would be
reduced by an estimated 29% in 2030.1

SOCIAL SECURITY UNDER STRESS
WORKERS PAYING IN VS.
BENEFICIARIES TAKING OUT

AMERICANS RECEIVING BENEFITS

17 TO 1 3 TO 1

3 MILLION 60 MILLION

1950

2017

1950

2017

2018

WHEN THE PROGRAM’S ANNUAL COST IS PROJECTED TO EXCEED
ANNUAL INCOME FOR THE FIRST TIME SINCE 1982

WILL THERE BE ENOUGH TO GO AROUND?
1

CBO’s 2015 Long-Term Projections for Social Security report, December 2015

Data source: Social Security Administration, ssa.gov
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What does the future
look like?
Looking ahead at potential investor impacts
It is likely that the United States can support a meaningfully
higher debt level than today given the country’s dominant
global economic position and the dollar’s stance as the
world’s primary reserve currency. That being said, projected
increases in deficits and the debt remain troubling. Keep in
mind it is impossible to predict exactly how much federal
debt the country could bear before investors lose faith in the

government’s ability or willingness to pay, potentially pushing
borrowing costs higher and the nation into a fiscal crisis.
Even if a crisis is not imminent, the consequences of a
significant national debt are likely to be real and far-reaching
for citizens and investors. Before any true financial crisis occurs,
investors should watch for potential effects of a growing debt.

POTENTIAL WARNING SIGNS OF A GROWING DEBT PROBLEM

Crowding-out effect
A large amount of federal debt issuance could lead to
a greater portion of private investment spending and
consumption being diverted to Treasury debt, shrinking
the pool of capital available for private investment.
This would likely result in lower economic output,
lower incomes, lower investment of capital,
and lower investment returns.

Higher borrowing costs
In the longer term, the laws of supply
and demand imply that an increase
in debt supply will lead to lower bond
prices and higher interest rates—
assuming all else remains equal. If rates
rise materially, the added cost would
require increasing government revenues,
reducing spending, or implementing
some combination of the two.

Decreased fiscal flexibility
An increasing debt level would restrict
policymakers’ ability to respond to unexpected
events. Future shocks may have a more
significant negative economic impact as
lawmakers might lack flexibility to deal
with them fiscally.

INVESTORS SHOULD KEEP A WATCHFUL EYE
✪ 12 ✪
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Addressing the challenges
To put the federal budget on a sustainable long-term path,
lawmakers would have to make major changes to tax policies,
spending policies, or both. However, when it comes to these
issues, Congress typically finds itself stuck between a rock
and a hard place.
On the one hand, these are politically challenging positions to
advocate for in legislation given a politician’s incentive to be
popular and electable during the next election cycle. On the
other hand, the sooner these issues are addressed, the less

drastic the size of such changes would be required. The
ultimate size and scope of the changes that would be required
would depend on the amount of federal debt that lawmakers
consider appropriate. Given the choice between taking
potentially unpopular action and “kicking the can down the
road,” Congress has generally opted for the latter.
When, if ever, our lawmakers do act, there are several schools
of thought, overviewed below, for them to debate regarding
debt management and appropriate fiscal policies.

WHAT CAN BE DONE?

GDP
Spending cuts

Tax increases

Given the budget’s
makeup, a significant
portion of any cuts
would likely need to
come from popular
social programs, which
would be politically
challenging.

Much like spending
cuts, tax increases
would likely be
unpopular—at least
with some segments
of the population. In
addition, they would
go counter to recent
policy, which is to
simplify the tax code
and reduce rates.

NOW

Higher economic
growth
Arguably the best way
to reduce debt-toGDP is to grow GDP.
But based on CBO
estimates, it appears
unlikely we’ll be able
to reach and maintain
a growth rate in excess
of mandatory spending
increases over the next
five years.

Negative real rates
An inflation rate
greater than the
interest rate paid on
the debt could help
manage an increasing
debt load and aid in
any deficit reduction
efforts. While the
Federal Reserve can
help manage interest
rates, there is no
guarantee that rates
will remain low.

Inflation or debt
renegotiation
Printing dollars to pay
off maturing debt
or renegotiating
outstanding bonds
would destroy investors’
and citizens’ savings
and make it difficult to
borrow again and
should be used only
as a last resort.

Waiting to act will likely compound the problem and necessitate more significant measures in the future.
We believe acting sooner rather than later by implementing slow, planned spending-reduction and
revenue-growth policies would help the U.S. reduce its reliance on unsustainable debt trends.

LET YOUR LEGISLATORS KNOW WHAT YOU THINK
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WAIT

What we recommend
Although it’s unlikely that the most damaging effects of America’s fiscal challenges will impact
investors anytime soon, Wells Fargo Investment Institute recommends taking action, such as:

Economic trends factor into
our long-term strategy

What planning changes should
you consider?

Lower inflation assumptions

Saving more

High government debt levels have a
deflationary effect as funds that may have
otherwise been used toward investment and
consumption must be diverted to service a
growing debt burden. Therefore, we lowered
our longer-term inflation assumptions.

Given current fiscal trends and longer life
expectancies, it may become necessary for
lawmakers to reduce entitlement benefits
and/or raise taxes. Health care costs may also
be more than you have anticipated.
✪ You may want to consider increasing your savings rate,
staying on the job longer, or working part time in retirement.

✪ When building your investment plan, lower inflation
can help keep your expenses down but also can reduce
investment returns.

Creating or updating your plan

Lower yields and longer maturities
As the population ages, demand for income
securities is expected to increase. Longerdated bonds should also be supported—
insurers and pension plans purchase these
bonds to help manage the demographic shift.
We continue to create and offer innovative income-oriented
strategies to help replace traditional income sources.
Talk to your investment professional to determine whether
our diversified income approaches are right for you.

Lower return assumptions
Fiscal trends and an aging demographic
make it more likely that asset class return
expectations will be lower in the future than
we have experienced historically. Every year,
we review our longer-term capital market
assumptions (CMAs), and we have modestly reduced those
returns over time.1

Investors who are unable to meet income
goals in retirement may find themselves
choosing more risky asset allocation
models to help meet their investment goals.
Many of these strategies can result in less
diversification and liquidity and more volatility.
✪ Working with an investment professional and developing
an investment plan sooner rather than later may limit your
need to take on added risk.

Being diversified
The lack of fiscal flexibility and the impact
that unexpected events could inflict on the
federal budget may cause future shocks
to be more impactful as the government
potentially lacks the ability to smooth out
economic shocks through fiscal spending.
✪ 	

Lower long-term return assumptions may require that you
revisit your investment plan to help ensure that you are on
track to meet your goals.
1

CMA forecasts and returns are not promises of actual returns or performance that may be realized. They are based on estimates and assumptions that may not occur.
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To discuss these strategies or any of
the issues in this report, please contact
your investment professional.
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