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Z.1 Flow of Funds Analysis

Every quarter the Fed releases the Z.1 Flow of Funds Accounts of
the United States. This is one of the more detailed and insightful Cullen 0'&33‘;

reports provided by the government. Orcam Financial Group, LLC
cullenroche@orcamgroup.com

The Importance of the “Flow” of Funds

The economy is a system of flows much like the human body is a
system of flows. That is, the human body is healthy so long as
there is a healthy flow of blood through the system. And ulti-
mately, the quality of the nutrients and the way the system re-
sponds to this flow of nutrients determines the overall health of

the system. Long story short—
It’s appropriate to think of the economy in the same manner. The The Flow of Funds
economy is a system of payments that flow between users in the shows a fragﬂe pI'i-

process of exchanging goods and services. The health of this sys- bol d
tem is not only due to the flow, but also the quality of the output vate sector bolstere
that is produced during the course of this flow. by government defi-

The Fed’s Flow of Funds report gives us some insights into the Cits.
health of this flow. So let’s dive right in.

Unusual Times Continue....

We live in a highly unusual economic period. Our monetary sys-
tem is designed in such a manner that the primary form of money
is what | refer to as “inside money” or bank money. This money
exists as a result of loans that create bank deposits. This can be
thought of as the primary medium of exchange helping contribute

(continued...)
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to the “flow” in the economy. In a healthy economic environment the flow is strong as house-
holds borrow to purchase goods and services and business borrow to invest. As I've discussed
often, a strange thing occurred in 2008 when the credit bubble burst. The flow in this type of
money stopped. And when that flow stopped the economy stopped. The government’s re-
sponse helped get the flow going again and served in many ways like an artificial heart that
pumped blood through the

system. But the recovery has s

been far from normal and Household Debt to Income
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pays down debt and gets to a

position that is more sustainable from a debt accumulation level. The current household debt
to income ratio (in the chart to the right) is at 0.92. This is far from the pre-bubble levels in
the 0.8 range, but well off the highs. Most importantly, this shows that incomes relative to
debt have normalized to some degree. | estimate that this level will continue to heal and will
likely reach 0.85 by the middle of next year. That’s good news as it means the de-leveraging
cycle is healing and we are slowly reaching a point where credit accumulation can play its nor-
mal role in the economy.

The Fed’s Flow of Funds rounds out this picture. Today’s data dump showed the substantial
impact of the government’s deficit on the private sector. If you look at the first chart on page
3 you'll notice the historical flows of the public sector, private sector and foreign sector as a %
of GDP. The three sectors sum to zero. In econ wonk talk, that’s:

(S-1) + (T-G) + (M-X) =0
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So the crucial thing to understand is how the government’s spending is the non-government’s

income. In other words, when the government spends more, a whole bunch of American citizens
obtain more income that can then be spent on goods and services. Of course, this says nothing about

the quality of the spending or
the “nutrients”, but that’s a talk
for a different time. The im-
portant thing for us to under-
stand is that the private flow
dried up when the credit bubble
burst. And that spike in the red
line you see in 2009 resulted di-
rectly in the spike in the blue
line. In other words, the govern-
ment’s spending turned up the
“flow” and got income and reve-
nue flowing through the econo-
my at a time when the private
sector was unwilling to do this
on its own.

This can be seen in a bit more
detail in the chart below. This is
the domestic private sector on
its own. The fragility we see in
the early 2000’s was only sus-
tained due to the massive in-
crease in household debt as the
housing bubble exploded higher.
And when the asset price adjust-
ment occurred the destabiliza-
tion occurred and the private
sector flow turned into a drip.

URCAIVI

' ™y
Sector Financial Balances (% of GDP)
- omestic Private Sumplus — Govt Deficit — Clrrent Account |
14.00%
12.00%
10.00%
8.00%
6.00%
4.00%
2.00%
0.00%
-2.00%
-4.00%
-6.00%
-8.00%
v o AV of gV o AV o gV o AV o b B AV ol qk AV o qk pb AV o> ¥
GGG OO U ORI RGO IO ,\9" q,&q,@ q?“ ,\9'\
Source: Orcam Financial Group, LLC URKLAM )
' ™y
Domestic Private Sector Balance (% of GDP)
10.00%
8.00% |
6.00% A
4.00% N
200% . \ Vi, / \
\W4 w \
0.00% . . . . . . \
-2.00% \ V
-4.00%
-6.00%
-8.00%
MoN AN M N AN N AN N N AN N N N N N N AN N N N
N B D N T AT L LT L A 0 BTN AT RS S
R RIS SR AR SRR SRR IR GRS SR R S
\ Source: Orcam Financial Group, LLC ORCAM y




It's important to break this down
even further though. Within the pri-
vate sector the flow of credit is con-
tingent upon the relationship be-
tween households and businesses.
The chart at the right shows the
more complete relationship here.
This shows the flows as a % of GDP
by private sector breakdown.

The latest FoF report shows that the
government’s -8% budget deficit is

helping to offset the foreign sector’s
-3% deficit which results in a net sav-
ing position of approximately 5% for
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the private sector. Within this 5% piece the household sector is saving 2% while the business sector is sav-
ing 3%. This is down just marginally over the last few quarters, but it’s important to note that this positive
saving position is the result of the government’s deficit. In other words, the private sector is able to save
AND de-leverage because of the government’s deficit position. This has been crucial to the current recov-
ery and continued at a healthy clip in the most recent quarter.

Luckily, the business sector remains moderately healthy relative to households who are deeply indebted
and de-leveraging still. This has resulted in a substantial positive contribution to GDP from the private in-
vestment position. What we’re waiting on is the private household sector to make a complete comeback.
| don’t think we’re there as the first figure on page 2 showed. | think household de-leveraging is healing,
but won’t turn definitively positive until some point in 2013. That means the government’s deficit will be

needed to continue holding up the economy as the private sector “flow” gains momentum. The big risk to
this outlook is obviously the fiscal cliff and a substantial decline in the deficit, but | don’t see that happen-
ing. So the 30,000 foot view here remains moderately constructive so long as 8% deficits are in store for

2013.
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If you ever have questions or comments on research or Orcam’s services

please contact us directly.

Orcam Financial Group, LLC

Orcam Financial Group, LLC is a fee
only financial services firm offering
macro research, personal advisory,
institutional consulting and educa-

tional services.

OURCAM

Important Disclaimer

Nothing contained herein should be construed as an offer to buy any
security or a recommendation as to the advisability of investing in, pur-
chasing or selling any security. Some of the statements contained
herein are statements of future expectations and other forward-looking
statements. These expectations are based on Orcam's current views
and assumptions and involve known and unknown risks and uncertain-
ties. Actual results, performance or events may differ materially from
those in such statements due to, among other things, general econom-
ic conditions, performance of financial markets, Orcam Financial
Group, LLC assumes no obligation to update any forward-looking
information contained in this document.



