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Assessing the budget deal: Part II
Main Points: 

• In a report last week, I set out the main practical implications of the just-passed budget deal.  Fiscal 
policy will deliver an impetus to aggregate demand growth at a time of full employment and already-
strong growth momentum. 

• The Fed will probably have to offset the fiscal impetus by engineering a tightening of financial 
conditions beyond what was required prior to the stimulus.  It is possible but unlikely that risk assets 
could emerge from that process unscathed, assuming I am correct in the premise that financial 
conditions actually need to tighten.  

• In contrast, the implication of the budget deal — and the tax cut that preceded it — for the path of the 
federal debt is probably a secondary consideration for markets.  Nevertheless, I to turn that issue in this 
follow-up report, in the interest of completeness and because considering the debt may address a 
question nagging investors: can all this debt accumulation really be without consequence? There would 
seem to be a major consequence, but more for social welfare than for markets. 

• Fiscal policy will have to correct, most likely when bond yields begin to drift above the economy’s 
underlying growth rate, even if — as seems likely — that development is not motivated by concerns 
over the debt.  Higher bond yields would steepen the path of the debt/GDP ratio and make the general 
public and policy makers more averse to debt accumulation, whatever its pace. 

• The subsequent fiscal correction may involve deep spending cuts and perhaps steep tax hikes, which 
would disappoint the expectations of many Americans.  This, then, is the main consequence of 
aggressive fiscal expansion at a time of full employment and Fed tightening. It is a form of deception 
that ultimately hurts regular people, when bond yields go up, for whatever reason. 

•  But there seems little reason to believe that the move back towards fiscal orthodoxy would have to be 
— or would even likely be — preceded by a rise in the perceived risk of default or by associated trouble 
in the bond and equity markets.   

• Indeed, anticipation of the eventual fiscal correction may now be depressing long bond yields.  That 
may concern equity investors to the extent it encourages a flatter yield curve, which reflects the bond 
market’s recognition that the fiscal pulse is ill timed and temporary.   But it tends away from being 
alarmed about what most people generally take to be debt worries. 

• The growing popularity of the idea that the federal debt is a distraction is more a function of an 
inherently transitory condition in the bond market than it is of advances in macroeconomic theory.  If 
bond yields were to rise meaningfully above the economy’s growth rate, for whatever reason, the 
current fad would seem regrettable, to normal people. 
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From the perspective of the equity market, the main worry with the recent federal budget deal is that it 
provides additional stimulus to aggregate demand at a time of Fed tightening and apparent full 
employment. The odds seem high that the Fed will have to offset the additional federal spending by 
engineering a tightening of financial conditions to crowd out private demand growth.   

In principle, financial tightening does not necessarily have to involve equities.  It is possible that all the 
work could be done by short-term interest rates, bond yields and the dollar, leaving risk assets largely 
unscathed.  There is also a chance that I am overestimating the economy’s growth momentum and that 
demand might find a way to cool without much provocation from the Fed.  

But in the current environment, the sensitivity of equity prices to interest rate and bond yield increases 
should actually be higher than average. And the situation seems sufficiently dodgy to justify a flat position 
in stocks for now, particularly given the absence of much cushion from valuation. Equities are not 
overvalued, but they seem priced for low volatility. 

That’s the main practical concern, as I see it: the budget deal delivers an unhelpful demand stimulus. In 
contrast, the implications of the budget deal and the preceding tax cut for the path of the federal debt are 
secondary.  Nevertheless, I discuss them in this follow-up note, in part to address what I assume is a 
question nagging investors:   

Can all this federal debt accumulation really be without consequence? 

I argue that the voice in your head is valid and that there is indeed a consequence, but that it relates 
much more to social and normative considerations than to markets. To summarize, if real Treasury yields 
were to rise much above the economy’s potential growth rate, then the costs of fiscal profligacy would 
increase and become more obvious.  

This would be the case even in the likely scenario that the yield rise is not motivated by concerns over the 
debt itself.  Bond yields can easily be pushed up relative to growth by business cycle developments or by 
structural forces, such as demographics, technology advance or even a change in the economic 
development strategy of a major trading partner such as, prominently, China.  

In any event, at that point there would be renewed pressure to legislate a fiscal correction, which would 
certainly injure and probably surprise a large share of the American population.  Social programs might be 
cut dramatically or (less likely) taxes might be pushed to punitive levels.  Seen in this light, the problem is 
not so much that fiscal irresponsibility will be sustained to the point where it unnerves the debt market and 
equities.  Rather, the problem relates to the social costs of what will predictably be delivered to avoid that 
outcome. 

Markets are acting as though they are aware of the end game here.  And partly for that reason, they are 
in a very poor position to weigh in on the broader appropriateness of policy.  Fiscal scolds on both left and 
right who expect the markets to arise and smite the politicians will probably continue to be frustrated.   
We can imagine a scenario in which markets anticipate a rise of default risks, but it seems a stretch 
particularly at the medium-term horizon that presumably interests readers here as investors.  

The argument  

The remainder of this note is structured as follows. I start by documenting the history and likely path of 
the primary budget balance using figures that are roughly consensus — on the premise that the 
underlying fiscal policy likely to be in place during 2019 remains intact.  The point here is not to insist that 
status quo policy will actually be sustained, but to argue that it will not be. 

I then trace out the path of the federal debt/GDP ratio based on the presumption of status quo policy and 
three different possibilities for what I call the interest rate gap: the difference between the effective real 
interest rate on the federal debt and the economy’s underlying real growth rate.  I show that the path there 
seems implausibly steep, even in the low-interest-rate scenario that seems likely to prevail for the next 
few years. 
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I then turn to a discussion of the importance of the interest rate gap as an influence on the perceived 
importance of the debt/GDP ratio as well as its rate of ascent. The discussion here is more conceptual 
and may strike you as more controversial.  But its purpose is to argue that the current complacency 
around the debt path is a function of a bond market condition that seems largely independent of fiscal 
policy and is inherently transitory.  

I conclude with a brief discussion of what takes us back toward fiscal orthodoxy and how that is more 
likely a normative than markets issue.  

Large and growing primary deficit 

The consensus among budget watchers is that the fiscal deficit will have widened from about $650 billion 
in 2017 to around $1.15 trillion in 2019, with just under 2/3 of this due to the tax cuts, and the remainder 
due to the recently-legislated relaxation of the spending caps.   

For the purposes of doing the arithmetic, it is convenient that the economy is expected to be roughly at 
full employment and its potential level of output during 2019, which means that the 2019 deficit can be 
defined as entirely structural and thereby compared with the history of the structural deficit. 

A deficit of $1.15 trillion works out to about 5.3% of the nominal GDP projected for 2019. This reflects a 
primary deficit of 3.6% of GDP as well as a projected net interest bill on the accumulated debt of 1.7%.  
Here, we are most interested in the primary balance as a measure of policy and will model the practical 
effects of the accumulated debt burden separately — as a function the interest rate gap. 

In the chart immediately below, I trace out a path for the primary budget budget balance on the (trivial) 
assumption that GDP remains at its potential and (more importantly) that underlying policy in place during 
2019 will be sustained.   

This is not the typical approach taken by, for example, the Congressional Budget Office, as budget 
analysts usually assume that current current law — rather than policy — is sustained.    But we might be 
interested in underlying policy, rather than law, because changes of it are what affect the economy — and 
people. So, I assume here that the individual tax cuts are not allowed to sunset and that the various 
“fixes” typically implemented to prevent arbitrary spending cuts continue to be legislated year by year, etc.   

In that same spirit, I assume conservatively that financial dynamics in the entitlement programs force a 
passive deterioration of the primary balance of 10 bps of GDP per year after 2019.  That part is actually 
slightly optimistic relative to what CBO will likely assume when they score the fiscal policy changes in 
their fiscal update coming in March. 

Source: CBO, BEA, FH calculations and simulation 
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The chart shows (in black) the outlook for the primary budget balance on the premise of unchanged policy 
after 2019, as well as history of the primary structural balance going back 50 years.  It allows us to 
identify the effects of six different major fiscal policy innovations during the past half century: 

• The reversal of President Johnson’s guns plus butter fiscal strategy in the late 1960s. 

• The Reagan fiscal expansion in the early 1980s, which was fearsome at the time, but fairly small in 
retrospect. 

• The fiscal correction overseen by Bush the Elder and Clinton. 

• The move back toward deficit overseen by Bush the Younger. 

• The large fiscal roundtrip under Obama. 

• And most recently, the deepening deficit projected under Trump, which widely exceeds any 
peacetime / full-employment deficit experienced in US history. 

Federal debt would soar 

Once we have an outlook for the primary balance, we can simulate the path of the debt/GDP ratio with the 
following simple differential.  The annual change of the debt ratio is equal to the primary balance plus the 
product of the debt ratio and the interest rate gap. 

So, for example, if the primary deficit were 4% of GDP, the debt ratio were 75% (0.75), and the interest 
rate gap were -1%, then the debt/GDP ratio would rise 3.25 percentage points over a year.  Conversely, if 
the interest rate gap were switched to +1%, then the debt/GDP ratio would rise 4.75 percentage points.  1

Source: CBO, BEA, Federal Reserve, FH calculations and simulations 

The chart above shows a base-case projection for the debt/GDP ratio assuming status-quo-2019 
underling policy interacting with three possibilities for the interest rate gap.  Absent a policy change, there 
will be a steep rise of the debt/GDP ratio, which would take out the WWII highs by 2024 in the high 
interest rate scenario, and only three years later in the low interest rate scenario, which is the more likely 
because bond yields have recently been low and the existing stock of debt reprices to market yields with 
a long lag. 

 The arithmetic is slightly more complicated than this when assessing the deficit on a year to year basis, because the debt can also 1

be affected by funding requirements for federal financial asset accumulation or proceeds from asset sales.  But these cancel out 
over time and can easily be ignored in the simulations. 
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The outlook shown in chart is purely a reflection of the assumptions driving it, and the main point of the 
hockey stick simulations is that the main assumption is probably false.  The US will very probably have to 
deliver a fiscal correction relative to status-quo-2019, with the timing probably heavily influenced by the 
path of bond yields, even if that path is not being driven by the debt itself.  

Why debt is probably not a market issue 

There are three basic reasons not to expect the capital markets to freak out over the path of the federal 
debt, although the bond market will probably have to reprice further to deal with the more mundane issue 
of excessive demand growth: 

• Investors in the bond market appear to realize that the seemingly inevitable fiscal correction will 
involve tax increases or (more likely, given US politics) cuts to government programs, rather than 
default or inflation followed by default.  And if the bond market is complacent on this point, it is hard 
to see why the equity market would not also be, at least so long as the correction is believed distant. 

• Japan’s experience with rapidly rising government debt, and investors repeatedly being frustrated in 
attempts to short the JGB market, are proving instructive.  US fiscal capacity is probably limited, but 
the limits are probably not near the current debt level. 

• What we might call the fiscal climate is forgiving in the sense that the effective interest on the federal 
debt has been running and continues to run well below the economy’s potential growth rate, even 
though the latter has slowed.  This has prevented a debt spiral, in which a high debt itself occasions 
still higher debt.  Indeed, in this environment, the federal debt is effectively self-amortizing  so long 2

as yields remain below growth. 

It is probably worth elaborating a bit on the third point above, because the importance of it is under-
appreciated and because it actually feeds into the second point as well.  Let’s start with the data, which 
are not very complicated, and then move onto a conceptual point that may be tougher sledding and 
probably more controversial. 

The chart on the following page shows a history of the gap between the 10-year Treasury real yield and 
the economy’s potential growth rate, expressed as the centered five-year change of the CBO’s current-
vintage estimate of the level.  The real yield is calculated relative to the underlying trend in the GDP 
deflator, so that what is true of the real yield differential will also be true of the nominal. 

The 10-year yield is meant to be a leading proxy of the effective interest rate on the federal debt, which 
reprices to market yields with a lag, reflecting the maturity structure of the outstanding debt.  It is the 
effective interest rate and not the market rate that drives the fiscal dynamics, but I use the 10-year 
because it is more familiar and because markets presumably look forward. (I label the gap between the 
real Treasury yield and the potential growth rate as the interest rate differential. It leads the gap.)  

Global cooling 

We can identify four climates since the Second World War; and they are indicated in the lower panel of 
the chart on page 7.  There is no need to discuss all the climates because the evolution from one to the 
next is self-evident.  But notice how unfriendly the fiscal climate was during the Reagan fiscal expansion.   

With the real interest rate far above the economy’s potential growth rate, even a minor deterioration of the 
primary structural budget balance — which is what Reagan delivered — was inclined to push the debt/
GDP ratio onto an alarming path.  That simple fact, more than an evolution in macroeconomic thinking, is 
what appears to have ushered in the renewed fiscal orthodoxy presided over by Bush the Elder and 
Clinton (with some help from the Republican Class of 94). 

 The debt is effectively self-amortizing in the following important technical sense.  To achieve a decline in the debt/GDP ratio from 2

any level would require only eliminating the primary deficit.  
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This is not meant as a defense of Reagan. I point it out only in support of the argument that the fiscal 
climate evolves and that the evolution matters.  Recently, the fiscal climate has been much friendlier and 
has contributed to the view that fiscal deficits don’t matter.  

It is a simple matter of arithmetic that the debt/GDP will be much less inclined to rise when the interest 
rate gap, as I have defined it, is negative.  So long as the primary deficit expressed as a ratio to GDP is 
lower than the product of the interest rate gap and the debt/GDP ratio, that ratio will fall.  That bit is not 
controversial. 

But I want to put on the table here a more conceptual and controversial point.  If the interest rate gap is 
negative and guaranteed to remain so then in principle there exists no level of the debt/GDP ratio that 
should be alarming.  No matter what the level of the debt, it can be put onto a declining path relative to 
GDP simply by moving the primary budget into balance. The public sector can live beyond its means, as 
the fiscal scolds like to put it, indefinitely.  As soon as it stops doing so, the debt begins to decline relative 
to GDP, and there is never any need to pay back for the past profligacy. 

Some academics interpret this as meaning that the federal debt is actually an asset, in the sense that the 
larger the debt the more likely the debt/GDP ratio is to fall, so long as the effective interest rate remains 
below the GDP growth rate.  In my view, that bit of semantics is not helpful, but I am sure you get the 
point. 

What strikes me as interesting is that the arithmetic of a negative interest rate gap can generate roughly 
the same conclusions as that offered by Modern Monetary Theory (MMT), whose adherents have recently 
become quite loud on the point that the debt does not matter.  I actually find the logic of MMT hard to 
follow, but two of their central claims seem to be that there is no such thing as a federal budget constraint 
even in the long run and that deficits are self-financing via their link — through iron accounting identities 
— to private saving. 

I think MMT is wrong on these points, although for reasons we need not get into here.  But I also think 
that their conclusions will appear to hold for as long as medium-term bond yields remain below the growth 
rate.  The reason the debt “doesn’t matter” in the current environment probably has little to do with the 
accounting identities or even the fact that the US is a sovereign issuer of its own currency.  The latter 
advantage pretty much rules out a self-fulfilling fiscal crisis, which is indeed a huge advantage, but it does 
not itself imply that rapid debt accumulation is costless for Americans. 

Imagine higher yields  

With that in mind, let’s trace out how the world would look if we were to move back into the Reaganite 
fiscal climate, in which the interest rate gap is 2%, with a primary deficit of 4.5% of GDP, as appears to be 
in store for us under the assumption of status quo policy.    

If the effective real interest rate on the debt were (eventually) to reprice to 2 percentage points above the 
trend GDP growth rate, then we could imagine two developments, one certain subject to the assumptions 
laid here, and the other uncertain but probable. 

First, assuming the debt/GDP ratio is 1 (i.e. 100%) at the time of the debt repricing, the debt/GDP ratio 
would rise by 2 percentage points of GDP faster than the primary balance. So if the primary balance is 
4.5% of GDP, as current policy implies it soon will be, then the debt/GDP ratio would rise by 6.5 
percentage points a year, that is by twice its current pace.  That point is just arithmetic, although subject 
to the assumptions driving it. 

Second, and less certainly, the earlier conceptual point about the debt/GDP ratio “not mattering” would 
presumably go away, because the debt would no longer be self-amortizing.  Indeed, we would be in a 
debt “spiral” scenario in which a large debt begets an ever-accelerating debt/GDP ratio, at least until the 
underlying primary budget balance is pushed into a large surplus, which would require painful 
adjustments hurting normal people.  I would not want to have been loudly on the record as a member of 
the debt-doesn’t-matter school of MMTers in that environment. 
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So, then, the US would inflate or default? 

Probably not.  First, on the question of inflation, a little bit of it would not do much to extend US fiscal 
capacity because the bond market would reprice to the higher inflation rate before the inflation itself 
eroded the real value of the debt — or more precisely the nominal value of the debt relative to the tax 
base.   

The only sort of inflation that would reliably “work” would be a burst of very high inflation, which the US 
political system would not likely tolerate, and which would deliver the real economic effects of a default 
anyway.  So if the US government were to default, it might want to do so directly, while skipping the 
inflation part. 

The fiscal climate varies 

Source: CBO, BEA, Federal Reserve, Bloomberg, FH calculations 

But that whole scare scenario is very unlikely.  As mentioned, the more likely outcome is that some 
semblance of fiscal orthodoxy is restored, in stages, long before the interest rate gap moves up to 2% as 
imagined in the scenario described above.  It seems likely that the politics of fiscal policy would itself be 
affected by the evolution of the interest rate gap.  But to repeat, there would be a cost to normal people. 

This raises the question of why the interest rate gap might eventually turn positive.  Members of the MMT 
school occasionally leave the impression that the level of real bond yields is simply a choice made by 
policy makers at the central bank.  If they were right in that premise, then I think they would durably right 
too in their main conclusions. 
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But there are several possible developments that might cause bond yields to rise relative to the growth 
rate.  Right now, the Fed seems to pushing bond yields up largely to slow the economy’s growth rate and 
contain what appears now to be a mild employment overshoot.  We will see how long that process plays 
out. 

More fundamentally, economists don’t really know what causes the bond yield to move relative to the 
growth rate. Indeed, the most conventional theoretical model is that the bond yields is the growth rate, 
that the differential is zero.  That approach is clearly falsified by historical experience, but the academics 
have not yet come up with a better one.   

We could imagine, though, the interest rate gap moving positive in response to shifting US demographic 
trends, specifically the boomers aging into full retirement putting downward pressure on the personal 
saving rate, which would then dominate the effects of the earlier decline in desired investment. 

Alternatively, technology might advance in a way that favors greater capital intensity, leading to a rise in 
the desired investment share of GDP.  Or perhaps China will finally make good on its promise to shift its 
development strategy away from a high-saving / capex-export model and towards a more consumption 
oriented model.  That would push up the global equilibrium real rate, in absolute terms and relative to 
growth. 

These things are hard to forecast, and the odds would seem to be long against an abrupt shift soon.  But 
when that eventuality arises — and perhaps before it too — the cost of the current fiscal profligacy is 
likely to be felt, by normal people. Our nagging instinct that some is not quite right here is probably more 
about that than about the bond market.  

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 
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