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Bad, not bearish 

Main Points 

• There has been a lot going on in US fiscal policy recently, and with quite different implications for the 
markets.  

• I viewed the 2017 tax act as bad policy because it raised the deficit pointlessly, exacerbates income 
inequality and probably will not lift trend growth much. But it was also unambiguously bullish equities 
because it transferred wealth to equity holders without generating much macro stimulus or thereby 
tending the economy away from Goldilocks. 

• The subsequent relaxation of spending restraint also raises the deficit pointlessly, and has two other 
features that make it negative for equities, at least taken in isolation.  First, it does not transfer wealth to 
equity holders. Second, it does stimulate the economy at the wrong point in the cycle and thereby 
provokes a reaction from the Fed, which I argue we are seeing.  

• Thus far, I have made no mention of the rising federal debt, which is an entirely separate discussion 
and the focus of this note.  The rising federal debt is probably not itself a pressing issue for markets, 
although it is something that citizens might care about from a normative perspective outside business 
hours. 

• In my view, the reason for the relaxed attitude in markets has little to do with the magic of fiscal 
“sovereignty”, the immutable force of accounting identities or other exotica often emphasized by 
proponents of Modern Monetary Theory (MMT). The have been right for the wrong reason and now 
have the overconfidence we often associate with that. 

• Rather, the US has a much larger fiscal capacity than the austerians, fiscal scolds and we-are-
Greecers have occasionally let on.   This capacity is enhanced by the fact that the US issues its own 
currency, although I do not get into that here.  More to the point, it is also enhanced by the fact that the 
(default free) “interest-growth differential” in the United States appears to be negative. 

• The importance of this point is highlighted by a recent IMF study investigating fiscal capacity.  That 
study is much more mathematical and rigorous than the work I have done, but it closely rhymes with 
my argument that the US “fiscal climate” is constructive, although contingently, not as a function of iron 
laws of soft-currency finance. 

• I see two practical implications.  First, investors can for now ignore the steep ascent of the federal debt, 
although you do need to pay attention to how fiscal stimulus per se interacts with monetary policy, as 
mentioned above.  

• Second and secondarily, the sensitivity of US fiscal capacity to the interest-growth differential fits my 
view that equities should in the current environment be more-than-typically sensitive to changes of 
long-term bond yields, even if those changes are not motivated primarily by fiscal risk premia, as 
seems likely.  But this fit is somewhat a coincidence. The main channels linking Treasury yields to 
equities probably do not relate to the federal debt. 
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Two studies, one relevant 

A couple weeks ago, the Congressional Budget Office (CBO) updated their Economic and Budget 
Outlook, which now covers the decade ending in 2028. The report had been delayed three months by the 
need to analyze and incorporate the budgetary effects of the recent tax cuts and suspension of spending 
caps.   

Unsurprisingly, the report confirms that the recent fiscal policy changes will steepen the ascent of the 
federal debt.  Indeed, CBO’s baseline projection probably understates the likely pace of debt 
accumulation, because it assumes away various budget fixes that are not part of current law but seem 
likely to be legislated at some point to maintain current policy.  

CBO reports have never, to my knowledge, been market moving, even when concerns over the debt have 
been prominent. But this report is particularly anti-climactic, because investors and analysts are 
increasingly unwilling to accept the premise that a higher debt/GDP ratio is even a bad thing.  People are 
now more interested in the question of what America’s fiscal capacity is — or if there even is a limit — 
than in arguing about whether the debt/GDP ratio will be 95% or 110% in 2018.   

But this brings us to a second major fiscal study released this month, which was a piece of theoretical and 
empirical work on fiscal capacity produced by Philip Barret at the IMF.  That report seems by far the more 
interesting and relevant.  Barret brings some analytical and empirical rigor to the obvious point that the 
“safe” level of the public debt is a function of the gap between between the default-free component of 
market interest rates and the pace of nominal GDP growth. 

Observers seem to intuit that this “interest-growth differential” (i-g) can have an important effect on the 
rate at which the debt/GDP ratio is rising.  But many overlook that the differential can also dramatically 
affect the amount of debt that the federal government can safely carry.  For example, Barret points out 
that a reliably negative i-g differential would push the amount of debt the federal government could 
safely carry to infinity. 

Infinity seems a bit ambitious, for reasons discussed below, and which Barret himself actually 
emphasizes.  But the report is striking because it rhymes with a point I have been making, although with 
less rigor. That is, America’s fiscal capacity is probably much higher than has previously been recognized, 
particularly by the austerians and fiscal scolds.  It is just that this has little to do with the magic of fiscal 
“sovereignty” or the immutable force of various accounting identities, which are often emphasized by 
proponents of Modern Monetary Theory (MMT). 

For investors, this perspective means you can for now ignore the path of the debt/GDP ratio, joining 
apparently all your colleagues and competitors in doing so.  You will need to pay attention to how fiscal 
stimulus is likely to provoke a reaction from the Fed and how that fits into evolving recession risks and the 
discount factors driving equity prices.  But the debt and fiscal risk premia themselves are, for you, 
probably not a big deal at this point.  1

The normative question of what optimal fiscal policy might be is a separate one, which brings me to 
another aspect of Barret’s argument I happen to find attractive.  While fiscal capacity is high, it is not 
actually unlimited. For now, this limit need not concern investors.  But recognizing that the limit both exists 
and is not currently binding might help you resolve what I suspect might be a bit of cognitive dissonance 
here.  You can accept that something is indeed amiss normatively, without for now needing to reflect that 
in your portfolio.   

I elaborate below, and more briefly than I originally intended.    

 I refer here specifically to fiscal sustainability issues and fiscal risk (default/inflation) premia in long-term yields.  The effect of 1

supply on the term premium is a separate issue, although probably also not a dominant consideration. Taken in isolation, it may 
slightly favor steepening strategies in fixed income. Given that cyclical considerations point in the opposite direction, the cleaner 
strategy for fixed income bears would be stay short the nearby interest rate futures strip and otherwise remain agnostic on the 
curve.  That’s my own take, elaborated here. 
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Current policy vs current law 

The main reason the CBO report is anti-climactic is that financial market participants and policy analysts 
are not convinced that the rising debt/GDP ratio is even an issue. Secondarily, the credibility of CBO’s 
baseline projection is undermined by its presumption that current law, rather than policy, will remain in 
place throughout the 10-year forecast window.   

CBO’s main job is to assess the implications of what Congress has actually legislated or proposes to 
legislate, so what follows is not really a criticism of CBO.  But that presumption is generally taken as 
unrealistic, given the historical tendency of Congress to implement various last minute fixes to prevent 
popular “temporary” spending programs and tax breaks from sunsetting.  And in the current environment, 
this is a particularly important issue because the individual tax cuts legislated in the 2017 tax act are 
expended to sunset in 2025. 

The Budget and Economic Outlook assesses (on p.90) the implications of sustaining current policy.  
These are incorporated in what CBO calls its “alternative” projection, which has the federal debt rising 
from 76% of GDP at the end of 2017 to 105% by the end of 2028.  In contrast, the current-law / baseline 2

has the debt rising to 96% over the same period. 

Central FH simulation closely resembles CBO alternative 

Source: CBO, BEA, FH calculations and projections 

My own approach generates estimates that are pretty close to CBO’s current-policy / alternative 
projection.   I start with the premise that the primary budget deficit is about 2.8% of GDP in 2019, as 
current policy and law imply it will be.   I then allow that primary deficit to widen out by 12 bps a year for 3

the next ten years, to reflect the premise that policy is unchanged and that demographic trends have their 
predicted impact on the major entitlement programs.   

 William Gale, a fiscal policy specialist at Brookings, interprets the current-policy / alternative projection as the more likely, which 2

seems to be the convention.  This raises the question of why Congress would legislate as “temporary” what they fully expect will 
be permanent.  Part of the answer is that Congress has tried to discipline itself by imposing limits on how much it can raise the 
projected debt over a 10-year window.  Having established those rules, they then figure out various gimmicks for getting around 
them.  This extreme and casual dishonesty is pervasive throughout politics and is a much greater threat to the economy and 
republic than is the federal debt itself. But now I am getting off topic. 

 The chart shows a history of the primary structural budget balance in order to abstract from the influence of the business cycle. 3

For the forecast period, the structural balance and the unadjusted balance are assumed to have the same values because the 
economy is expected on average to be at potential through the forecast period, as is convention.
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This approach avoids the need to nitpick about various budget fixes and is meant to simulate how the 
fiscal situation would most likely look if current policy were left in place. If what arises is unsustainable, 
then so too is policy, and investors will have to anticipate the macro effects of it being changed, actively or 
even passively. 

To map this path of the primary budget balance to the debt/GDP ratio, I need to make an assumption of 
the i-g differential.  Rather than impose a single value of this unknown variable, I simulate debt paths 
corresponding to differential of -1.5%, -0.5% and +0.5%.  In other words, I reflect that there should be 
some tendency for “the” interest rate to remain below the economy’s growth rate. 

In running this simulation, I abstract from the tendency of the existing stock of federal debt to reprice to 
market with a lag, because I am more interested in demonstrating the long-run importance of the  i-g 
differential than in being precisely correct about the debt, say, three years forward. For completeness, 
though, CBO does take careful account of the repricing issue and the evolving maturity of the federal debt 
in their own work. And they project that the i-g differential will be slightly negative over the coming years. 
For example, they have the effective interest on the debt settling at about 3.2% in the latter years of the 
forecast, while the nominal GDP growth rate settles at 3.9%. Largely — but not entirely — for this reason, 
the debt/GDP ratio rises 3 percentage points (of GDP) less than the sum of the primary deficits, 19% vs 
22%, in the baseline.  

Unsurprisingly, then, my simulation of the debt path with a slightly negative i-g differential close resembles 
what CBO has in their current-policy / alternative projection.  To wit, in my simulation with a differential of 
-0.5%, the debt/GDP ratio rises to 107% by the end of 2028.   

An i-g differential of +0.5% generates a steeper path of the debt, just as a more negative differential 
generates a shallower.  But if CBO and I are simulating roughly the right path for the primary deficit, then 
the odds are probably roughly even that the debt ratio will, by 2028, exceed the historical record high set 
in 1946, just after the end of Second World War. 

Should we care? 

The federal debt/GDP ratio is going to rise steeply during the coming decade.  But investors are much 
more interested in whether that even matters than in debates about whether the rise will be 15 or 25 
percentage points of GDP.   

At this point, it is probably safe to say that the capital markets are unfazed by the general issue.  Equities 
are near their highs and seem fully — if not excessively — valued, and conventional measures of the 
term premium remain meaningfully negative even at the long maturities.   To the extent I share in the 4

complacency over the debt issue itself, I should probably keep the remainder of this note brief. 

In my writing to date here, the main point I have been asserting on this issue is that US fiscal capacity is 
higher than recognized by austerians and fiscal scolds, but for reasons that are related to the i-g 
differential and not to exotic theories about how the debt is fundamentally irrelevant because of the ability 
to monetize or the force of accounting identities, etc.    

I have emphasized that the the public need not feel any real “burden” from carrying a large public debt — 
or therefore any temptation to agitate for default — so long as the i-g differential is negative or the “fiscal 
climate”, as I have called it, is friendly.   5

Those points are somewhat qualitative and admittedly lack rigor, although I would say they get you closer 
to the mark than do the fiscal scolds and austerians on the one side or Modern Monetary Theorists (MMT) 
on the other.  

 For example, the ACM term premium at the 10-year maturity was -44 basis points as of the close Thursday. 4

 I have described the “fiscal climate” as being driven by the gap between the real yield in the 5-year Treasury and the centered 5

potential real growth rate as modeled by CBO.  The real vs nominal distinction is irrelevant, because inflation cancels out of the 
arithmetic.  Other differences in how this is “measured” are virtually irrelevant, although Barret’s approach is by far the more 
rigorous.  Mine is actually just descriptive. 
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Fiscal climate rhymes with i-g differential 
 

Source: CBO, BEA, Bloomberg, Federal Reserve, FH calculations (Yields are current to Friday close.) 

And this brings us back to the Barret paper mentioned at the top of this note. The paper is a tough 
mathematical slog, as is typical of rigorous academic work, leaving aside whether that rigor yields truth.  
But what I interpret vaguely as a “burden” of the federal debt, he models mathematically as the conditions 
under which markets cut off a sovereign borrower’s access to capital.  

Expressed in English, if the debt level is “high” relative to the i-g gap, then markets will begin to anticipate 
the effects of a rising temptation to default (or inflate).  This will result in a fiscal premium being applied to 
the public borrowing rate, which will further increase the temptation to default. Beyond a certain point, 
markets choose to forward “solve” the quickly rising temptation to default and simply cut off access, which 
actually forces that default.  

Barret’s results arise from a series of theoretical models of varying simplicity and realism. But his central 
claim is actually quite conventional, at least away from the MMT school, and his contribution is to remind 
us of it and to apply it to conditions in the current environment. 

The central claim is that the safe level of the public debt is a function of the i-g differential and is 
extremely sensitive to changes in the sign of that differential.  Here is a slightly condensed version of the 
relevant passage from the conclusion of this study: 

The policy question which motivates this paper is simple: do declines in nominal interest rates 
following the global financial crisis mean that governments can safely borrow? … The short 
answer to that question is “yes, but probably only by a few percentage points.”  But more 
interesting than this final answer are the other issues that we have been forced to address along 
the way. … We started out by noting that the key determinant of debt sustainability is not the 
nominal interest rate alone, but its level relative to the nominal growth rate. We then… … (showed 
that) maximum debt limits exist only if the interest-growth differential is positive on average in the 
long run. 

I have tried to find the passage that most succinctly captures his main point, and I guess it is no surprise it 
would be in the conclusion, but three points of clarification are required here, which I will assert as bullet 
points, rather than elaborate on in detail.  If your interest is piqued, you can try going through the paper, 
which is actually fairly accessible if you are willing to join me in taking Barret at his word on having done 
the math right: 
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• If the interest growth differential is reliably and durably negative, then there is no such thing as an 
upper limit on the federal debt.  The very idea of fiscal capacity is an illusion and worrying about the 
path of the debt/GDP is a distraction.  

• Using purely statistical analysis and abstracting entirely from questions of why, Barret develops point 
estimates suggesting that the long-term i-g differential is probably negative in developed markets, 
which obviously implies a lot of fiscal capacity.  

• However, policy makers and markets need to factor in that the i-g pap is “stochastic” and that there are 
confidence intervals around the point estimates of its long-term value.   Within Barret’s approach, the 
width of these confidence intervals turns out to be much more important than the point estimates 
themselves, which is why he says both that the i-g differential is probably durably negative and that the 
recent repricing of the bond market relative to growth has not raised fiscal capacity that much.  

Practical implications 

As I interpret Barret, three important points arise in turn from his study.  The first two apply to investment 
strategy and the third is more normative or policy related, although internalizing it may help investors deal 
with the cognitive dissonance mentioned above. 

First, our intuition to view the government borrowing rate as comprising a default-free component and 
possibly a separate fiscal risk premium is probably not quite right. For any given level of the federal debt, 
the fiscal risk premium is strongly influenced — perhaps even dominated — by the level of the default 
free interest rate (relative to growth).  So don’t think of them as separate.   

This is worth internalizing because it may explain our boy-who-cried-wolf experience of the past three 
decades.  Those fiscal scolds who were warning darkly about a 50% debt/GDP ratio in the mid-1980s 
were not necessarily crazy. It is just that the i-g differential subsequently moved surprisingly in a 
stabilizing way — or, as I have chosen to put it, the “fiscal climate” improved.  It does not follow from this 6

experience that the debt is irrelevant. It follows that the austerians had a rather limited understanding of 
debt dynamics and — in some cases — might have been politically motivated. 

Second and looking forward, the US fiscal capacity will probably remain quite high and the current path of 
the debt/GDP ratio non-alarming, so long as the default-free component of the federal government 
borrowing rate remains below the likely growth rate of the economy.  This seems likely to remain the case 
over the coming years, although the result can hardly be guaranteed.   

Conversely, it follows that a longer-term Treasury yields above, say, 4% might be taken as quite negative 
the equity market, not just through valuation channels, but also through this lens of fiscal dynamics.  This 
actually fits my view that the equity market should be more-than-typically sensitive to rises of Treasury 
yields in the current environment, although more as a matter of coincidence than design. To me, the more 
important issue is the valuation channel.  (The Fed’s apparent need to tighten financial conditions to slow 
demand growth is another complicating factor, and also separate) 

 That is, the i-g differential swung from strongly positive in the 1980s and 1990s to meaningfully negative after the 2008 crisis.  6

Clearly, this is not the only development that affected perceived fiscal sustainability throughout the period, as there was a 
pronounced move to fiscal orthodoxy during the Bush Sr. and Clinton Administrations.  To some extent, then the fiscal scolds were 
falsified because their advice was actually taken, at least initially.  One lesson from this experience might be not to take MMT too 
seriously, recognizing that it has never actually been tried, at least in the developed world. But taking a longer view, comparing the 
mid-1980s with the late 2010s, the issue seems to be much more about the i-g differential. 
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Third, and this is the normative bit, the utter failure of the austerians and fiscal scolds to get things right 
over the past 30 years need not be taken as evidence that the debt is fundamentally irrelevant on the 
grounds of currency sovereignty or accounting identities or other MMT exotica.  Rather, it reflects that the 
i-g differential has turned negative.  This has encouraged a rise of US fiscal capacity but not to an 
unlimited extent.   If correct, this take would support the conventional Keynesian view that now is not the 7

right time in the cycle to be using up limited fiscal capacity, even if the capital market effects of doing so 
are not dire.  

That’s my own take, and it was basically the take that former IMF chief economist Olivier Blanchard 
brought to a Bloomberg interview last week. He is interesting because he comes from the i-g differential 
matters perspective, which is not exotic in the field of fiscal policy analysis and indeed dates back several 
decades.  Blanchard claims that fiscal policy is very far away from optimal, for a macroeconomic policy 
perspective, but is not alarming over a horizon that (I add) investors might care about.  If Blanchard is 
right, as I think he is, then you might view this rapid debt accumulation as a “bad” idea, and yet not 
something you need to react to at your day job. 

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 here.Harker

 In fairness to MMT, its advocates might retort that MMT does not claim that there is no limit to the debt/GDP ratio but that any 7

limit arises only in the form of inflation pressures arises from real resource constraints, and not fiscal worries per se.  On that take, 
then,, the practical budget policy analyst would look out for inflation pressures, and not at the path of the debt/GDP ratio.  I view 
that distinction as almost purely semantics.  But my point here is not to debate MMT, but just to note that a much simpler and 
conventional story can easily explain the apparent indifference in capital markets to the steeply rising federal debt.  
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