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As a young man, it was my extreme good fortune to have had the opportunity to study abroad on 
more than one occasion. The fall of my junior year in college found me taking classes at the 
venerable University College London, Bloomsbury campus. Like hundreds of thousands of 
foreign students before me, I came to advance my education at perhaps the most cosmopolitan 
institution on earth. Back then, we were referred to as “externals,” foreign students studying on 
campus. Today we’d be part of the “international programe.” 
 
 
To the southwest of campus is a neighborhood known as Earl’s Court, once a bucolic collection 
of pastures, meadows and farms under the lordships of the Vere family for more than 500 years. 
When the railway line arrived to Earl’s Court in the mid-19th century, the community was 
transformed into a bustling London suburb. Drawn by the low rents and the neighborhood’s 
close proximity to central London, immigrants flooded the area. So by the time I was there, it 
was part student ghetto and part international bazaar. 
 
When leaving my third floor walkup at Red Cliff Square, my senses would be overwhelmed by 
the pungent and aromatic smells wafting from the Indian restaurants at all hours of the day and 
night. Saffron and tamarind, fennel and coriander hung in the air. To this day, I love a good curry 
or masala washed down with a cold Taj.  
 
Back then, like today, you don’t get anywhere fast in London without taking the tube. Earl’s 
Court station is between the South Kensington and West Kensington stations, right on the 
Victoria Line. To get there, I usually walked up a few blocks on Old Brompton Road, where I 
would pass what even then was a world-renowned hole in the wall coffeehouse named The 
Troubadour. It was here in the cellar room of The Troubadour that Charlie Watts was first 
recruited to play drums in Blues Incorporated in 1961. A year later, a young Bob Dylan played 
on Christmas as “Blind Boy Grunt.” As early as 1965, Paul Simon was performing solo at The 
Troubadour, and a few years later Elton John was piecing together his GoodbyeYellow Brick 
Road album material in the cellar. Talk about a storied past. Back then, I sure enjoyed my music, 
but I have always loved my history even more. 
 
 
When I wasn’t in class or taking in an afternoon matinee for two pounds six, you could find me 
heading two stops north on the Victoria line, changing at Oxford Circus, and heading one stop 
east on the central line to Tottenham Court Road tube station. From there, it was a few short 
blocks to Bloomsbury Street and one of my favorite spots in all the world, the British Museum. 
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All right, I’ll make no bones about it, I love the British Museum. I have read about it, written 
about it, lectured about it and spent hundreds upon hundreds of hours studying its most 
remarkable collection. Founded in 1753 by an Act of Parliament, its entry was (and still is) free 
and given to “all studious and curious persons.” Today, more than 7 million visitors a year come 
from all over the world to visit the museum in person with another 25,000,000+ visiting its 
website. 
 
The British Museum can be overwhelming. Occupying almost 1,000,000 square feet of gallery 
space, with an additional 300,000 square feet of storage space, it’s a very easy place to get lost 
in and many have. Since its inception, the original collection of more than 71,000 objects has 
grown to more than 13 million objects housed at the Museum, plus an additional 70 million at 
the Natural History Museum and 150 million at the British Library. 
 
Amongst this incredible trove, representing the cultures of the world both ancient and modern, 
sits a small piece of baked clay roughly 4" x 3," the size of your computer mouse. Visiting this 
6000-year-old tablet is our next stop, and soon its significance will become apparent. 
 
 
Toward the center of the third floor at the British Museum sits the Raymond and Beverly 
Sackler Gallery, Room 56. This is the Mesopotamian Gallery chronicling almost 5000 years of 
human advancement. In what is today modern Iraq, northeast Syria and part of southeast Turkey 
lay the lands between the Tigris and Euphrates River, ancient Mesopotamia, the birthplace of 
modern civilization, the birthplace of the modern city. Here between 6000 and 1500 B.C.E., 
civilization evolved from small agricultural settlements into large cities based upon 
advancements in technology, artistry, agriculture and the invention of writing. 
 
Ancient Sumerians, Babylonians and Akkadians all contributed during this time of crucial 
development. Now for the first time, people came together to live in settlements larger than 
villages. People’s ability to produce an excess of  food allowed them to branch out and create a 
ruling class, religion, trades, art and commerce. City states grew, and at the center of the 
Sumerian civilization stood the city of Uruk, at the time the largest and most important city of 
ancient Mesopotamia, a city which at its peak had a population of more than 80,000 people, and 
it grew rich from the food surpluses it produced. 
 
The most famous of all the kings of Uruk was Gilgamesh, who was eventually turned into a 
mythical hero through the tales of his exploits and superhuman strength in the “Epic of 
Gilgamesh,” the world’s first piece of literature. But that’s not to come for more than 1000 
years. For now, a different form of writing is taking place, a system of representational 
pictographs, the world’s earliest system of writing, cuneiform script. 
 

 
 

Before there was an alphabet, there were pictographs, a form of proto-writing that used a 
sharpened reed stylus that incised images into soft clay tablets leaving wedged shaped marks, 
pictorial representations. The word cuneiform comes from the Latin cuneus or “wedge” and 
forma meaning “shape.” Once these tablets were completed, they were then baked to preserve 
the document. The British Museum has the largest collection of cuneiform tablets in the world, 
more than 130,000 of them. 
 
Go back in time with me. We’re in ancient Mesopotamia. Here in the Fertile Crescent, literally 
the Petri dish of civilization, the great city states of Ur, Akkad, and Uruk are developing. There 
is no money, there is no currency, yet things are being built. Public finance is in its infancy, and 
the rulers and bureaucrats realize the need to write things down. You must keep track of how 
much you’re spending and what you’re getting in return. Nearly all of the earliest cuneiform 
tablets are records of accountancy, and our little 4" x 3" tablet is no exception. 
 
Our Mesopotamian administrators were keeping track of what got done and how much they 
paid for it, but how did they pay for it, if this was pre-money? In beer. That’s right, beer, beer, 
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glorious beer. The tablet is a record of the daily beer rations for workers. Here, beer is 
represented by an upright jar with a pointed base. The symbol for rations is a human head 
eating from a porridge bowl. Round and semi-circular impressions represent the measurements 
each worker is entitled to. That’s right, some of the world’s earliest known writings are 
budgets. 
 
 
So, just like Dr. Who, let’s step into our call box (a.k.a. time machine) and travel into the 
future. As promised last quarter, I will conclude the second part of our two-part series with a 
detailed explanation of our country’s budget process, national spending policies and federal 
debt. I’ll address why and how the federal government borrows, who they borrow from and 
conclude with a few thoughts on how we can deal with our debt and its effect on both our 
economy and the state of our equities markets. Let’s get started. 
 
Since the earliest days of our  Republic, our country has more often than not maintained federal 
debt. Federal debt by its very nature is not inherently bad. It can enable us to stimulate our 
economy during down economic cycles, mobilize the country during national times of peril 
(like world wars) and provide services that the private sector won’t. Regardless of the rhetoric, 
both major political parties have embraced deficit-based financing of government, as evidenced 
by the fact that 45 out of the last 50 federal budgets have resulted in deficit spending. Simply 
put, spending more than we take in, the shortfall adding each year to the total national debt. 
 
 
Three things can happen as it pertains to our annual budget. When you think about it, there is 
really no difference between our national budget and our personal household budget. We can: 
 

1.  Spend what we take in. In other words, not pay off debt, not save for a rainy day, 
not add to our existing debt. This is known as a balanced budget. 

 
2.  Spend less than we take in, creating a surplus which allows us to pay down our 
existing debt. (Think of paying off existing credit card balances.) 

 
3.  Spend more than we take in, which results in our paying for the difference in our 
spending with a big national credit card whose outstanding balance now stands at 
approximately $19 trillion. Or put another way, approximately $42,000+ for every 
man, woman and child alive today in America. 

 
So far, it seems pretty straightforward, doesn’t it? With that said, why would the government 
ever want to spend more than it takes in? It can happen, and here are a few examples: 
We are a caring and giving people. During tough times like the “Great Recession,” more of our 
neighbors became eligible for needs-based programs like food stamps and unemployment 
insurance. More people becoming eligible for unemployment means fewer people are working. 
Fewer people working means less will be collected in tax revenues. With fewer people 
working, corporate earnings are affected because there are fewer people able to buy their 
product. The lower corporate earnings are, the less the federal government collects in taxes. 
Since the private sector isn’t hiring during these times, the government often feels compelled to 
stimulate the economy by spending more, even though they are taking in less. Deficit spending 
101. During the Recession of 2009, the U.S. government spent about $1.10 for every dollar 
they brought in. Last year, they spent about $1.03. Parenthetically, back in the darkest days of 
World War II, we were spending over $1.30 for every dollar we brought in. 
 
 
Certainly a fair enough question. Anybody can lend to the U.S. government— men, women, 
children, convicts, citizens and non-citizens alike. Just go to treasurydirect.gov and you’ll see 
how easy it is. You can lend money to the government for a short period of time, 30 days, or 
for a much longer period, like five or 10 years. There are many, many types of Treasury bonds, 
but the common thread between them is that they represent a loan to the Treasury and therefore 
to the U.S. government.  
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By this time, I’m sure you’re starting to wonder who holds the paper on these loans? Now this 
is where it gets a bit more complicated. Private investors, people like you and me and Goldman 
Sachs, own about 14% of the debt. State and local governments own about the same, roughly 
13% of the debt. Now this is where it gets a bit trickier. The Federal Reserve Bank buys and 
sells Treasury bonds as part of its work to control the money supply, owning about 13% . 
(Think Quantitative Easing.) Foreign investors, whether they are governments or foreign 
nationals, own more than a third of our national debt, with China, Japan and oil exporters 
leading the way. (Even little Luxembourg owns almost a quarter of a trillion dollars of U.S. 
debt.) Now it’s going to get really tricky. Fully one-third of all the money the government 
owes is to itself, known as federal accounts. Debt  held by federal accounts is not considered 
public debt. Rather, it is the amount of money that the government has borrowed from itself. 
This is money borrowed from segregated trust funds that may currently have a surplus like 
Social Security or Medicare, but soon will be deep in the hole. Think borrowing from Peter to 
pay Paul. (More about this a bit later.) 
 
If your eyes haven’t glazed over by now, you’re probably starting to ask yourself, is there no 
limit to what the government can borrow? And the answer is yes, there is a limit. It’s referred 
to as the debt ceiling, and its legislation dates back to 1917. Since the ceiling was first raised 
back in 1939, it has been raised over 140 times because Congress has the legal authority to 
raise the debt ceiling as needed. Keep in mind that this does not authorize any new spending, 
but instead, allows the Treasury to pay the bills for spending that it has already authorized. 
 
Debt is accumulated when we spend more than we make. That’s easy enough to understand. 
But who sets the budget for the country? How is it decided? With all this finger-pointing going 
on in Washington, who is really responsible? 
 
 
 
The founding fathers gave the “power of the purse” to Congress. On that they were very clear. 
It included the power to create and collect taxes as well as to borrow money when needed. 
What was not so clear was how they were supposed to do it and what role the President would 
play in the process. As a result, the process turned into a complicated and messy affair which 
now includes government agencies such as the Office of Management and Budget, the 
Government Accountability Office and the Congressional Budget Office, just to name a few. 
As my Canadian friends would say, “Quite a dog’s breakfast.” 
 
Let me try and break it down for you into how it should work. Although it often doesn’t, it 
should follow a five-step protocol.  
 
Step One 
 
Every February, the President submits a budget request for the upcoming year that starts on 
October 1. It will include three types of spending.  
 

A)  Mandatory spending, which makes up approximately two-thirds of the budget. It 
includes Social Security, Medicare and veterans benefits. (Congress doesn’t decide to 
increase or decrease these benefits each year but instead periodically reviews 
eligibility rules and benefit levels which ultimately results in how much will get spent 
in the future.)  

 
 B)  Discretionary spending, which includes defense and social services. And finally....  
 
 C)  Interest payments on the national debt. 
 
Step Two 
 
The House and Senate passes budget resolutions. This is where the horse trading goes on. 
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Step Three 
 
The House and Senate subcommittees “markup” appropriations bills. This is where the House 
and Senate each determine the precise level of funding for each discretionary program. 
 
Step Four 
 
The House and Senate vote on appropriations bills and reconcile differences. There are 12 
subcommittees that produce budgets for departments like defense, transportation, education, 
etc. The House and Senate debate and vote on each budget. 
 
Step Five 
 
The President signs each appropriations bill and the budget becomes law. 
 
Since rarely is this process ever completed on time, Congress frequently passes continuing 
resolution bills so that agencies continue to receive temporary funding and not shut down. Even 
this doesn’t always work, as evidenced by the government’s shut down in 2013 and the rating 
agencies subsequent lowering of U.S. credit ratings. 
 
 
 
Now you understand who is responsible for each portion of the budget process and where the 
money goes once it comes in, e.g., mandatory versus discretionary spending. What remains to 
be vetted is where does the money come from? 
 
In round numbers, last year’s budget saw the government spend approximately $3.8 trillion: 
65% mandatory, 29% discretionary and 6% interest on debt. Slightly more than $2 trillion of 
that amount (roughly 55%) came from taxes. Individual income taxes, corporate income taxes, 
customs duties etc. (55%). 30% came from trust fund taxes, e.g., Social Security tax, Medicare 
tax, etc. That still leaves 15% unaccounted for, $583 billion to be exact. Where did that money 
come from? It came from borrowing. That added over half a trillion dollars to the national debt. 
 
Can this go on indefinitely? You know better than that. As I said, we’re already borrowing from 
Peter to pay Paul. I won’t belabor the point but let me just give you one specific example of 
how the government is continuing to put Band-Aids on top of Band-Aids. Last year the Social 
Security Disability Trust was on pace to run out of money by late 2016. As a result, millions of 
Americans were going to receive an automatic 19% reduction in their disability benefits in the 
fourth quarter. The government avoided that catastrophe temporarily by shifting payroll tax 
revenue from one Social Security trust fund, the Old-Age and Survivors Insurance Trust Fund, 
to another, the Disability Insurance Trust Fund. Now there’s leadership for you. 
 
 
 
Currently, U.S. interest rates are at historic lows. The 10-year Treasury is hovering around 2%. 
If interest rates were to just rise to their 50-year average of 6%, the federal government would 
have to pay more than $1 trillion a year in interest alone. That’s more than double what we 
spend on national defense. As any credit counselor will tell you, you don’t dig yourself out of 
this type of debt quagmire overnight. Our debt burden will only increase if left unchecked as 
the population grows older, with spending on Social Security and Medicare increasing 
dramatically. All the while, these aging Americans will no longer be working and will pay 
fewer taxes. Federal health spending is currently equal to approximately 5 ½% of the economy. 
In 25 years, it’s projected to be almost double. 
 
Today, in nominal dollars, we are collecting more in tax revenue than at any time in our 
country’s history, but it’s still not enough to cover our expenditures. 
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Our debt problems cannot be solved by either spending cuts or revenue increases alone. This is 
not an intellectual problem in the abstract. High levels of federal debt increase the cost of living 
from credit cards to mortgage loans and everything in between. High federal debt crowds out 
more productive investments. Every dollar an investor spends buying government debt is a 
dollar not invested elsewhere in the economy. This leads to slower growth and lower wages. 
 
Meaningful deficit reduction will require a reforming of our tax codes. Read this as more taxes? 
I’m afraid so. But a smart mix of deficit reduction can also lower income inequality. 
Regrettably, there’s no easy fix, but because of compound interest, acting sooner means less 
capital is required, resulting in less pain over the long term. No substantive debt reduction can 
occur without a slowing in the growth of entitlement spending. Additionally, lowering the 
corporate tax rate and eliminating the taxation on repatriated earnings would significantly help 
in revitalizing the economy. 
 
Let’s face it, there are no easy solutions. Many Americans are reluctant to see changes to 
entitlement programs and even more are tax adverse. As we go forward this election year, we 
anticipate continued volatility in the equities market. With that in mind, we will continue to 
emphasize asset class diversification in our portfolio construction while paying keen attention to 
delivering highly dependable income streams with our insured product instruments. As always... 
 
Best Regards, 
 
 
 
 
 
 
Ray Lent 
 
 


