research
affiliates

ARTICLE

A Stealth Tax on Prosperity

June 2024

While governments responsibly issue debt to fund public investment and dampen
the business cycle, the US federal government has borrowed at an increasingly
prolific pace over recent decades. History teaches that excessive government debt
leads to sovereign debt crises, causing currency devaluation, hyperinflation, financial
repression, and outright default.

Federal Debt Has Soared to 100% GDP
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With the world's largest economy and primary reserve currency, we may be less
vulnerable than other countries, but we are naive to assume we're immune. Even if we
avoid a crisis, rising debt and deficits crowd out saving and investment, diminish
growth, and depress our prosperity.

An Unsustainable Fiscal Path

From the Global Financial Crisis in 2008 until recent monetary tightening, negative
real interest rates made public borrowing seem costless. US government debt held by
the public soared from 37% of GDP in 2007 to 78% in 2019. Our recent post-
pandemic economic boom was fueled by trillions of dollars in new borrowing. This
extraordinary stimulus inflated our debt to nearly 100% of GDP. Now, combined with

higher interest rates and slowing growth, our US federal budget deficits are on an
unsustainable path.
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Key Points

« Rising budget deficits over the past 50 years
have crowded out saving, diminished
investment, and depressed growth of our
standard of living.

o If the US adopts European levels of government
spending, we will drift toward an anemic
European growth rate.

o Necessary fiscal reform is economically easy
but politically difficult.
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An Unsustainable Fiscal Path
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Both the US Treasury's Fiscal Service and the Congressional Budget Office project rising debt and deficits. Projections are not
forecasts. Projections assume no change to current law, including full expiration of the 2017 tax cuts (much or all of which both Biden

and Trump promise to extend), adherence to discretionary spending caps, no recessions, and no emergency spending measures of the
sort employed during the Global Financial Crisis and COVID crash. Even with these unrealistically optimistic assumptions, deficits are
still projected to rise at an unsustainable rate.

Rise Above the Trees to Perceive the Forest

Most readers are familiar with the business cycle. During recessions, individuals, families, and businesses reduce spending to increase
precautionary savings. When people worry about keeping their job, they delay purchases of new cars and TVs and spend less at
expensive restaurants. When the economy recovers, incomes rise, precautionary saving declines, and private spending grows.

Meanwhile, in a recession, public spending on unemployment insurance rises, tax receipts decline, and policy makers enact emergency
government spending measures to counteract the reduction in private spending. When the economy recovers, emergency fiscal
stimulus expires, unemployment insurance payments decline, and tax revenue grows. As a result, private precautionary saving and
government budget deficits (negative public saving in national accounting terms) rise together during recessions.

“With a publicly provided retirement income, many rationally save less. And when that
entitlement spending is financed by public borrowing, negative government saving reduces
private saving.”

Recessions thus produce a negative cyclical correlation between public and private saving; government spending of newly borrowed
money fills the hole in aggregate demand created by private sector precautionary saving. This process is standard Keynesianism - but
only by half. We haven't followed the other part of Keynes' policy prescription that requires running budget surpluses to paydown
public debt during economic expansions, such as now. This failure is causing the soaring debt and unsustainable deficits discussed
above.
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While public and private saving are negatively correlated across the business cycle, they are positively correlated over the long run. The
reason is clear. With a publicly provided retirement income, many rationally save less. And when that entitlement spending is financed
by public borrowing, negative government saving reduces private saving.

Entitlement Spending Financed by Deficits
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Similarly, recessions cause a negative cyclical correlation between economic growth and labor productivity. Businesses reduce labor
expense to increase precautionary savings during recessions. They fire their least productive workers and try to maintain output as best
they can with a smaller payroll. As a result, employment declines while labor productivity rises during recessions. Labor productivity
then falls during recoveries as less productive members of the labor force are hired back. Labor productivity and economic growth are
thus negatively correlated across the business cycle.

Over the long run, however, productivity growth is not just positively correlated with economic growth. It is a primary source of that
growth, along with growth of our labor force. With a stable population, labor productivity becomes our only source of real economic
growth.

Deficits Crowd Out Saving and Depress Investment
As fiscal policy evolved from secularly balanced budgets in the 1950s and 1960s to persistent deficits to finance rising entitlement

spending in the 215t century, private saving declined from 10%-12% of GDP to less than 8%, national saving (the sum of public and
private saving) declined to only 1% of GDP, and domestic investment declined from 11% of GDP to less than 5%.
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Fiscal Deficits Crowd Out Saving and Depress Investment

Saving and Investment (Net of Depreciation)

Average as Percentage of GDP

By Decade Psersgnal Busir}ess Priv?te Goverqment Natignal Domestic Net Foreign
aving Saving Saving Saving Saving Investment Investment
1950s 7.4% 3.3% 10.7% -0.1% 10.6% 10.9% -0.3%
1960s 7.7% 42% 1.9% -0.4% 1.5% 1.0% 0.5%
1970s 8.6% 3.5% 12.2% -3.5% 8.7% 9.4% -0.7%
1980s 7.0% 29% 9.9% -4.3% 5.6% 8.3% -2.6%
1990s 5.2% 26% 7.8% -3.4% 4.4% 6.9% -2.4%
2000s 3.1% 31% 6.2% -3.8% 24% 6.7% -4.3%
2010s 4.6% 42% 8.8% -6.4% 24% 4.6% -2.2%
2020s 6.9% 2.9% 9.8% -8.8% 1.0% 4.8% -3.7%
1950-2023 6.3% 3.4% 9.6% -3.4% 6.2% 8.0% -1.8%
1950-1999 7.2% 3.3% 10.5% -2.3% 8.2% 9.3% -1.1%
2000-2023 4.4% 3.5% 7.9% -5.7% 21% 5.5% -3.4%
d research’
Source: Research Affiliates, LLC, based on data from Bureau of Economic Analysis (BEA). affiliates

Why have US national saving and domestic investment declined over the decades? From a national accounting perspective, the decline
was caused by increasing federal budget deficits. Government saving has dropped from approximately zero (balanced budgets) in the
1950s and 1960s to nearly negative 10% of GDP in recent years. Absent fiscal reform, projected deficits will drag national saving
deeply negative!

Federal Budget Deficits Crowd Out National Saving
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Recent US national saving has been insufficient even to replace consumption of capital - to maintain houses and factories, repair roads
and bridges, replace obsolete machinery and information technology, and so forth. Fortunately, the scale of the US economy,
innovation of our private sector, and strength of our institutions attract foreign investment.

Foreign Saving Funds US Domestic Investment
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When a country’s national saving is less than its domestic investment, foreign saving must fill the gap. Foreign saving, which
approximately equals the capital account, is the complement of net foreign investment. In recent years, investment of foreign saving
funded more than all US domestic investment.

Lower Capital Investment Depresses Our Prosperity

Real GDP growth in the US has halved over the past 60 to 70 years. Real GDP grew by more than 4% in the 1950s and 1960s, by over
3% from the 1970s through the 1990s, and then slowed to 2% during the 215t century.
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21st Century Real Growth Less than Half of the 1950s and 1960s

Economic Growth

Compounded Annual Rates of Change Avg % Chg
ByDecade  GDPNominal GDPInflation  GDP Real Rea(I:SF?tI;Per Population  Labor Force Pro:ii‘:i'my
1950s 6.9% 2.6% 4.3% 2.5% 1.7% 1.0% 2.9%
1960s 7.0% 2.5% 4.4% 3.1% 1.3% 1.7% 2.9%
1970s 10.1% 6.9% 3.3% 22% 11% 2.6% 2.0%
1980s 7.8% 4.6% 3.1% 21% 0.9% 1.6% 1.5%
1990s 5.6% 2.2% 3.4% 21% 1.2% 1.2% 21%
2000s 4.0% 2.2% 1.8% 0.8% 0.9% 1.0% 2.8%
2010s 4.1% 1.7% 2.4% 1.7% 0.7% 0.7% 1.3%
2020s 6.3% 4.3% 2.0% 1.6% 0.3% 0.5% 1.6%
1950-2023 6.5% 3.3% 3.2% 2.1% 11% 1.3% 2.2%
1950-1999 7.5% 3.8% 3.7% 2.4% 1.3% 1.6% 2.3%
2000-2023 4.4% 23% 2.1% 1.5% 0.8% 0.8% 2.0%
ﬂ research’
Source: Research Affiliates, LLC, based on data from Bureau of Economic Analysis (BEA). affiliates

Part of this slowing of growth is due to demography - slowing growth of the US population and labor force. As the baby boom
generation reached working age in the 1970s, growth of the US labor force peaked at an annual average of 2.6% in that decade. During
the second half of the twentieth century, annual labor force growth averaged 1.6%. So far in the 215t century, with a declining fertility
rate and boomers retiring, annual growth in our population and labor force has slowed to 0.8%.

The other part of the decline in growth is attributable to slowing growth of labor productivity. Growth of our capital stock makes
workers more productive. Construction workers build houses and bridges more quickly with power tools than with hand tools. Factory
workers assemble automobiles and computers more efficiently with machine tools and industrial robots. Semiconductor chips are
fabricated more profitably in automated foundries. Knowledge workers produce more output per hour using computers with internet
access, cloud storage, and Al tools than with libraries, typewriters, and telephones. Producing, maintaining, and replacing power tools,
industrial robots, computers, microchip foundries, cloud storage, and Al tools requires investment.

“Because investment dropped by more than half, from 11% of GDP in the 1950s and 1960s
to below 5% in the 2010s and 2020s, real growth per person more than halved from 3% in
the 1950s and 1960s to less than 1.5% in the 21st century to date.”

The post-WWII economic boom produced peaks in real per capita GDP growth above 5% for a few years and an average annual
growth rate of 3% in the 1950s and 1960s. Per capita growth then dropped to 2.2% during the turbulent inflationary years of the 1970s
and averaged just over 2% for the rest of the twentieth century.

Growth was sluggish during the early years of this century following the bursting of the 1990s dotcom tech bubble. Growth turned
deeply negative during the Global Financial Crisis and slowly recovered to a 1.7% pace in the 2010s. Recently, growth plunged with the
COVID shutdown of supply and then spiked up as the economy reopened, and supply returned. During the 215t century to date,
annualized per capita growth has been only 1.3%, which is less than half the growth of the 1950s and 1960s.
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Declining Investment Depressed Growth Per Capita GDP
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Given the strong theoretical and empirical links of saving with investment and investment with productivity, we may confidently
assume the decline in investment caused much if not all the decline in real growth per person over recent decades. In approximate
terms, because investment dropped by more than half, from 11% of GDP in the 1950s and 1960s to below 5% in the 2010s and 2020s,
real growth per person more than halved from 3% in the 1950s and 1960s to less than 1.5% in the 215t century to date. This historical
data supports our interpretation that secularly rising federal budget deficits have crowded out national saving, diminished domestic
investment, and depressed growth of our standard of living.

Government Spending Slows Growth

As economies develop, the scale of government increases. Governments of developed countries spend more on infrastructure,
education, health and welfare, and defense than do less developed countries. We feel blessed to reside in the US.

Among developed countries, however, too much government spending - particularly entitlement spending - crowds out private saving
and investment, depresses labor productivity, and stifles growth of living standards. According to the IMF, US government spending at
all levels of government is 37% of GDP. In comparison, many European governments spend 45% to 55% of their countries’ GDPs.
Higher levels of government spending are associated with lower growth rates. The nearby chart displays this relationship for the 21t
century. We plot the data for prior periods with similar results (see Appendix 2).
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High Spending Associated with Slow Growth
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Many factors including investment, innovation, education, demography, and competition and trade policy influence relative rates of
real per capita GDP growth. Given this plethora of explanatory variables, an R? of 36% - a correlation of negative 60% - for
government spending as a proportion of GDP appears remarkably high. If the US moves to European public spending levels, we will
drift toward European real per capita GDP growth rates that average below 1%.

It’s Complicated
So far, to make our points clear, we have been telling a simple (albeit incomplete) linear story about our long-term fiscal policy. Federal
budget deficits crowded out national saving; lower saving reduced investment; slowing investment diminished growth. While this

story aligns with economic theory and 75 years of empirical evidence, the macro economy is neither simple nor linear.

We could tell a story about causation in the opposite direction. Enormous excess saving_and investment in China over recent decades

lowered global real interest rates, disincentivizing_saving_and investment in developed countries. Lower demand for investment
resulting from the China shock reduced the need for domestic saving.

The strength of US institutions, pace of innovation, and remarkable profitability of leading US companies have attracted strong_capital
inflows. The resulting capital account surplus and appreciation of the US dollar demonstrate economic strength and reinforce
confidence in US exceptionalism. Consequently, foreign capital inflows may accelerate and continue for many years.

“Unless we reform our social securily system before 2034, benefits will be automatically
reduced by nearly a quarter. Thus, one might reasonably conclude that fiscal reform must
happen by or before the early 2030s.”

Strong demand for US capital assets in general - and US Treasury securities in particular - reduces the pressure for and the urgency of
fiscal reform. No one can say with certainty how much the US national debt may grow before creating a fiscal crisis: 120% of GDP?
150% of GDP? More? Regardless, fiscal reform eventually will be required because the current path is unsustainable.
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Few expect fiscal reform during_the next administration. The 2023 Social Security Trustees Report projects that its trust fund will be
fully depleted by 2034. Unless we reform our social security system before then, benefits will be automatically reduced by nearly a
quarter. Thus, one might reasonably conclude that fiscal reform must happen by or before the early 2030s.

In the meantime, we will have less fiscal space to respond to an economic shock. The US fiscal response to COVID created a nasty
bout of inflation, suggesting we may have already used up our last bit of fiscal space. Many will be pleasantly surprised if we are lucky
enough to avoid a fiscal crisis through the end of the current decade.

Yet, we remain optimistic. The US private economy remains healthy and tax receipts as a proportion of GPD are low relative to other
developed countries. As we said in our January article, the necessary fiscal reform is economically easy but politically difficult. That
doesn’t mean it won't happen; when it must, it will.

Appendix 1: BLS Decomposition of Labor Productivity

Labor economists tell us that labor productivity is a function of not only capital investment, but also education, and total factor
productivity (TFP). The Bureau of Labor Statistics’ (BLS) decomposition of labor productivity attributes its long-term decline entirely to
TFP.

We view this decomposition with some skepticism; TFP is just the residual after subtracting difficult-to-quantify contributions of

capital and education. With relatively static long-term estimates of the contributions of capital and education, the BLS attributes
almost all variability in labor productivity over the decades to this residual.

Domestic Investment and Productivity Have Declined

Decomposition of Labor Productivity

Average Annual Growth Rates
oease  Dome labor  Cortbn ConRAen o e
Investment Productivity Intensity Composition Productivity
1950s 10.9% 2.9% 0.7% 0.3% 1.9%
1960s 1.0% 2.9% 0.8% 0.1% 1.9%
1970s 9.4% 2.0% 0.9% 0.0% 11%
1980s 8.3% 1.5% 0.9% 0.2% 0.4%
1990s 6.9% 2.1% 0.9% 0.4% 0.8%
2000s 6.7% 2.8% 1.5% 0.3% 1.0%
2010s 4.6% 1.3% 0.3% 0.3% 0.7%
2020s 4.8% 1.6% 0.8% 0.3% 0.5%
1950-2023 8.0% 2.2% 0.8% 0.2% 1.1%
1950-1999 9.3% 23% 0.8% 0.2% 1.2%
2000-2023 5.5% 2.0% 0.9% 0.3% 0.8%
d res,e_archa
Source: Research Affiliates, LLC, based on data from the St Louis Fed and Bureau of Labor Statistics. affiliates

We believe, the more likely explanation for the slowing growth of labor productivity was lower capital investment. During the 1950s
and 1960s when domestic investment was 11% of GDP, labor productivity grew by nearly 3% per year. By the 2010s, domestic
investment had dropped by more than half to less than 5% of GDP, depressing labor productivity to less than 1.5% per year.
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Appendix 2: Subperiod Analysis of Per Capita Real GDP Growth vs Government Spending

Government Spending & Economic Growth 1980s
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Government Spending & Economic Growth 1990s
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Government Spending & Economic Growth 2000s
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Government Spending & Economic Growth 2010s
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The material contained in this document is for informational purposes only. It is not intended as an offer or a solicitation for the purchase and/or sale of any security, derivative,
commodity, or financial instrument, nor is it advice or a recommendation to enter into any transaction. Research results relate only to a hypothetical model of past performance (i.e.,
a simulation) and not to actual results or historical data of any asset management product. Hypothetical investor accounts depicted are not representative of actual client accounts.
No allowance has been made for trading costs or management fees, which would reduce investment performance. Actual investment results will differ. Simulated data may have
under- or over- compensated for the impact, if any, of certain market factors. Simulated returns may not reflect the impact that material economic and market factors might have
had on the advisor's decision-making if the advisor were actually managing clients’ money. Simulated data is subject to the fact that it is designed with the benefit of hindsight.
Simulated returns carry the risk that actual performance is not as depicted due to inaccurate predictive modeling. Simulated returns cannot predict how an investment strategy will
perform in the future. Simulated returns should not be considered indicative of the skill of the advisor. Investors may experience loss of all or some of their investment. Index returns
represent back tested performance based on rules used in the creation of the index, are not a guarantee of future performance, and are not indicative of any specific investment.
Indexes are not managed investment products and cannot be invested in directly. This material is based on information that is considered to be reliable, but Research Affiliates, LLC
(“RA") and its related entities (collectively “Research Affiliates”) make this information available on an “as is” basis without a duty to update, make warranties, express or implied,
regarding the accuracy of the information contained herein. Research Affiliates is not responsible for any errors or omissions or for results obtained from the use of this information.

Nothing contained in this material is intended to constitute legal, tax, securities, financial or investment advice, nor an opinion regarding the appropriateness of any investment. The
information contained in this material should not be acted upon without obtaining advice from a registered professional. RA is an investment adviser registered under the Investment
Advisers Act of 1940 with the U.S. Securities and Exchange Commission (SEC). Our registration as an investment adviser does not imply a certain level of skill or training. RA is not a
broker-dealer and does not effect transactions in securities.

Investors should be aware of the risks associated with data sources and quantitative processes used to create the content contained herein or the investment management process.
Errors may exist in data acquired from third party vendors, the construction or coding of indices or model portfolios, and the construction of the spreadsheets, results or information
provided. Research Affiliates takes reasonable steps to eliminate or mitigate errors and to identify data and process errors, so as to minimize the potential impact of such errors;
however, Research Affiliates cannot guarantee that such errors will not occur. Use of this material is conditioned upon, and evidence of, the user's full release of Research Affiliates
from any liability or responsibility for any damages that may result from any errors herein.

The trademarks Fundamental Index™, RAFI™, Research Affiliates Equity™, RAE™, and the Research Affiliates™ trademark and corporate name and all related logos are the
exclusive intellectual property of RA and in some cases are registered trademarks in the U.S. and other countries. Various features of the Fundamental Index methodology, including
an accounting data-based non-capitalization data processing system and method for creating and weighting an index of securities, are protected by various patents of RA. (See
applicable US Patents, Patent Publications and protected trademarks located at https.//www.researchaffiliates.com/legal/disclosures#patent-trademarks-and-copyrights, which
are fully incorporated herein.) Any use of these trademarks, logos, or patented methodologies without the prior written permission of RA is expressly prohibited. RA reserves the right
to take any and all necessary action to preserve all of its rights, title, and interest in and to these marks and patents.

The views and opinions expressed are those of the author and not necessarily those of RA. The opinions are subject to change without notice.
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