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Underneath the Noise,

Over the past two and one-half decades the federal
government has buried taxpayers under a mountain of debt, now
approaching $38 trillion.

During this time the key problem has been spending, not a
lack of tax revenue. Over the past 25 years, taxes have remained
relatively stable as a share of GDP, while spending continued to
rise. We estimate that spending was 23.2% of GDP in the year
ending September 30 (Fiscal Year 2025) versus 17.7% in 2000.
In other words, the reason we have a debt problem is because we
have a spending problem.

That’s the bad news, and it means policymakers still have a
very long way to go before we can claim our fiscal house is in
order. But just because the overall budget picture remains bleak
doesn’t mean we shouldn’t recognize improvements when they
happen, and there is some progress.

The Congressional Budget Office recently estimated that
budget deficit for the year that that ended on September 30 (FY
2025) came in at $1.809 trillion, slightly smaller than the $1.817
trillion of FY 2024. Although that’s only an improvement of $8
billion in dollar terms, there are reasons for at least some modest
hope on the deficit.

First, we project that nominal GDP grew 4.8% in FY 2025,
which means that even if the deficit remained roughly the same
in dollar terms, it declined relative to GDP. After clocking in at
6.3% of GDP in FY 2024, it looks like it was 6.0% in FY 2025.
That may seem like only a minor improvement, just 0.3
percentage points of GDP, but it’s a shift from the expansion of
the deficit in the prior two years. It’s movement in the right
direction.

Second, the decline in the deficit this past year would have
been larger were it not for a calendar-related issue. In particular,
two years ago (in 2023) October 1% fell on a Sunday and so $72
billion in federal payments (spending) that normally would have
been made that day were instead made on Friday September 29,
2023. That shift changed the budget math because September 29
was still in FY 2023. This artificially held down official
spending in FY 2024 making the deficit appear smaller than it
really was. In addition, due to natural disasters in 2023, some
taxpayers were allowed to postpone tax payments. This boosted
revenue in FY 2024 by about $70 billion. In other words, the
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Budget Deficit Progress!

actual reduction in the deficit for FY 2025 was really closer to
$150 billion, not $8 billion.

Third, although total federal spending was up $228 billion
last year (after adjusting for the timing issue discussed above),
the gain was due to factors largely outside the control of the new
President and Congress, at least in the short term. Spending on
Social Security, Medicare, and Medicaid were up a combined
$245 billion in FY 2025. Meanwhile, interest payments on the
national debt were up $80 billion. In addition, the Environmental
Protection Agency, under the direction of the former President,
shoveled out $20 billion in extra payments in the waning days of
his Administration, which was included in FY 2025. By contrast,
other categories of spending — outside those entitlements,
interest, and unusual EPA payments — declined $117 billion.
When is the last time you remember that happening?

Fourth, due to weather-related disasters, some revenue that
normally would have occurred in FY 2025 is being postponed
into FY 2026. In other words, while the CBO says federal
receipts were up 6% versus last year, the gain would have been
more like 8% in the absence of disaster-related deadline changes.

Again, none of this means we are anywhere close to having
the debt or deficit situation under control. A deficit of 6.0% of
GDP is still unsustainable. Moreover, the Supreme Court may
throw the whole budget situation for a loop if it declares recent
tariffs illegal. Expect a ruling early next year.

The current shutdown and political brawl over emergency
additions to Medicaid spending during COVID is extremely
important for maintaining this progress. Government spending
had been on a one-way escalator, with each so-called crisis (2008
and then COVID) permanently lifting spending to a larger and
larger share of GDP.

Somehow the angst over budget deficits has disappeared.
We remember when deficits were all anyone talked about.
Remember ABC’s Sam Donaldson screaming at President
Reagan about the size of the deficit?

Lately, the angst and screaming has been about cutting
spending, not reducing the deficit. The good news is that
progress is being made. And it’s important to recognize that
budget progress when it happens even if more needs to be done.
So, here’s a thumbs up for the progress that has been made in FY
2025, with fingers crossed that this progress is just the beginning.

Previous
-8.7
23.2

First Trust Actual
-8.7

0.7

Consensus
-1.9
10.0

This report was prepared by First Trust Advisors L. P. and reflects the current opinion of the authors. First Trust Advisors L.P. is an affiliate of FT Portfolios Canada Co. This report is based upon sources and
data believed to be accurate and reliable. Opinions and forward-looking statements expressed are subject to change without notice. This information does not constitute a solicitation or an offer to buy or sell any
security. Actual results may differ materially from the results anticipated in these forward-looking statements. We do not undertake, and specifically disclaim, any obligation to update or revise any forward-
looking information, whether as a result of new information, future developments or otherwise. This information does not constitute a solicitation or an offer to buy or sell any security. Commissions, management
fees and expenses all may be associated with ETF investments. Read the prospectus before investing. ETFs are not guaranteed, their values change frequently, and past performance may not be repeated.


http://www.firsttrust.ca/

