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HOW LARGE IS THE US STRUCTURAL
BUDGET DEFICIT?

s

Russell Clark’s
Market Views

“US fiscal deterioration began in 2014, and the
US is currently running the largest budget
deficit among the developed markets. What's
driving this, and are we seeing any signs of

™ change?”

The US currently runs the largest budget deficit among the developed markets. This is in stark contrast to the US typically having a
stronger fiscal position. It is also noticeable that US fiscal deterioration began in 2014, even as UK, Japan and EU fiscal positions
have all improved.
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There are two main drivers of the US budget balance; one is cyclical, where tax received by the government will rise in an economic
expansion. Rising profits and wages increase taxes, and reduce entitlement spending. Looking as US tax revenue as percentage of
GDP we can see that this tends to oscillate around economic cycles, with a peak of 20% in 2000 and a low of 15% in 2009. Currently,
it is around 18%. This could increase further, but given tax cuts, would seem unlikely.
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US Fed Tax Revenue as % of GDP
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The second driver is defence spending. This peaked at 7% of GDP in the late 80°s and then declined to 3% in the late 90°s after the
collapse of the Soviet Union. The Iraq and Afghanistan Wars pushed spending back to 5% of GDP, but in recent years has fallen back
to less than 4% of GDP.

US Defence Spending and Budget Deficit as % of
GDP
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So, how large is the US structural deficit? We can use the unemployment rate to gauge changes in US Federal Tax Revenue’s receipt

of tax as the cycle adjusts. The ‘mild’ recession from 2000 to 2003 and the Global Financial Crisis, saw the tax revenue fall by 4% of
GDP. Using this information, we can assume 4% of GDP fall in a tax collection in a recession seems reasonable.

US Unemployment Rate

12

10

2

0
L A SN\
B A A AR A A A D
FRFEFFLFELE

The Trump administration has asked for defence spending to be increased, so it would be safe to assume that there would be little
chance of a fall in defence spending from here in my view. As recessions also increase entitlement spending, it is likely that even a
mild recession would see tax take decline by 4%, so a budget deficit of 8% in a recession is likely.
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Currently US savings rate as percentage of personal disposable income is close to all time lows of 3%. US consumer would either
have to reduce consumption to increase savings, which would be negative for growth, or the US dollar would need to fall to help
balance the current account.

US Personal Savings Rate as % of Disposable
Income
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As shown in a recent note on the Yen, the net international investments position (NIIP) for the US as a percent of GDP is already at
all time highs, for both public (i.e. government debt) and private assets.

US NIIP as % of GDP
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In 2014, the UK had a similarly large fiscal deficit and negative NIIP. With the Brexit shock, sterling subsequently fell back to its post
financial crisis lows.

UK Real Effective Exchange Rate
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The US dollar has been strong over the last few years, and in recent months.

US Real Effective Exchange Rate - BIS
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However, given the US budget position, and very negative NIIP, | suspect the US dollar, like sterling will revisit the post financial
crisis lows.
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DISCLAIMER

This Market View has been prepared and issued by Horseman Capital Management Ltd (the "Firm") authorised and regulated by the
Financial Conduct Authority. It has been approved as a financial promotion by the Firm and as such is intended for professional
clients and eligible counterparties only and is not intended for retail client use. It is not intended for distribution to any country
where such distribution or use would be contrary to local law or regulation.

This Market View is provided for information purposes only and should not be regarded as an offer to buy or sell any investments or
related services that may be referenced herein. No guarantee is made as to the accuracy of the information provided which has been
obtained from sources believed to be reliable. The view expressed in this Market View are the views of the portfolio manager at time
of publication and may change over time. Nothing in this Market View constitutes investment, legal tax or other advice nor is it to be
relied upon in making an investment decision. No recommendation is made positive or otherwise regarding individual securities
mentioned herein. Past performance is not indicative of future performance. The price of investments can go up as well as down and
can be affected by changes in the rates of exchange. The information contained in this document is strictly confidential and is
intended only for the use of the person who has been provided the Market View by the Firm. No part of this Market View may be
divulged to any person, distributed, resold and or reproduced without the prior written permission of the Firm.

Where “forward looking” information, including estimates, projections and subjective analysis and judgement are provided no
representation as to the accuracy of such projections or estimates or that they may be realised. Certain assumptions used in
formulating such “forward looking” information may differ materially from actual events or conditions.
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