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INVESTMENT INSIGHT

U.S. Debt is a Problem, But No Need to Call 911 Just Yet

By Carin Wagner CFP®, Vice President of Wealth Management

A GHPIA client recently remarked to us, “l remember someone once saying about
Congress, ‘Don't tell them what comes after a billion. Someone did.”

Even before the COVID-19 pandemic, the federal debt was large by historical
standards and is projected to rise.

Public debt is widely misunderstood. Although habitual use of public debt to
generate artificially higher growth is ultimately problematic, more debt can
be better than less in times of crisis, such as during the pandemic. When the
economy is in freefall, rising debt levels can contain the collapse of company and
personal balance sheets and foster recovery. Conversely, a failure to use fiscal
policy helped pushed the U.S. economy into depression in the 1930s.

Nonetheless, we believe, despite the recent necessary spikes, investors should
now watch debt levels carefully. There is often talk of “thresholds” — levels that
will trigger a debt crisis or a slump in growth. While a desire for a simple metric is
understandable, that is not how public debt works.

Escalating U.S. government debt, relative to our gross

domestic product (GDP), is a concern for the future.

The national debt is approaching and may exceed the peak debt-to-GDP ratio of
120 percent experienced after World War Il (Chart 1).

Does that mean U.S. debt is a current problem? Not yet. It is a mistake to use
debt-to-GDP level as a primary measure of debt sustainability or indicator of debt
risk. A better way to assess debt risk is to examine interest rates. Many economists
think about the sustainability of national debt by considering the relationship
between economic growth and interest expense.
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chartl  U.S. Debt Held by the Public to GDP
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High interest expense is a bigger problem for the U.S. government than
just high amounts of debt.

Even though our debt peaked in the 1940s, interest rates were low and economic growth was strong, making
the federal debt burden manageable in the 1940s and 1950s. As you can see from the second chart, while our
debt level peaked at the end of World War I, our debt burden did not peak until the 1980s.

At that time, interest rates stayed in double digits for an extended period even though our debt level was
relatively low. When interest expense (often called the interest burden) reached 3% of GDP in the 1980s, bond
investors became skittish about continuing to lend money to the federal government because interest expense
consumed a material percentage of annual GDP growth in dollar terms. On a relative basis, however, the cost of
servicing the national debt today is no worse than 10 years ago, and half of what it was half a century ago.

Chart 2
U.S. Government Interest Expense as % of GDP
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If interest rates remain low, then, perhaps unfortunately, the federal government may continue to borrow and
accumulate debt. Unlike individuals, the government lives in perpetuity and worries more about refinancing risk
than repayment risk. As long as investors are willing to refinance outstanding debt and interest expense remains
low, politicians face few constraints expanding the debt.
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History suggests, however, that interest rates will not remain low forever. For the high level of debt to be
sustainable, interest expense must grow more slowly than GDP in nominal dollars (real growth plus
inflation) over an extended period. Otherwise, much of the growth in the economy accrues to bond holdersin
the form of interest payments. This has political implications well beyond just bond investor concerns.

Toillustrate, if debt-to-GDP peaks and remains at 120% and nominal GDP is 4% over the next decade, the national
debt in 2031 will be $39 trillion. Chart 3 shows if government borrowing costs average 2.5%, the projected
interest expense as a percentage of GDP is 3%. If interest rates instead average 4%, the interest expense to
GDP percentage grows to 4.7%, and at 6%, the interest expense percentage is 7%. We expect bond investors to
become increasingly concerned if interest rates exceed 2.5% (this is an average across all maturities) and if debt
exceeds 120% of GDP. More broadly, fears will mount if interest expenses seem to be escalating faster than GDP
growth, even as the post-pandemic economy normalizes.

If or when either event occurs, politicians will no longer be able to kick concerns about national debt down the
road. In our analysis, it is highly likely the federal debt will accrue an interest burden similar to the 1980s even
with modest interest rate increases. We suspect this upper limit of around 3% of GDP will once again prove to
be a red line for the treasury bond market, as it was in the 1980s and early 1990s. Just like four decades ago,
federal debt reduction will become a household topic. Most likely, the U.S. will strive to reduce its debt over time

Chart 3
U.S. Government Interest Expense as % of GDP
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via tax hikes, slower spending growth, economic growth (increased GDP) and higher inflation. Slower spending
growth is more likely and will also reduce debt-to-GDP as long as spending grows more slowly than GDP.

While the U.S. may experience a fiscal crisis, it does not guarantee an economic crisis. A fiscal shortfall is more
likely to prompt an economic downturn if government debt levels contribute to the loss of market confidence
in a national economy. As the wealthiest country in the world, with the dollar still maintaining its prominence as
the world currency reserve, the U.S. has the capacity to shoulder higher debt. And that strength may extend to
the stock market. Even with the high debt burden of 40 years ago, the S&P 500 Index returned 16.38% annually
from 1980 through 2000.

The bottom line: the expansion of debt is troubling but not unexpected given our very low interest rates. Higher
interest rates will likely check the debt expansion, but that is several years from now at the least. We lived
through higher debt burdens before, and we managed the situation as a country and prospered. No need to
call 911 about the U.S. debt yet.
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Market Summary
The GHPIA Equity Valuation Dashboard

q . Price/Book q
Price/Earnings P/E Over/Under P/BV Over/Under Price/Cash P/CF Over/Under
Asset Class 2021:Q2 Benchmark Valuation 2};;';";2 Benchmark Valuation Flow 2021:Q2 Benchmark Valuation
Large-Cap Growth Stocks 36.6 27.0 35.7% 10.8 5.7 89.1% 23.9 17.5 36.7%
Large-Cap Value Stocks 25.5 20.2 26.0% 2.8 2.5 12.9% 16.3 13.1 24.8%
Mid-Cap Growth Stocks 32.5 24.8 30.9% 4.6 4.5 1.7% 16.6 16.1 3.1%
Mid-Cap Value Stocks 24.7 19.1 29.4% 2.1 2.2 -4.4% 9.7 12.4 -22.0%
Small-Cap Growth Stocks 29.1 23.2 25.5% 3.7 3.5 6.6% 16.5 15.0 9.8%
Small-Cap Value Stocks 29.1 18.2 59.7% 1.7 2.1 -17.7% 10.2 11.8 -13.4%
Returns by Index O odete /e, P/ and PP data e oviden by Stoamere L1
as of 06/30/2021

Index 2021:Q2 YTD

DJIA Total Return* 5.08% 13.79%

S&P 500 Total Return* 8.55% 15.25%

S&P 500/Growth 11.72% 13.86%

S&P 500/Value 4.45% 15.04%

S&P MidCap 400/Growth 3.25% 11.90%

S&P MidCap 400/Value 3.42% 21.93%

S&P SmallCap 600/Growth 3.58% 16.09%

S&P SmallCap 600/Value 4.78% 29.59%

Source: Bloomberg L.P. as
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