The Coming Debt Crisis — and what to do about it

"How did you go bankrupt? Two ways. Gradually, then suddenly.” — Ernest Hemingway, The Sun
Also Rises

Celebrating a Milestone

The US celebrated a milestone this summer — but not a good one. The National Debt surpassed
$35 Trillion — That's $35,000,000,000,000, or more than $100,000 per citizen. Even more scary, it
works out to $271,000 per US taxpayer!' How did that happen? How will this affect the future? And
what can we do about it?

S B SR AS GO First, let's look at what we're spending all that money
2 on: The answer is “entitlements” which consist of
Social Security, Medicare, and welfare programs'.
. The creation of welfare spending to ease the Great
“IM Depression was followed by massive pension spending
0 HH”H’I Il Hi“HH after WWII. After that, though, the programs simply
5 H?“HH” it ’ kept growing. Two key catalysts caused significant
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gy qsﬁ qfa R I CRE RN the Global Financial Crisis of 2008 and the 2020
Vias pandemic™. Government debt (the blue line) shot
up during both crises to support the economy while
GDP (the red line) declined. But what jumps out when
looking at the chart below is this: the trajectory never
settled down after either crisis ended; the government
has just kept spending and spending. You might say the
US Government is addicted to spending.
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In fact, since the end of WWII, federal tax revenue has
grown 15% faster than national income, but federal
spending has grown 50% faster than that." These trends
show no signs of slowing.

The result of all this is that we have been running bigger

and bigger budget deficits each time there has been a
need for government support. As you can see from the chart below, the 2023 budget deficit was
6% of GDP, this illustrates the stark change in our fiscal situation.
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Outside of a crisis - World War I, the 2008 crisis, or the Pandemic - the deficit never got as high
as it is today — a period of strong growth. The deficit grew as high as 5.7% of GDP in 1983 but
exploded to 10% during the 2008 GFC, only to mushroom further, to almost 15% of GDP, during
the Pandemic. Deficits normally occur during a recession; looking at the chart, though, you would
assume we're still in a recession, not a 2% growth environment, as the Federal Reserve predicts'.

Our profligate spending is expected to catch
up with us as interest expense continues

to grow — in fact the CBO suggests that

net interest outlays will be larger than the
primary deficit over the next decades”. This
leads to the key problem in this scenario —
The US debt burden.

The CBO expects the debt held by the public
to rise each year going forward, from 99% of
GDP in 2024 to 122% in 2034 and 166% of
GDP in 2054 - higher than any pointin US
history, including in the aftermath of World
War II.

Why does this matter? Higher debt levels
create many problems: a lack of fiscal
flexibility, crowding out of private investment,
slower growth, and higher inflation, all of
which may lead to reduced confidence in the
US financial system.

The Problem with Excessive Debt

Just as with our personal finances, governments cannot borrow forever — money needs to be
paid back sometime. Think of your mortgage as the Federal debt: if you tripled your mortgage but
your income stayed the same, eventually you'd run out of money. That's exactly what's expected
to happen to the US — government debt is projected to go from less than 50% of GDP to over
150% - tripling the size of our debt, relative to our country’s income. Could this cause America to
collapse?
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The US happens to have a printing press, so the negative consequences would be a bit different,
and may include some of the following:

e Lack of flexibility, leaving us vulnerable, unable to respond to a financial crisis.

e Higher government borrowing can crowd out the more efficient borrowings of the private
sector.

» Higher debt burdens may require higher interest rates, leading to higher borrowing costs — for
everyone, not just the government.

» Higher borrowing costs may lead to slower economic growth and higher inflation.

o These factors are likely to lead to reduced confidence in the US financial system, as other
countries and investors worry about our ability to repay, making the US a less attractive
destination for investment.

What can be done?

Can the problem be fixed?
There are four ways out of excessive debt:

e A country can devalue its currency, but that's not feasible when you are the world's reserve
currency, like the US Dollar.

e A country can allow inflation to increase, thereby reducing the value of borrowed dollars. As we
have seen in recent years, this causes many other problems and is not a great solution.

e A country can grow its way out of the problem like the US did after World War Il. This is the

hope.
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As can be seen in the chart to the right,
Trump will likely leave the country’s
balance sheet worse than it is today

and there is no other politician that is,
truly, advocating for a fiscally sustainable
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Source: Committee for a Responsible Federal Budget based on Congressional Budget Office baseline
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The However, if the government does manage to instill a greater sense of fiscal responsibility, the
deficit might decline, like it did after the technology boom — the charts above show that the deficit
and outstanding debt situations both improved during the late 1990s and early 2000s. Could
Artificial Intelligence play a similar role today that the internet boom did in the 1990s? It's certainly
possible, but the government must also put its fiscal house in order. How, you ask? There is a very
interesting tool that will help you think through these issues and their impact:

Debt Fixer | Committee for a Responsible Federal Budget ¥i

The key limitation to this tool is the term economists love to use: “All else being equal”. Each
change is modeled without the context of other changes, but it is a start in thinking through the
issues and in seeking out politicians that will do the same.

In the meantime, we must think about how the deficit might affect our portfolios.

How should this change my portfolio?

Potential consequences of higher deficits and debt would include the following: a) Lower growth,
b) higher inflation and interest rates c) more geopolitical and market volatility. Here are some
portfolio implications:

o Stocks
- Returns may be lower than recent returns; prepare yourself to take advantage of equity
market volatility.
- Pay close attention to the price you pay — valuation matters greatly in the long-run,
particularly if growth is slower in the coming decades.

« Bonds
Invest in bonds that have a higher yield, like corporate bonds, that can compensate you for
what inflation steals.
Consider investing in floating-rate and shorter maturity bonds.

o Alternatives
- Think about alternative investments to diversify stock and bond risk.
- Consider investing in private markets, as the illiquidity premium may compensate for lower
public market returns.

To finish on an optimistic note, | share a quote attributed to Winston Churchill: “you can always
count on the Americans to do the right things, after they have exhausted all other possibilities™!.
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https://www.crfb.org/debtfixer
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Past performance may not be indicative of future results. Therefore, no current or prospective client should assume that the future performance

of any specific investment, investment strategy (including the investments and/or investment strategies recommended by the adviser), will be
profitable or equal to past performance levels.

This material is intended to be educational in nature, and not as a recommendation of any particular strategy, approach, product or concept for any
particular advisor or client. These materials are not intended as any form of substitute for individualized investment advice. The discussion is general
in nature, and therefore not intended to recommend or endorse any asset class, security, or technical aspect of any security for the purpose of
allowing a reader to use the approach on their own. Before participating in any investment program or making any investment, clients as well as all
other readers are encouraged to consult with their own professional advisers, including investment advisers and tax advisors. OneAscent can assist
in determining a suitable investment approach for a given individual, which may or may not closely resemble the strategies outlined herein

These materials contain references to hypothetical case studies. These are presented for the purpose of demonstrating a concept or idea, and not
intended to be interpreted as representing any specific person. Such representations are not intended to substitute for individual investment advice,
even if the case study appears to have similar characteristics.
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