L P L F IN A NCI A L RE SE A R C H

Weekly Economic Commentary
August 26, 2013

Deficit Distraction
John Canally, CFA
Economist
LPL Financial

Highlights
The non-partisan Congressional Budget
Office continues to project that the budget
deficit in FY 2013 will total $642 billion, or
around 4.0% of GDP.
A better economy, a stronger labor market,
spending cuts from sequestration, and tax
increases are all contributing to improving the
short-term deficit.
Despite overall improvement, federal
spending on mandatory programs still runs
faster than GDP.
Please see the LPL Financial Research Weekly Calendar on page 3
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In the 12 months ending July 2013, the federal government spent $3.4
trillion and took in $2.7 trillion in revenues, making the federal deficit
(revenues less spending) about $725 billion, the smallest deficit recorded
since late 2008. At just 3.5%, the deficit as a percent of nominal gross
domestic product (GDP) over the past 12 months was also the smallest
since late 2008, and stands in sharp contrast to the 10% deficit-to-GDP
ratio posted in fiscal year (FY) 2009 ending September 2009 [Figure 1].
The story is much the same fiscal year to date in FY 2013, which ends on
September 30, 2013. In the first 10 months of FY 2013, the budget deficit
was $607 billion, or roughly 3.6% of GDP. Outlays have totaled $2.9 trillion
and revenues have totaled $2.3 trillion. The first 10 months of FY 2013 saw
the smallest deficit and deficit to GDP of any comparable period back to the
first 10 months of FY 2008. An improved economy, a stronger labor market,
spending cuts from sequestration, and recent changes to tax rates account
for most of the improvement, although a few “one-time items” have also
played a role. The non-partisan Congressional Budget Office (CBO), which
produces an excellent update on the progress of the federal budget every
month called “Monthly Budget Review” (see www.cbo.gov), continues to
project that the budget deficit in FY 2013 will total $642 billion, or around
4.0% of GDP.

The Current Federal Deficit ($725 Billion) and Deficit as a Percent of GDP (3.5%) Are Both the Smallest Since Late 2008
Federal Deficit, 12-Month Moving Total, $ Billions

Federal Deficit as % of GDP, Trailing 12-Month Deficit/Monthly GDP
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2	Receipts, October – July, $ Billions
Estimated Change
Major Category

Actual,
FY 2012

Preliminary,
FY 2013

Billions of
Dollars

Percent

Individual Income Taxes

928

1,090

162

17.4

Social Insurance Taxes

711

790

79

11.1

Corporate Income Taxes

182

213

31

16.7

Other Receipts

187

193

7

3.5

Total

2,009

2,287

278

13.8

Withheld

1,479

1,630

151

10.2

Other*

161

250

90

55.7

Total

1,640

1,880

241

14.7

Memorandum: Combined Individual
Income and Social Insurance Taxes

Source: Congressional Budget Office; Department of the Treasury 08/07/13
*Includes nonwithheld income and payroll taxes, net of refunds, and unemployment insurance receipts.

3	Outlays, October – July, $ Billions
With Adjustments for
Timing Shifts*
Major Program or Category

Actual,
FY 2012

Preliminary,
FY 2013

Estimated
Change

Billions of
Dollars

Percent

Defense — Military

540

507

-32

-36

-6.7

Social Security Benefits

633

667

34

34

5.4

Medicare^

386

413

27

12

3.0

Medicaid

208

220

12

12

5.7

Unemployment Insurance

82

62

-20

-20

-24.4

Other Activities

907

889

-18

-25

-2.8

Subtotal

2,756

2,758

2

-24

-0.8

Net Interest on the Public Debt

222

216

-5

-5

-2.4

Net Outlays Related to GSEs

5

-82

-87

-87

n.m.

Total

2,983

2,893

-90

-116

-3.8

Source: Congressional Budget Office; Department of the Treasury 08/07/13
Note: GSEs = government-sponsored enterprises, Fannie Mae and Freddie Mac; n.m. = not meaningful.
*E xcludes the effects of payments shifted because of weekends or holidays and the effects of prepayments
of deposit insurance premiums.
^Medicare outlays are net of offsetting receipts.

What’s Driving the Improvement in the Deficit?
Fiscal year to date in 2013, federal revenues are up 14%, while spending is
down nearly 4%. Combined individual income tax receipts — which account
for around 85% of federal revenues — are up 15% in the first 10 months
of FY 2013 versus the same period in FY 2012. Personal income taxes
account for roughly 50% of Federal revenues while taxes withheld for Social
Security and Medicare account for 35% of federal revenues. A better labor
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LPL Financial Research Weekly Calendar
U.S. Data

Fed

Global Notables

2013
26 Aug

§§ Durable Goods Orders and Shipments (Jul)

27 Aug

§§ Case-Shiller Home Price Index (Jun)
§§ Richmond Fed Index (Aug)

28 Aug

§§ Pending Home Sales (Jul)

29 Aug

§§ Initial Claims (8/24)
§§ GDP (Q2-Revised)

Bullard*
Lacker

§§ Germany: Unemployment (Aug)
§§ Japan: Industrial Production (Jul)
§§ Japan: Unemployment Rate (Jul)
§§ Japan: Markit PMI (Aug)

30 Aug

§§ Personal Spending and Income (Jul)
§§ Chicago Area Purchasing Managers Index (Aug)
§§ Consumer Sentiment (Aug)

Bullard*

§§ Eurozone: CPI (Aug)
§§ Germany: Retail Sales (Jul)
§§ India: GDP (Q2)
§§ China: PMI (Aug)-August 31

Williams*

§§ Germany: IFO (Aug)
§§ Italy: Retail Sales (Jul)
§§ Eurozone: Money Supply and Bank Lending (Jul)
§§ Brazil: Central Bank Meeting

Hawks: Fed officials who favor the low inflation side of the Fed’s dual mandate of low inflation and full employment
Doves: Fed officials who favor the full employment side of the Fed’s dual mandate
*

Voting members of the Federal Open Market Committee (FOMC)

market (2.3 million net new jobs were created over the past 12 months) and
rising wages (wage and salary income, as measured by the monthly report on
personal income and spending, is up 4% year over year), account for some
of the gain. The fiscal cliff — the expiration of the Social Security payroll tax
cut in January 2013 and the increase in tax rates for incomes above certain
thresholds — have also boosted revenues. The rising equity market has also
accounted for some of the gain in individual tax revenues: equity markets
hit new all-time highs in the first half of 2013 and investors may set aside
tax payments after exercising stock options or selling stocks. Corporate
profits are at record levels, and corporate tax receipts are up 17% in the first
10 months of FY 2013 versus the similar period in FY 2012. Corporate tax
receipts account for 10 – 15% of federal tax revenues [Figure 2].

At $2.9 trillion, federal budget outlays
in the first 10 months of FY 2013 were
$90 billion (or 4%) lower than in the
same period in 2012.

At $2.9 trillion, federal budget outlays in the first 10 months of FY 2013
were $90 billion (or 4%) lower than in the same period in 2012. Not
surprisingly, given the solid performance of the labor market noted above,
federal spending on unemployment benefits was down a whopping 24% in
the first 10 months of FY 2013, while defense spending (impacted in part
by the sequester) fell 7%. Federal spending activities outside of defense
and entitlement programs like Social Security, Medicare, and Medicaid
fell 3% in the first 10 months of FY 2013 versus the first 10 months of
FY 2012, but that figure is skewed lower by payments received by the
federal government from the Troubled Asset Relief Program (TARP) and
big payments from the large, quasi-government mortgage giants Fannie
Mae and Freddie Mac that were at the center of the financial crisis. Despite
the distortions, the sequester is having a modest impact in controlling
non-defense discretionary spending. Interest payments on the public debt
totaled $216 billion in the first 10 months of FY 2013, down 2% from the
$222 billion in the similar period of FY 2012 [Figure 3].
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Warning Signs
Some warning signs exist in the otherwise positive budget picture thus
far in FY 2013 however, and if these warning signs continue to be ignored
by policymakers, the near-term improvement in the budget picture is not
likely to last. FY 2013 to date, federal spending on mandatory programs
(payments set by formula written into the law) like Social Security, Medicare,
and Medicaid is running above the pace of nominal GDP growth. Federal
spending on Social Security benefits is up 5.4%, nearly twice the rate of
nominal GDP growth over the past year (2.9%). Similarly, spending on
Medicare is up 3.0% in the first 10 months of FY 2013, while Medicaid
spending is up 5.7%, also about twice the rate of nominal GDP growth.
The non-partisan CBO expects the improvement in the federal budget
deficit to continue over the rest of this fiscal year, and for the next several
fiscal years as well, through FY 2015. By then, the CBO expects the deficit
as a percent of GDP to fall to 2.0%, the smallest since the 1.2% deficitto-GDP-ratio recorded in FY 2007, the last fiscal year prior to the Great
Recession. From a 2.0% deficit-to-GDP ratio in FY 2015, the CBO projects
that under current law, the deficit will increase to 3.2% in FY 2020 and to
3.5% by FY 2023, the last year the CBO makes a projection.

The risk is that Congress and the
general public will be distracted by the
rapidly improving near-term budget
outlook, and will not address the
longer-term structural budget problem
quickly enough to head off a worsening,
long-term budget deficit.

Most of the deficit deterioration in the latter half of this decade and the first
half of the next occurs as a result of deterioration in the structural deficit,
i.e., spending on mandatory programs like Social Security, Medicare, and
Medicaid far outstripping the pace of GDP growth, mainly due to an aging
population. The CBO projects that tax receipts targeted for use by those
programs will only grow at the same pace as the overall economy over the
next 10 years or so. Thus, the risk is that Congress and the general public
will be distracted by the rapidly improving near-term budget outlook, and
will not address the longer-term structural budget problem quickly enough
to head off a worsening, long-term budget deficit. n
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IMPORTANT DISCLOSURES
The opinions voiced in this material are for general information only and are not intended to provide specific
advice or recommendations for any individual. To determine which investment(s) may be appropriate for you,
consult your financial advisor prior to investing. All performance reference is historical and is no guarantee
of future results. All indices are unmanaged and cannot be invested into directly.
Gross domestic product (GDP) is the monetary value of all the finished goods and services produced within
a country's borders in a specific time period, though GDP is usually calculated on an annual basis. It includes
all of private and public consumption, government outlays, investments and exports less imports that occur
within a defined territory.
The economic forecasts set forth in the presentation may not develop as predicted and there can be no
guarantee that strategies promoted will be successful.
International investing involves special risks, such as currency fluctuation and political instability, and may
not be suitable for all investors.
Purchasing Managers Index (PMI) is an indicator of the economic health of the manufacturing sector. The
PMI index is based on five major indicators: new orders, inventory levels, production, supplier deliveries and
the employment environment.
Markit is a leading, global financial information services company that provides independent data,
valuations and trade processing across all asset classes in order to enhance transparency, reduce risk and
improve operational efficiency. The Markit Purchasing Managers' Index (PMIT) is a composite index based
on five of the individual indexes with the following weights: New Orders - 0.3, Output - 0.25, Employment 0.2, Suppliers' Delivery Times - 0.15, Stocks of Items Purchased - 0.1, with the Delivery Times Index inverted
so that it moves in a comparable direction.
The S&P/Case-Shiller U.S. National Home Price Index measures the change in value of the U.S. residential
housing market. The S&P/Chase-Shiller U.S. National Home Price Index tracks the growth in value of real
estate by following the purchase price and resale value of homes that have undergone a minimum of two
arm's-length transactions. The index is named for its creators, Karl Chase and Robert Shiller.

This research material has been prepared by LPL Financial.
To the extent you are receiving investment advice from a separately registered independent investment advisor, please note that LPL Financial is
not an affiliate of and makes no representation with respect to such entity.
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