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The Congressional Budget Office’s release this week of the Budget and Economic Outlook reiterated the

unsustainable nature of current fiscal policy and reflected a more pessimistic outlook for economic growth.

Comparing the Economic Outlooks

The release this week of the Congressional Budget Office’s Budget and
Economic Outlook painted a picture of unsustainable fiscal policy and a
much slower economic growth environment over the next decade. The path
of economic growth according to the CBO is that the economy will grow by
2.0 percent in 2012 and then slow in 2013 to 1.1 percent. The CBO expects
that long-run growth will average around 4.1 percent from 2014-2017 and
slow to 2.5 percent from 2018-2022. The primary reason for the slower
pace of growth in 2013 will be the result of fiscal policy changes under
existing law. In contrast to the CBO forecast, our view is that the economy
will grow around 1.9 percent in 2012, slowing slightly to 1.8 percent in
2013. Both the CBO and our group forecast low rates and low inflation over
the next two years. In addition, both our forecast and the CBO expect the
unemployment rate to remain above 8 percent this year and in 2013.

Outlook for Revenues and Outlays

The CBO projects that revenue growth will continue over the next two
years, with the bulk of the revenue growth occurring in 2013 due to
significant increases in taxes. Among the tax increases that will affect
revenues the most are: an increase in income tax rates for the highest tax
brackets, the phasing out of itemized deductions and exemptions for high
income earners, expiration of the higher education tax credit, increased
capital gains taxes on long-term investments to 20 percent from 15 percent,
dividend taxes increase to 39.6 percent, expiration of the alternative
minimum tax “patch” will raise the limit for applying the AMT, expiration
of accelerated deprecation on business investments, corporate income tax
payments become accelerated and fee increases begin related to the
implementation of healthcare reform. Under existing law, outlays,
including entitlement spending (top graph), continue to grow at an
unsustainable rate. Even after accounting for the reductions in spending
due to the Budget Control Act, there still exists a budget gap (middle
graph), highlighting the persistent future challenges that remain.

Fiscal Policy Risks to Growth in 2013

We recognize the potential effect on GDP growth in 2013 of the tax policy
changes under existing law and expect that some tax increases will occur,
but not all of them. Thus, the trajectory of the U.S. debt will likely be
somewhere between the CBO’s baseline and alternate scenarios (bottom
graph). Should all of these policies under existing law go into effect in
January 2013, we agree with the CBO that the significant tax policy
changes, in combination with sizable reductions in government spending,
would reduce GDP growth in 2013. Thus, the policy changes and
uncertainty around future tax liabilities represent a substantial downside
risk to our forecast beyond this year.

U.S. Federal Government Outlays
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$3.5 T

$3.0 T

$2.5 T

$2.

=}

$1.

[

$1.0 T

$0.5 T

W Other Programs: 2022 @ $0.2T
Income Security: 2022 @ $0.3T

M Social Security: 2022 @ $1.3T
Healthcare Programs: 2022 @ $1.6T

$0.0

26%

2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022

U.S. Budget Gap

CBO Baseline Scenario Projections, Percent of GDP

24% T

22% T

20% T

18% T

16% T

\_\//

—Outlays: 2022 @ 22.4%
Revenues: 2022 @ 21.0%
N m

26%

T 24%

T 22%

T 20%

T 18%

T 16%

14%

100%

90% T

80% T

70% T

60%

2011 2013 2015 2017 2019 2021

U.S. Debt

CBO Alt. Scenario vs. Baseline Projections, Percent of GDP

—Baseline Debt: 2022 @ 62.0% (Left Axis)
Alt. Scenario Debt: 2022 @ 94.2% (Right Axis)

2011 2013 2015 2017 2019 2021

14%

100%

T 90%

T 80%

T 70%

60%

Source: Congressional Budget Office and Wells Fargo Securities, LLC


mailto:john.silvia@wellsfargo.com
mailto:michael.a.brown@wellsfargo.com

Wells Fargo Securities, LL.C Economics Group

Mark Vitner
Jay Bryson, Ph.D.

Sam Bullard
Anika Khan
Azhar Igbal

Ed Kashmarek
Tim Quinlan
Michael A. Brown
Joe Seydl

Sarah Watt
Kaylyn Swankoski

Diane Schumaker-Krieg

John E. Silvia, Ph.D.

Scott Anderson, Ph.D.
Eugenio Aleman, Ph.D.

Global Head of Research (704) 715-8437

& Economics

Chief Economist
Senior Economist
Global Economist
Senior Economist
Senior Economist
Senior Economist
Economist
Econometrician
Economist
Economist
Economist
Economic Analyst
Economic Analyst

Economic Analyst

(212) 214-5070

(704) 374-7034
(704) 383-5635
(704) 383-3518
(612) 667-9281
(704) 715-0314
(704) 383-7372
(704) 715-0575
(704) 383-6805
(612) 667-0479
(704) 374-4407
(704) 715-0569
(704) 715-1488
(704) 374-7142
(704) 715-0526

diane.schumaker@wellsfargo.com

john.silvia@wellsfargo.com
mark.vitner@wellsfargo.com
jay.bryson@wellsfargo.com
scott.a.anderson@wellsfargo.com
eugenio.j.aleman@wellsfargo.com
sam.bullard@wellsfargo.com
anika.khan@wellsfargo.com
azhar.igbal@wellsfargo.com
ed.kashmarek@wellsfargo.com
tim.quinlan@wellsfargo.com
michael.a.brown@wellsfargo.com
joseph.seydl@wellsfargo.com
sarah.watt@wellsfargo.com

kaylyn.swankoski@wellsfargo.com

Wells Fargo Securities Economics Group publications are produced by Wells Fargo Securities, LLC, a U.S broker-dealer
registered with the U.S. Securities and Exchange Commission, the Financial Industry Regulatory Authority, and the
Securities Investor Protection Corp. Wells Fargo Securities, LLC, distributes these publications directly and through
subsidiaries including, but not limited to, Wells Fargo & Company, Wells Fargo Bank N.A., Wells Fargo Advisors, LLC,
Wells Fargo Securities International Limited, Wells Fargo Securities Asia Limited and Wells Fargo Securities (Japan)
Co. Limited. The information and opinions herein are for general information use only. Wells Fargo Securities, LLC
does not guarantee their accuracy or completeness, nor does Wells Fargo Securities, LLC assume any liability for any
loss that may result from the reliance by any person upon any such information or opinions. Such information and
opinions are subject to change without notice, are for general information only and are not intended as an offer or
solicitation with respect to the purchase or sales of any security or as personalized investment advice. Wells Fargo
Securities, LLC is a separate legal entity and distinct from affiliated banks and is a wholly owned subsidiary of Wells
Fargo & Company © 2012 Wells Fargo Securities, LLC.

SECURITIES: NOT FDIC-INSURED/NOT BANK-GUARANTEED/MAY LOSE VALUE

WELLS
FARGO



