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A View Through the Flows of the Economy

The Z.1 Flow of Funds report is in for the fourth quarter. This report,
issued by the Fed, is one of the most comprehensive views of the
economy. And while it’s an ex-post (after the fact) view of the state
of the economy it provides us with a tremendously helpful look into
the state of affairs.

“To write it, it took three months;
to conceive it three minutes; to
collect the data in it all my life.”

F. Scott Fitzgerald

When | review the flow of funds report | always start by looking at the
sectoral balances via the 30,000

foot view. The chart at the right

shows the 3 sector model with the Sector Financial Balances (% of GDP)
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and the foreign sector. The USA is
a persistent current account deficit

nation so that means that the pri-
vate sector will only be in a net
surplus position when the govern-
ment is in a net deficit position.
The size of the private sector’s cur-
rent surplus position is a result of

the expansion in the budget deficit

which has directly increased the Source: Orcam Financial Group, LLC ORCAM
net saving of the private sector.
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As | have discussed many
times before, this govern-
ment deficit was crucial in
providing the income and
financial assets to the pri-
vate sector at a time when
it was de-leveraging. But
that position has changed
quite dramatically in re-
cent quarters as the pri-
vate sector has started to
lever up again.

Gross Private Domestic Investment (YoY %)
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While the government’s deficit is the non-government’s surplus, we also have to be mindful of
the private sector’s position because the vast majority of private sector saving occurs inside of
the private sector itself. In particular, the key driver of saving (in both financial and non-
financial terms) is domestic investment. As you can see in the chart above domestic invest-
ment has grown at a moderately healthy clip in recent quarters. Q4 showed a 11.2% growth
rate which was the highest rate of growth since 2012. The state of corporate America is quite
strong. And that also happens to be where we’ve seen most of the re-leveraging come from

Non-Financial Business + Household Liabilities (YoY%)

in recent quarters.
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Cumulative US Government Tax Receipts (SB) result we've actually seen a falrly.
a500 modest rate of overall re-leveraging
3000 A/f in the private sector. So it’s not just
2500 /'\./ ¥ the government that is levering up.
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the corporate profit picture has

held up in the fact of a declining deficit and deleveraging households? We can again refer to the im-
portance of the private investment picture. After all, historically, private investment has been the key
driver of profits and in the last two years, corporations have expanded investment at an average rate
of 9.65%. What’s even more interesting though is that corporate dividends have expanded by 30%. It
might sound counterintuitive to think of dividends as a profit source, but it’s important to note that
dividends are not accounted for as an expense at the corporate level (because they are distributed
profits) and so they flow right to the household level and are either saved or spent. Therefore, divi-

dends add to corporate profits.

And when we look at the aggre-
gate level of corporate spending
via investment and dividends in
the last few years the corporate
profits picture begins to make a
lot more sense. Indeed, it has
been corporations who have
mostly picked up the baton and
run with it in the last few years.

This can be seen in the chart to
the right in the dark blue bars.

Corporate Profits Breakdown (% of GDP)
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Clearly, business spending has
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steered this ship.

The aggregate view of all
of this is that the state of
the US economy is much

better than many would

like to think. In fact, cor-
porate America continues

U.S. Private Sector Net Worth (SB)
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think that the consumer
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that corporations are enormous spenders as well. The result of this is the picture above
where US private sector net worth is at an all-time high. Not surprisingly, in an environment
where the corporations are strong so too are share prices.

All of this does raise a new concern in the coming years. While | remain cyclically bullish | do
think that the next recession is likely to come at the hands of corporate America. That s,
when the corporate spending freezes then so too will the economy. So I'll be paying particu-
larly close attention to the drivers of private investment and corporate spending. When we
begin to see weakness in that data we’ll know that the probability of a tail-risk event is in-
creasingly high, as is the case in all recessions. Stay tuned.
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Important Disclaimer

Nothing contained herein should be construed as an offer to buy any secu-
rity or a recommendation as to the advisability of investing in, purchasing
or selling any security. Some of the statements contained herein are state-
ments 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 uncertainties. Ac-
tual results, performance or events may differ materially from those in such
statements due to, among other things, general economic conditions, per-
formance of financial markets, Orcam Financial Group, LLC assumes no
obligation to update any forward-looking

information contained in this document.



