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Federal Deficits Expected to Grow Along with Higher Rates

The federal budget deficit continued to edge downward in fiscal year 2014 that ended last month. However,
recent projections show that higher interest rates and outlay growth will change this story in 2016.

Deficits Continue to Moderate, For Now

September’s end marked the conclusion of federal fiscal year 2014, which
once again saw a decline in the federal budget deficit for the third year in a
row. While the official numbers have yet to be released by the Department
of the Treasury, we estimate that the deficit came in around $575 billion for
the fiscal year. Even as the size of the annual deficit has come down, the
nation continues to add to the stock of debt. Smaller deficits translate into
less borrowing, but new debt issuance is still needed. The reduction in
deficits has coincided with budget cuts, known as budget sequestration, and
somewhat better economic growth that has helped to support stronger
revenue growth (top graph). Low interest rates have also helped keep
annual budget deficits in check. Interest expenses as a share of the federal
budget have declined to 6.4 percent in fiscal year 2013 from 8.5 percent in
2008. Over the next two years, however, the story is likely to change.
Higher Rates, Higher Interest Expenses

The first major change on the federal budget horizon is that the era of
deficit reduction is set to come to an end in 2016. The current federal fiscal
year (2015) that began this month is estimated by the Congressional Budget
Office to conclude with a slightly smaller $469 billion deficit. In 2016, the
CBO estimates that the deficit will once again begin to grow, climbing to
$556 billion. Besides the continued growth in outlays, the expected rise in
interest rates will result in increased borrowing costs. Even with only
modest increases in short-term interest rates, the year-over-year rise in
interest expenses is already materializing (middle graph). The CBO
estimates that interest expenses will rise from 1.3 percent of GDP this year
to 1.5 percent of GDP by fiscal year 2016.

In our view, the CBO’s estimates for the federal interest expenses over the
next two years are slightly understated for at least two reasons. First,
relative to the current CBO baseline projections, deficits will be slightly
higher due to the likely extension of several tax credits that were allowed to
expire beginning this year and the use of continuing resolutions to keep the
government funded. Second, we expect that interest rates over the next two
years will rise modestly but at a faster pace than the CBO is currently
projecting. As can be seen in the bottom graph, the Blue Chip Consensus
forecast for the 10-year treasury beyond 2014 is consistently higher over
the forecast horizon. On net, when looking at the federal budget picture
over the next two years, we expect the deficit to come down this fiscal year
before climbing again in fiscal year 2016. Interest expenses will begin to
play a much more dominate role in the federal budget especially as we
continue to add to the stock of debt through new Treasury issuance. All of
these factors set up growing fiscal pressures in the later part of this decade.
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Federal Government Receipts & Outlay Growth
Year-over-Year Percent Change, 12-Month Moving Average
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Federal Government Spending: Interest Payments
Year-over-Year Percent Change, 12-Month Moving Average
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Wells Fargo U.S. Interest Rate Forecast

Actual Forecast
2014 2015 2016
1Q 2Q 3Q 4Q 1Q 2Q 3Q 4Q 1Q 2Q 3Q 4Q
Quarter End Interest Rates

Federal Funds Target Rate 0.25 0.25 0.25 0.25 0.25 0.50 0.75 1.00 1.25 1.75 2.25 2.75
3 Month LIBOR 0.23 0.23 0.24 0.30 0.38 0.75 1.00 1.25 1.50 2.00 2.50 3.00
Prime Rate 3.25 3.25 3.25 3.25 3.25 3.50 3.75 4.00 4.25 4.75 5.25 5.75
Conventional Mortgage Rate 4.34 4.16 4.12 4.26 4.31 4.44 4.46 4.62 4.84 5.07 5.32 5.58
3 Month Bill 0.05 0.04 0.02 0.10 0.18 0.55 0.80 1.05 1.30 1.80 2.30 2.80
6 Month Bill 0.07 0.07 0.03 0.15 0.23 0.60 0.85 1.10 1.35 1.85 2.35 2.85
1 Year Bill 0.13 0.11 0.13 0.20 0.28 0.65 0.90 1.15 1.40 1.90 2.40 2.90
2 Year Note 0.44 0.47 0.58 0.86 0.97 1.42 1.48 2.09 2.18 2.41 2.91 3.31
5 Year Note 1.73 1.62 1.78 2.05 2.16 2.51 2.57 2.75 2.98 3.12 3.59 3.96
10 Year Note 2.73 2.53 2.52 2.66 2.71 2.84 2.86 3.02 3.24 3.47 3.72 3.98
30 Year Bond 3.56 3.34 3.21 3.48 3.50 3.63 3.66 3.81 3.98 4.12 4.41 4.68

Forecast as of: October 8,204

Wells Fargo U.S. Economic Forecast and FOMC Central Tendency Projections

2014 2015 2016

Change in Real Gross Domestic Product

Wells Fargo 2.1 2.7 3.1

FOMC 20to2.2 26to3.0 2.6to2.9
Unemployment Rate

Wells Fargo 5.9 5.5 5.3

FOMC 59to6.0 54to56 5.1tob5.4
PCE Inflation

Wells Fargo 1.6 2.0 2.1

FOMC 1.5to1.7 16to1l.9 1.8to2.0

Forecast as of: October 8, 2014

NOTE: Projections of change in real gross domestic product (GDP) and in inflation are from the fourth quarter of
the previous year to the fourth quarter of the year indicated. PCE inflation is the percentage rate of change in
the price index for personal consumption expenditures (PCE). Projections for the unemployment rate are for the
average civilian unemployment rate in the fourth quarter of the year indicated.

Fed Data as of: September 17, 2014
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Wells Fargo Securities Economics Group publications are produced by Wells Fargo Securities, LLC, a U.S broker-dealer registered with the U.S. Securities and
Exchange Commission, the Financial Industry Regulatory Authority, and the Securities Investor Protection Corp. Wells Fargo Securities, LLC, distributes these
publications directly and through subsidiaries including, but not limited to, Wells Fargo & Company, Wells Fargo Bank N.A., Wells Fargo Advisors, LLC, Wells
Fargo Securities International Limited, Wells Fargo Securities Asia Limited and Wells Fargo Securities (Japan) Co. Limited. Wells Fargo Securities, LLC.
("WFS") is registered with the Commodities Futures Trading Commission as a futures commission merchant and is a member in good standing of the National
Futures Association. Wells Fargo Bank, N.A. ("WFBNA") is registered with the Commodities Futures Trading Commission as a swap dealer and is a member in
good standing of the National Futures Association. WFS and WFBNA are generally engaged in the trading of futures and derivative products, any of which may
be discussed within this publication. Wells Fargo Securities, LLC does not compensate its research analysts based on specific investment banking transactions.
Wells Fargo Securities, LLC’s research analysts receive compensation that is based upon and impacted by the overall profitability and revenue of the firm
which includes, but is not limited to investment banking revenue. The information and opinions herein are for general information use only. Wells Fargo
Securities, LLC does not guarantee their accuracy or completeness, nor does Wells Fargo Securities, LLC assume any liability for any loss that may result from
the reliance by any person upon any such information or opinions. Such information and opinions are subject to change without notice, are for general
information only and are not intended as an offer or solicitation with respect to the purchase or sales of any security or as personalized investment advice.
Wells Fargo Securities, LLC is a separate legal entity and distinct from affiliated banks and is a wholly owned subsidiary of Wells Fargo & Company © 2014
Wells Fargo Securities, LLC.

Important Information for Non-U.S. Recipients

For recipients in the EEA, this report is distributed by Wells Fargo Securities International Limited ("WFSIL"). WFSIL is a U.K. incorporated investment firm
authorized and regulated by the Financial Conduct Authority. The content of this report has been approved by WFSIL a regulated person under the Act. For
purposes of the U.K. Financial Conduct Authority’s rules, this report constitutes impartial investment research. WFSIL does not deal with retail clients as
defined in the Markets in Financial Instruments Directive 2007. The FCA rules made under the Financial Services and Markets Act 2000 for the protection of
retail clients will therefore not apply, nor will the Financial Services Compensation Scheme be available. This report is not intended for, and should not be
relied upon by, retail clients. This document and any other materials accompanying this document (collectively, the "Materials") are provided for general
informational purposes only.
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