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Fiscal swing may be overrated 

The fiscal policy changes enacted near the turn of the year have attracted a lot of attention, I would guess 
for two good reasons.  First, the corporate tax cuts have delivered a strong impetus to after-tax earnings, 
irrespective of their broader economic merits.  For example, the economy-wide profits data released with 
last week’s revision to the Q2 GDP showed after-tax profits on the global operations of US-resident 
corporations rising 16% vs year-ago, outpacing the pre-tax gain by more than 8 percentage points. Tax 
effects among individual firms and sectors are dispersed around that average. 

Second, the tax and spending policy changes have been politically controversial, to the extent that they 
have exacerbated the income inequality that people pretend to care about, and to the extent that they 
consume fiscal capacity and deliver stimulus at a point in the cycle when stimulus is not needed.   

Regarding this latter issue, US fiscal capacity appears still to be quite high, because the US is a 
sovereign issuer and because the equilibrium position of the interest gap appears to be negative.   But 1

fiscal capacity is not infinite and it seems a waste to use it when the US economy is away from liquidity 
trap and at full employment, and when the Fed will therefore systematically offset the stimulus.   

Moreover, there is a range of opinions around the question of US fiscal capacity.  Even some of the more 
moderate austerians who understand the issue of fiscal sovereignty (and don’t mention Greece) are less 
confident in the abundance of fiscal capacity than I am. And on the other side, we have Modern Monetary 
Theorists (MMT) who would challenge the notion that fiscal capacity is even a relevant concept. For them 
fiscal capacity is effectively infinite, which further complicates and heats up the debate. 

Source: BEA to Q2, CBO projections beginning Q2 and FH calculations 

 The fiscal gap is the difference between the effective real interest on the federal debt and the economy’s trend real growth rate.  1
When the gap is negative, the federal debt (all fiscal quantities expressed as a ratio to GDP) will rise less quickly than the primary 
fiscal deficit. Related, when the primary deficit is zero, the debt will fall automatically.  This raises the prospect that Ponzi finance 
might be sustainable.  The term Ponzi is obviously meant by its users to be provocative. But if the interest gap is reliably negative, 
there is no obvious limit on how high the debt can rise without issue and  there need never be a reckoning.  To clarify a technical 
point just very briefly, the real interest rate involved in the calculation is the default-free rate, which means the Ponzi finance 
argument is not just circular reasoning. he presence of a negative rate gap prevents the development of a fiscal risk premium.

�1



But there is reason to suspect that the earnings impetus and political controversy may be encouraging an 
an exaggerated sense of how important these changes are to contours of the late-cycle economic 
expansion itself.  There seems to be a belief in some quarters that the current economic acceleration is 
“just” (or largely) fiscal stimulus and that a correction is fated after the middle of next year, which will at 
least knock the Fed off its tightening program, probably well ahead of the peak fiscal impetus.  

In this note, I would like to sow some doubt around that perspective, not to stake out an extreme position 
or to be intentionally contrarian, but more to point out that the Fed cannot confidently rely on fiscal policy 
changes to deliver what seems to be a required slowdown of aggregate demand growth.  

Front loaded   

In the annual update to its Budget and Economic Outlook in April, the CBO estimated that fiscal stimulus 
would raise the growth of annual GDP by 60 basis points in both 2018 and 2019, with the effects coming 
evenly from federal spending increases and tax cuts.  Given how the annual impetus is calculated, the 
associated quarterly profile had to be heavily front loaded into 2018.  Indeed, the consensus seems to 
have adopted the view that fiscal stimulus would be reversing, not just fading, by the second half of next 
year, which is now only about nine months away. 

In contrast, I would argue that there has been virtually no fiscal stimulus from the government spending 
side (especially if construed broadly) yet, that the projected round trip in spending is fairly small scale, 
and that we can not really be confident of the path of government spending after the projected peak in the 
middle of next year.  I would also point out that the effects of the tax cuts seems likely to fade, rather than 
reverse, even on current legislation. This last point is much closer to consensus and CBO, but it 
reinforces the point that there is no major fiscal cliff looming at the medium-term horizon.  If we need a 
hammer, it will be the Fed swinging it. 

G has actually been weak 

Let’s start with government spending, which is the easiest to assess because it is driven by fiat and 
because at least the first-round multiplier is known: it is 1.  Just to set the stage, let me start with a minor 
cheat which references to total government spending, including that at the state and local level.   

The most recent bean count from the Atlanta Fed’s GDPNow process estimates that total real 
government spending will have been up 0.5% (ar) in the third quarter.  If they are right about that, then 
real government spending will have risen at an annualized rate of just 1 1/2% during the first three 
quarters of 2018.  

In contrast, the real GDP will have been up 3 1/2% over this same period.  This comparison conveniently 
sets aside differences in the deflators and second-round multipliers from government spending.  But the 
idea that 1 1/2% real government spending growth has been a major driver behind 3 1/2% real GDP 
growth is not credible.  

Ok, so that was meant mostly to get your attention. Now let’s drop the cheat and focus exclusively on the 
role of federal spending, which is strictly speaking what the consensus fiscal policy watcher is talking 
about.   

Between its formal Budget and Economic Outlook update in April and its interim Economic assessment in 
August, the CBO explicitly did not change its sense of the scale, timing or distribution of the fiscal 
stimulus.  However, CBO has provided a refresh of their estimates for the path of direct federal 
government spending, which enters directly into the GDP add-up and is the main source of stimulus from 
the spending side, particularly in this episode.  
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So let’s take a look at their new path, which is now better informed by a slightly more advanced 
appropriations process — and CBO’s internalization of same.  And let’s focus initially on nominal 
variables, on the grounds that that is what appropriations deliver. 

The left panel of the chart on page 1 confirms that nominal federal spending has been moving higher for 
about two years now.  But the strength of the move higher implied by the chart is partly a function of the 
earlier weakness in federal spending. Doing the actual arithmetic, nominal federal G has been rising at an 
annualized rate of 3 1/2% since the second quarter of 2016, which is where I mark the inflection.  The 
nominal GDP itself has been running more than a percentage point stronger, at a 4.6% average growth 
rate. 

It is more instructive, although also still a simplification, to look at the ratio of nominal federal G to the 
GDP when assessing the quantity of stimulus involved here. The right panel of the chart on page 1 
depicts that ratio along with a projection, which takes on board the CBO’s updated spending estimates 
and guess for trend nominal GDP beyond Q3.  

Three points stand out in that chart : 2

First, federal government spending has not yet even begun to outpace nominal GDP.  The purist 
might retort — quite reasonably — that this is because nominal GDP growth has been so strong.  
Fair, but over the past three quarters (to September) it is probably also fair to say that federal 
spending has barely kept pace with the economic spurt, not actually driven it.  

Second, there is a round-trip coming in fiscal impetus, which is meant to be kicking in on the 
upside right now.  This is meant to be followed after the middle of next year by a renewed hook 
lower.  The decline side of that round-trip may or may not happen. The CBO scores what is 
legislated, but we don’t really know that there will not be another budget deal to relax the spending 
caps again. But all that aside, the spending round trip is simply not that large relative to history.  
The ratio of federal spending to GDP rises by just 19 basis points from its current low to its interim 
peak in the first quarter of 2019. 

Third, if we look past that minor round trip and compare the average spending impetus over the 
past two years with the average spending impetus over say the next two years (i.e. checking for a 
change of the slope of the line), we see basically no change.  The spending will fall sightly from 
the peak that is coming, but the future does not look weaker than what appears already to be in 
the aggregate demand data.  I think it is fair to say that this is both a fairly reliable speculation and 
outside consensus.  Moreover, it does not require the spending caps being relaxed again, which I 
would hardly rule out.  

Tax cut effects are closer to unknown  

It seems that we can be fairly confident that the recent spurt in growth has not been driven by cranked up 
government spending. And we may at least suspect that from roughly here through two or three years 
from now, changes of government spending are not going to be a major drag, although there may be a 
modest pulse followed by a modest reversal. 

Assessing the impact of the tax cuts — both to date and prospectively — is a bit trickier, so rather than 
challenging the consensus take, it may be wiser just to point out that there is much uncertainty involved 
here and that there is nobody arguing that the stimulus is going actually to reverse. CBO sees the 
crowding out effects of the deficits associated with the tax cuts as a minor supply-side drag beginning a 
few years from now, but that is a separate discussion. For one thing, the crowding out comes from higher 
not lower (than baseline) interest rates. 

 Please do not contrast the tiny pimple depicted for late 2018 and early 2019 with the huge round trip around the recession, 2
ARRA, and subsequent austerity. That might reinforce my point but would also be a huge cheat. 
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The tax cuts are meant to stimulate capital spending through a reduction in the user cost of capital and to 
stimulate consumer spending through wealth effects associated with the equity market and directly by 
raising after-tax income.  Is this “working?”  3

What we can say about capital spending is that there has actually been no inflection higher associated 
specifically with the tax cuts.  In the past few quarters, overall business fixed investment has been 
boosted by the round-trip in the energy patch, as evidenced by the blue line in the right panel of the chart 
below.  But the recovery there predates the tax cut by a few quarters. And outside the energy patch, a 
simple ruler-based forecast of BFI would have beat all comers.   

The Atlanta Fed’s GDP bean count assumes that real BFI will have been up at an annualized rate of 4% 
during the third quarter.  If that were to prove accurate and if there we no revisions, then BFI growth 
during the first three quarters of the year will have run at 7%.  I do not have an ex-energy estimate for Q3, 
although others may. But during the first two quarters of the year, BFI ex-energy expanded at an 
annualized rate of just under 7 1/2%. 

These figures conform pretty closely with the call I made at the time of the tax cut, that BFI would run at 
an average annual pace of 6% during 2018 and 2019, with 2018 more likely to be the stronger year. The 
correspondence there so far is a fluke, but the forecast was based on the view that capital spending 
would receive only a slight boost from the tax cut and that it would therefore only slightly outperform its 
typical beta to the overall cycle.   

Ultimately, BFI growth will be ratcheted down by the Fed’s need to slow aggregate demand growth 
interacting with accelerator/multiplier effects on capex.  But again, that is a separate discussion.  The idea 
that the capital spending strength is largely a function of the tax cut and that it will just naturally burn itself 
out on its own is plausible, but also not convincing.  The bigger issue is shocks, political and external. We 
need to keep an eye pealed for them.  

 

Source: BEA, Atlanta Fed, FH calculations, including chain weighting 

 I put work in scare quotes there because the demand side impetus would ultimately to be interest rates rather than actual demand growth. 3
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Consumption has perhaps been given a lift 

Where my skepticism of the stimulus (to date) is itself on the thinnest ice involves the question of how 
much consumer spending growth has been lifted by the tax cut.  During the middle two quarters of this 
year, real PCE growth is tracking at just under 4% annualized, which represents a nice acceleration from 
the first quarter, during which real PCE was up only 50 bps, and not purely because of the usual sources 
of noise.   

Since the tax cut, there has been no major move in the personal saving rate, as newly measured in the 
revised data.  But even that could be interpreted as supporting the idea that the tax cut was spent, 
because first-round spending propensities are higher than we figured or because there has been a wealth 
effect associated with stock market rally, which was itself given impetus by the tax cut. 

What we can say is that is conventional fiscal scoring, such as that done by CBO, projects that the tax 
effects should lift real PCE growth somewhat, particularly in 2018, and that the evidence to date is not at 
odds with that take .   But whatever the effect of the tax cuts taken in isolation has actually been, the 4

consensus is that they will gradually fade, and not reverse, even if there is no further tax legislation ahead 
of the always-upcoming elections.  America is never not facing a major election.  

Gerard MacDonell 
gerard@frontharbor.com  
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 In April, CBO estimated that real PCE growth would be lifted by 40 bps in 2018 and by 20 bps  in 2019.  In other words, the level 4

of real PCE spending would be 60 bps higher than otherwise in 2019.
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