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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 bi-weekly basis, updating the report
every other Monday, along with an accompanying podcast.

Fiscal Tightening Looms
September 11, 2023

To understand the state of the U.S. economy and gauge near-term financial prospects, investors
over the last couple of years have focused on issues like the Federal Reserve’s monetary policy,
consumer price inflation, labor market indicators, and retail sales. They seemed to pay much less
attention to fiscal policy, except perhaps amid this spring’s Congressional standoff over the
federal debt limit. Our recent work suggests fiscal policy could become a much more important
focus in the coming months. In part, that’s because of the potential for a stalemate in Congress
over the budget for the new fiscal year starting October 1. More generally, it’s also because of
the fast-growing budget deficit and looming changes in the government’s income and outlays.

To start out, let’s look at the broad contours of today’s federal budget situation. In the 12 months
ended in July, federal receipts totaled $4.480 trillion, but outlays rose to $6.743 trillion. The
deficit stood at $2.263 trillion. That shortfall was nowhere near the enormous deficits at the
height of the coronavirus pandemic, but it was still much worse than in the prior 12 months. As
shown in the chart below, the expansion in the deficit over the last year reflected both declining
receipts and rising outlays.

Federal Government Receipts & Outlays

Billions of §, Rolling 12 Months (NSA)
Source: U.S. Treasury Department

8,000

7000 1| A
| J/’ N

6,000 ——

5,000 +—— _J‘MJ/,
3,000 'U

2,000 +——

1,000 +——

0 - O O O -
ST D A Ay AL 4> AN A5 4D A1 A A 90 4y g1
R R N R AR

Recession  ====Total Federal Receipts Total Federal Outlays

WWW.CONFLUENCEINVESTMENT.COM
1


https://www.confluenceinvestment.com/category/podcasts/asset-allocation-weekly-podcast/

To understand what’s going on here, let’s first dive deeper into federal revenues. During the
year ended in July 2023, they were down $352.4 billion from the year ended in July 2022, for a
decline of 7.3%. Our analysis shows the decline can be explained entirely by a $408.3-billion
drop in individual income taxes, most likely because of lower capital gains taxes after the stock
market’s long slide last year, lower wage income as more Baby Boomers and other workers
dropped out of the labor force, and an upward adjustment to federal tax brackets because of the
price inflation in 2022. The drop in individual income taxes was partially offset by a modest rise
in other receipts, such as Social Security taxes, Medicare taxes, corporate income taxes, and
customs duties.

Major Federal Receipts

Billions of $, Rolling 12 Months (NSA)
Source: U.S. Treasury Department
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The bigger change came on the spending side of the ledger. In the year ended July, federal
outlays were a whopping $951.8 billion more than in the preceding year, for a rise of 16.4%. A
couple of major outlays fell. For example, Income Security and Healthcare spending declined
modestly. On the other hand, several big spending types grew sharply. Because of population
aging, a boom in new retirees, and a big cost-of-living increase in Social Security benefits,
outlays for Social Security and Medicare grew by a collective $279.6 billion. In addition,
interest outlays were up $182.9 billion from the prior 12 months as outstanding debt grew and
interest rates rose. Most dramatic of all, education outlays ballooned by $453.2 billion compared
with the previous 12 months, mostly reflecting the pandemic-era moratorium on student loan
repayments and interest. That moratorium was declared back in March 2020, but final costs of
$449.3 billion were recognized only in September 2022, making it look like there was a sudden,
temporary spike in education expenditures during that one month (see chart below).
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Major Federal Outlays
Billions of $, Rolling 12 Months (NSA)

Source: U.S. Treasury Department
2,500

2,000 ——

1,500 +——

A,

500 =A== P‘-—a—-
s —
T VFH

0

ar A

T T T T T T T T T T T T T
S B W A0 Ad AL A oAb A0 A0 Al A AD 90 )
A R N A R I I R R MR A
Recession = Social Security Healthcare
== |nCOMeE Security == National Defense Medicare
Interest = Education

The spike in recognized education expenditures may drop out of the 12-month rolling average
beginning with the Treasury report for September 2023, which could then show a drop in
spending. More broadly, as the student loan pause and other big pandemic relief programs come
to an end in the coming months, the drop in overall fiscal stimulus could have a noticeable
negative impact on demand. Not only will college graduates lose their student loan subsidies and
have to start paying principal and interest again, but daycare centers will lose their operating
subsidies, prompting some to close and forcing many, mostly women, out of the workforce. Of
course, the administration’s big, new programs to subsidize infrastructure rebuilding and factory
construction will soon begin to pump more money into the economy, but that probably won’t
offset all the expiring pandemic outlays.

Without substantial growth in fiscal stimulus in the coming year, a major pillar that has
prevented the economy from entering recession will be removed. Although the tight labor
markets from the loss of Baby Boomers and the consequent higher incomes remain as does rising
interest income, the drop in fiscal stimulus raises the odds of a downturn in the coming quarters.
Thus, investors need to remain vigilant about a recession, even though the current consensus is
calling for continued growth.

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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