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Assessing the budget deal: Part I

Main Points: 

• From the perspective of equity market, the main immediate problem with the budget deal is not that it 
blows out the deficit, although it does.  

• The main problem is that it adds to aggregate demand stimulus at a time when the economy is near full 
employment, demand growth is already running well above the economy's estimated supply-side 
potential, and the Fed is accordingly tightening. 

• The impetus to demand growth from the loss of spending restraint taken in isolation is probably around 
3/8 of a percentage point each year for the next two years, ending 2020Q1. 

• Conventionally, we would think that it would take a funds rate hike of about 3/4 ppt (above prior 
baseline) to offset that impetus.  Or to put that more precisely, the Fed would have to engineer an 
additional tightening of broader financial conditions that would typically be associated with such a 
series of rate hikes. 

• That probably sound exaggerated, and perhaps it is. The Fed might prefer to under-react (to this 
additional case for tightening) slightly on the grounds that the impetus is temporary, inflation is low, they 
are comfortable with inflation drifting above 2% in the late cycle, and they are probably still practicing 
risk management even around that dovish central case.  Still, the fiscal impetus will probably have to 
be largely offset.  

• The main risk to this perspective is that the economy somehow finds a way to cool even without the 
financial conditions tightening that I expect.  Such an outcome would ultimately be bullish for equities, 
so we will have to stay atop the data.  But this is the risk, not the central case.  

• There is also the question of rising net Treasury supply. That would seem to be a distantly secondary 
consideration, because — QE apologetics aside — the term premium in Treasury securities, and thus 
the competitive bid from that sector, is not much influenced by supply.  

• But the term premium seems set to rise for other reasons, so now is probably not the right time to 
pound the table that balance sheet run-off is irrelevant.  It might appear otherwise, although not 
dramatically. 

• So-called fiscal sustainability is also secondary, particularly from a markets perspective.  But it is 
interesting in its own right, and assessing it may clear up a question possibly nagging investors. I will 
take a shot at addressing that in a follow-up note.   
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This note is the first of a couple on the budget deal just passed and the fiscal policy backdrop more 
generally.  It focuses on the aspects that are most immediately relevant to markets, which I take to be the 
short-run stimulus to aggregate demand and the impact on government debt supply.   

I will follow up with a more detailed piece on the longer-term trends in the debt and how they will probably 
have to be managed.  That piece will have a more normative flavor and will not be so immediately 
relevant to markets.  However, it will address a question that many equity investors are probably now 
asking themselves. Can all this government debt really be free of consequence? My answer is no, but in 
a way that has mixed and secondary implications for markets. 

We don’t need the stimulus 

Let’s start with the question of the Keynesian (demand-side) stimulus — keeping in mind that the stimulus 
will be more to financial tightening than to realized growth. After all, we are near full employment, and the 
Fed is no longer stuck in liquidity trap, so it is newly free to act on its own forecast. 

Scoring the stimulative effects of the tax cuts was a bit controversial.  Analysts disagree on how sensitive 
capital spending should be to an impetus to corporate cash flow and to the after-tax return on capital. We 
also disagree on the less tangible question of whether profits should really be viewed as a return to 
“capital”, whatever that is, in the first place. 

My take has been that the direct stimulative effects of the tax cut are pretty limited and that that was a 
feature, not a flaw, from the perspective of the equity market.  I won’t reiterate that argument, although 
you can see here for the original big-picture take, and then here for the case against a capital spending 
boom in particular.   

Given the probable lack of a major macro effect, the tax cut could be viewed as almost purely a wealth 
transfer to the holders of equities, which would be unambiguously bullish, at least taken in isolation.  In 
the event, there was some extra stimulus from the stock market zooming, although that hardly falsifies the 
main practical point that the tax cut itself was bullish equities. 

The just-concluded budget deal, in contrast, is both less controversial in terms of its stimulative effects 
and more likely to be negative the equity market, again taken in isolation.  For spending increases, there 
is a lot less uncertainty around the first-round spending propensities.  Unlike with tax cuts, the spending 
propensity on spending itself is 1. We can argue about the multipliers in subsequent spending rounds, but 
they affect the affect the decimals to the right of the 1.  

The only major source of uncertainty here is how quickly the new budget authority will translate into 
appropriations.  I have noticed one estimate on the street which ignores that issue and assumes a huge 
impetus to 2018 and then actual drag in 2019.  

But applying the typical appropriations lags involved here, it looks like the first round impetus to aggregate 
demand growth will be 1/4 to 1/2 percentage points in each of the years to Q1 2019 and Q1 2020. (I put it 
that way because the 2018 Q1 GDP growth rate has basically already happened, although we are still in 
the dark about how. )  1

This spending package seems negative the equity market in two ways, particularly when compared with 
the tax cut: 

Unlike the tax cut, it delivers no wealth transfer to equity holders, at some risk of sounding 
indelicate. In fact, to the extent it further raises the path of the debt, it implies some pressure to 
raise taxes on equity holders (and everyone else) in the future, although that is a secondary 
consideration at this point.  

 The Atlanta Fed’s GDPnow estimate is 4.0% (ar). Quarter by quarter GDP bean counting is probably not that important practically 1

speaking, but the figure fits with the notion that demand growth is currently quite strong.  It was in Q4 too, although the GDP print 
obscured that. 
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The impetus to demand growth from the spending increase is more damaging because it may be 
slightly larger than that associated with the tax cut and because it is incremental to the demand 
pulse already delivered.  At full employment, as demand growth drifts further above the 
economy’s supply-side potential, each 50 bps impetus is probably more important. The 
relationship here is not necessarily linear. 

The first point is hopefully self evident, but let me elaborate a bit on the second.  To offset an increment to 
demand growth of about 3/8 ppt  would typically take about 3/4 ppt (false precision) of additional Fed rate 
hikes.  Or to put that more precisely, broader financial conditions would have to tighten by an amount that 
we would typically associate with three additional 25 bps funds rate hikes. The Fed’s short run target is 
financial conditions, as they perceive them.  The funds rate is the instrument used to manipulate those 
conditions. 

Some street economists are downplaying this effect for a reason that strikes me as both fair and 
potentially misleading from a practical perspective.  Some of the DC watchers were expecting some 
relaxation of the spending caps, so they are scoring this spending increase relative to what they were 
already expecting.  But while markets may care what they were expecting, the economy does not. 

Looking a bit further down the road, there is also a worry that we may be chewing up limited fiscal 
capacity on the eve of recession, which may not be that far off now that the US economy appears to have 
achieved roughly full employment.  On now current legislation, there would be some fiscal drag in late 
2020 and beyond, which could turn out to be poorly timed. 

More troubling still, there may be another politically-driven and typically ill-timed move back towards fiscal 
orthodoxy when the next recession forces the deficit further above what will already appear to be a pretty 
alarming baseline.  I will have more on that in my second piece. For now, I would just say that it is not 
obvious that markets can look so far ahead.  So this is secondary, although also not positive.  

The main point for now is just the mundane one that fiscal impetus is inclined to trigger a tightening of 
financial conditions,  because the Fed has an objective for demand growth that is largely independent of 
the source of that demand growth — and gets to act last.  Low inflation and the Fed’s willingness to 
tolerate a late-cycle inflation overshoot mitigates this issue somewhat, but it does not make it go away. 

Source: GHRS, Federal Reserve, FH calculations and projections 

We might not welcome the supply 

Another issue here relates the effect of the rising deficit on Treasury supply.  In the chart above, I update 
some rough calculations I developed when the Trump tax cut was coming into view. These calculations 
lean very heavily on work originally developed by Greenwood, Hanson, Rudolph and Summers (GHRS) 
to assess how effective QE was in driving down the net supply of default-free rates duration while QE was 
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ongoing.  The short description is: not at  all. And that fits very nicely into my view that QE was radically 
overrated as an influence on the Treasury market.   

Here is the money paragraph from GHRS: 

This finding has both positive and normative implications. From a positive perspective, much has 
been made in recent years of the impact of QE not just on long-term yields (Gagnon, Raskin, 
Remach, and Sack 2011), but also on stock prices, exchange rates, and foreign asset prices.9 A 
common view is that Fed asset purchases have a mechanical downward effect on long-term 
interest rates through the so-called portfolio balance channel. To the extent that QE is thought to 
operate through such a direct channel, the argument has to confront the reality that the totality of 
policy has raised rather than reduced the quantity of long-term government debt held by private 
investors. It is not consistent to believe—as some seem to—that QE primarily works through a 
direct price pressure effect that reduces yields, but that the crowding out effects of large 
prospective deficits can be largely neglected. 

My work takes their estimates a bit further back in time and updates them to today, as well as projecting it 
forward on the basis of some plausible assumptions.   It is nowhere near as precise as GHRS, even for 2

the historical period, but it should reliably get us into the right ballpark. 

As you can see, based on figures that directly reflect GHRS,  QE did not reduce the net supply of default-
free rates duration being provided by the public sector while QE was ongoing.  In fact, that net supply 
accelerated slightly, basically because the fiscal deficits were on balance larger than QE.   

More importantly, looking forward, anybody who still believes (wrongly in my view) that the term premium 
is much influenced by official manipulation of net duration supply must be terrified of what is about to 
happen. The coming wave of supply utterly trounces what happened in the 2010s, even taking account of 
the fact that the conventional description of that period seems wrong about the basic facts.  

I am a bit of a two-handed economist on the practical relevance of this one.  The effects of net supply 
manipulation are pretty small: for the purposes of assessing QE, I kept it simple by assuming they were 
zero.  But if they are even marginally relevant, then I guess this is worth being aware of. 
 

Volatility and the term premium have come off the lows 

Source: CBOE, Federal Reserve, Bloomberg, FH calculations 

 The key assumptions are that the Fed sticks with the consensus path of the balance sheet run off, that the deficit is stable relative 2

to GDP after 2019, and that Treasury maintains an unchanged average maturity (and thus roughly duration) of the federal debt. 
Speaking of duration, what I refer to as 10-year “equivalents” would more precisely be called tens of duration-years of supply.  This 
is easier to calculate than ten-year equivalents, is probably more relevant, and is very close to the conventional measure anyway. 
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Second, the most likely actual source of the recently-depressed term premium is low bond yield volatility, 
which has presumably reflected low underlying economic volatility and the proximity of the zero bound on 
short rates.  The latter effectively truncated the distribution of prospective yield changes. 

As economic volatility picks up, and as the zero bound on short rates becomes progressively less binding, 
yield volatility should tend to pick up, taking the term premium with it .  With that as the base case, and 3

with net duration supply set to explode, there is not much need at this juncture to re-up the dis of QE. 
Again, this is a negative from the perspective of the equity market, although probably a distantly 
secondary one at this point.  

To repeat, the main issue is that we don’t need the additional demand from the government sector, and 
financial conditions are inclined to tighten to crowd out demand elsewhere.  

Gerard MacDonell 
gerard@frontharbor.com 

The information contained in this report has been obtained from sources believed to be reliable, but is not necessarily complete and 
its accuracy is not guaranteed. No claim is made regarding the fairness, accuracy, completeness, or correctness of the information 
and opinions contained herein. Views and other information provided here are subject to change without notice. All reports produced 
by Front Harbor are issued without regard to the specific investment objectives, financial situation or particular needs of any specific 
recipient and are not to be construed as a solicitation or an offer to buy or sell any securities or related financial instruments.  
Predictions, forecasts, and estimates for any and all markets should not be construed as recommendations to buy, sell, or hold any 
security--including mutual funds, futures contracts, and exchange traded funds, or any similar instrument.  The analyst authoring 
reports from Front Harbor may have positions in some of the securities discussed therein.

 As I mentioned in my last report assessing pressure on equities from the bond market, the term premium is hard to identify and we 3

need to take estimates of it with a grain of salt.  I prefer the ACM term premium because it does not rely on surveys of opinion and 
because switching measures of the term premium mid-analysis would be data mining.  
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