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Confluence Investment Management offers various asset allocation products which are managed using “top
down,” or macro, analysis. We publish asset allocation thoughts on a weekly basis in a special section within
our Daily Comment report, updating the piece every Friday.

August 7, 2020

Investors often fall into the habit of sloppy thinking about government spending and its relation
to the economy. For example, it’s easy to focus only on total government-sector expenditures.
According to the White House Office for Management and Budget, total government outlays in
the U.S. averaged 32.3% of nominal gross domestic product (GDP) over the two decades ended
in 2019 (one of the lowest ratios among advanced countries). However, that figure overstates the
government’s contribution to GDP because it includes a lot of “transfer payments,” i.e., funds
that are simply redistributed from one set of economic actors to another. Social Security
retirement checks, Medicare payments, and unemployment benefits are all examples of such
transfers. Counting transfers as a component of GDP would result in double-counting because
the funds would also be captured in the calculation when they are spent. Instead, economists
strip out transfers from total government outlays and focus only on government consumption and
investment expenditures. Over the last two decades, government consumption and investment
averaged just 18.8% of GDP.

Government consumption expenditures (on items like wages, fuel, and office supplies) averaged
about 15.0% of GDP over the last two decades. Government investment (spending on long-
lasting goods like vehicles, buildings, and roads) was much less important for the economy,
averaging 3.8% of GDP. The public sector data can also be broken down into the federal
government’s share and the portion spent by state and local agencies. Over the last two decades,
total federal consumption and investment (both defense and nondefense) averaged 7.2% of GDP,
while state and local spending accounted for a full 11.6%. Showing all these subcomponents
together, the heat table below makes clear that consumption spending by state and local agencies
is by far the public sector’s most important contributor to national economic activity, at 9.5% of
GDP.

U.S. Government Spending / GDP
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Consumption Investment Total
Federal Defense 3.5% 0.9% 4.5%
Federal Nondefense 2.0% 0.7% 2.7%
State & Local 9.5% 2.2% 11.6%
[ Total 15.0% 3.8% | | 18.8%
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These figures help explain why a key risk for the economy going forward is whether state and
local governments, facing a sharp decline in revenues because of the coronavirus crisis, will be
forced to cut their spending so much that they offset the stimulatory effect of loose fiscal and
monetary policy at the federal level. That’s exactly what happened after the Great Financial
Crisis of 2008-2009. Corporate and personal income taxes, sales taxes, property taxes, and fees
all plunged with the collapse in the housing market and the deep recession that followed, but the
impact was especially severe on state and local governments since they are usually bound by law
to balance their budgets. Their consumption and investment spending fell far more sharply than
the federal government’s spending from 2008 to 2013. State and local spending declines in those
years initially offset the federal government’s increased stimulus spending and later exacerbated
the federal spending cuts associated with the “sequester” law. That can be seen most clearly in
the chart below, which shows the contribution to GDP from each level of government and the
particularly negative contribution from state and local spending in 2010 through 2012.
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Going forward, we remain optimistic that the economy will eventually recover from the
disruptions of the coronavirus pandemic. With the plethora of potential virus vaccines and
treatments in development and the extraordinary amount of monetary and fiscal stimulus being
provided, we think many sectors and businesses are likely to regain their footing and start
growing again, which would be positive for corporate profits and stocks. However, as the
administration and Congress continue to negotiate over the latest coronavirus relief bill, we see a
significant risk. If insufficient aid is provided to state and local governments to make up for the
pandemic’s hit to their revenues, spending in that big chunk of the economy could be cut enough
to drag down overall economic activity and weigh on the equity market.

Past performance is no guarantee of future results. Information provided in this report is for educational and illustrative purposes
only and should not be construed as individualized investment advice or a recommendation. The investment or strategy discussed
may not be suitable for all investors. Investors must make their own decisions based on their specific investment objectives and
financial circumstances. Opinions expressed are current as of the date shown and are subject to change.

This report was prepared by Confluence Investment Management LLC and reflects the current opinion of the authors. It is based
upon sources and data believed to be accurate and reliable. Opinions and forward-looking statements expressed are subject to
change. This is not a solicitation or an offer to buy or sell any security.
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