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Household sector in healthy financial surplus 

In my last note, sent on Wednesday, I mentioned that the combination of a roughly-stable current account 
balance and quickly rising general-government deficit was forcing the (domestic) private sector into a 
large financial surplus, which is both stabilizing of the cycle and supportive of Fed tightening.  

The claim rests on a simple accounting identity, which is agnostic on causation when taken in isolation. 
But I do mean to imply causation in this application.  The fiscal deficit is rising at a time of strong growth 
and high confidence and is therefore safely treated as the exogenous variable in this story. And the 
private sector is accommodating the fiscal expansion, given that it is not being vented overseas by a 
rapidly widening current account. 

Of course, the private sector does not accommodate fiscal expansion just because an accounting identity 
requires it to do so. Rather, the system’s insistence on balancing creates a series of incentives that 
encourage the private sector to move towards surplus.  Three possible adjustments leading to that result 
might be: 

• Current-period income growth is being pushed above life-cycle income growth by the tax cuts and 
increased government spending.  This favors a rise of private saving, relative to what it otherwise might 
be. 

• There may be some Ricardian effects involved in recognizing that the tax cuts are likely at some point 
to have to be reversed. Full Ricardian Equivalence is considered naive, but some Ricardian effects are 
plausible. 

• The Fed is responding to strong demand growth by tightening financial conditions, although so far 
extremely gently.  

Somebody here must be is in surplus 

Source: BEA 
Note: Current account and inferred private balance corrected for ag export pull forward as estimated by Brad Setser 
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The strength of the forces listed above is not necessarily that convincing, which is one reason it seems 
prudent to stick with the view that the Fed will have to deliver a further tightening of financial conditions — 
barring a major external shock. But that aside, whatever the dynamics at play here, the fact that the 
private sector is in large surplus and likely to have to accommodate a larger surplus is stabilizing and 
rates hawkish at the margin.  1

In this report, I would like to provide a quick update of how the overall private financial surplus translates 
into the household sector, which is the largest — by size, if not contribution to volatility — component of 
the aggregate private sector.   To avoid suspense, household finances look strong in aggregate, even 
away from income growth, which I do not discuss here but is also moderately strong.  

Let’s start here with the most obvious question, the state of the household sector’s own financial balance.   
You may recall that historical data describing the personal saving rate were pushed sharply higher with 
the release of the Q2 GDP report and associated benchmark revisions.  At the time, it was not clear how 
those revisions would map to the household sector financial balance, which is a different — and more 
important —  concept, and relies on inputs extending beyond personal saving.    

In the event, there was no upward revision in the Flow of Funds’ measure of household sector “capital” 
expenditure in housing and durable goods, which means that the upward revision to personal saving 
mapped directly to an improvement in the household sector’s aggregate financial balance. 

The full passthrough of the savings revision into the financial balance revisions comes as a minor surprise 
to me, as I had thought the capital expenditure data might also get revised higher.  But in terms of the 
news, I do not view this as a major change, because the old measure of the household sector balance 
was not particularly low and because there were reasons to suspect that the balance was understated.   

Various statistical discrepancies implied as much, and on the new data they have narrowed.  If you wish 
to view this as a bigger deal than I am describing, then I will not argue with you on that. Regardless of the 
new news, the situation currently looks quite strong. 

Household sector in healthy surplus 

Source: BEA, Federal Reserve, FH calculations 

 On current legislation this is slated to begin reversing about a year from now. But the fade is likely to be gentle even if current 1

policy remains in place, which is by no means guaranteed. In the meantime, the Fed does not necessarily have the liberty to look 
so far forward, although I assume it will try to some extent. 
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On the Flow of Funds data, the household sector is running a financial surplus of about 3 1/2% of GDP.  
This accounts  for almost all of the (4%) surplus that I indirectly attribute to the overall private sector, 
including the business sector.  Taken at face value that would imply a much smaller surplus in the 
business sector, which the Flow of Funds data incidentally confirm.   But there are statistical 
discrepancies here, and I have slightly more confidence in the indirectly-measured aggregate balance for 
the private sector than in either of the directly-measured balances reported in the Flow of Funds. Having 
said that, the business sector also looks fine, although I do not get into it here. 

More to the point, though, note the contrast between the household sector’s financial position now and its 
position heading into the last two recessions, beginning in 2000 and 2008. After 2000, there was a 
correction in the corporate sector, which had been most directly implicated in the real-economy effects of 
the tech bubble.  From a financial balances perspective, the household sector deteriorated pretty much 
steadily from the early 1990 through the late 2000s.  

Then we had that huge Crisis originating in the overextension of the household sector and the weak/
levered hands facilitating it.  But we are miles from the situation now.  There was great pain in getting the 
household sector back into surplus after 2007. But the fact that it has stayed there, even as the current 
expansion has matured, is both stabilizing (looking forward) and largely a function of the enduring effects 
of fiscal expansion. (The austerians were really fabulously wrong about all this, leaving aside whether the 
most recent fiscal expansion was well timed from a normative perspective.)  

The fact that the household sector appears — on the data — to be in large financial surplus does not 
necessarily mean that household sector borrowing must be low.  It is easily conceivable that creditors 
might just be accumulating financial assets (including government debt) even more quickly than debtors 
in the household sector are taking on debt.  The financial balance is suggestive of weak credit demand, 
but not dispositive.  A quick look at the household credit data confirms, however, that the household 
sector has continued to de-lever, albeit slowly, which necessarily implies that the flow of net borrowing 
(measured relative to income) has been lower than income growth itself.  

For me, the issue of household sector deleveraging is an interesting one. When that theme developed in 
the later stages of the crisis, many of the economy bears insisted that it would be a huge tailwind against 
economic recovery.  In fact, the economy did recover slowly, except in sectors that are most dependent 
on credit expansion, which is basically the goods sector of the economy, in which the corporate sector top 
line is heavily overweight. That’s a pretty nice irony. 

Not so much beautiful, as irrelevant 

Source: Federal Reserve, BEA 
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To my mind, by far the most prescient work on this issue was produced by Jason Benderly at Applied 
Global Macro Research.  He explained in real time that when credit intensive spending is low relative to 
its recent history, as it surely was at the depths of the Crisis, you can get both a boom in credit intensive 
spending and deleveraging.  In fact it was the base case, which was realized in spades. 

There is another perspective that I happen to find a lot less attractive.  If I understand them correctly, 
analysts at Bridgewater were initially confused by the implications of deleveraging, for having failed to 
internalize Benderly’s arithmetic.  Not being stubborn or willing to be wrong long, they subsequently 
shifted to the idea of a “beautiful” deleveraging, made so by the fact that interest rates have been low. 

There is actually something to that logic, although it is secondary to Benderly’s point.  The issue here is 
not that low interest rates somehow “offset” the contractionary forces of deleveraging, of which — 
mechanically — there were none.  

The issue rather is that low interest rates reinforce the argument presented by Benderly.  Even in a boom 
recovery of credit-intensive spending, we are likely to get deleveraging when the boom starts from a 
position of low credit-intensive spending.  And the deleveraging is likely to be further reinforced if interest 
rates are low, relative to trend growth of nominal GDP.  For a discussion of that issue, I would take a look 
at the innovative work by JW Mason, particularly this blog post, which links to his more formal work.  

If all that three handed economists stuff is making your head spin, then here is the bottom line.  There has 
been zero tension — for a couple very good reasons — between a boom in credit-intensive spending and 
deleveraging.  Low rates have not, then, “offset” the contractionary effects of the deleveraging, because 
there has been none. 

So that is about how we have come to this position, but what are the implications of ongoing household 
sector de-leveraging looking forward.  On that question, I can be fairly brief.  

The fact that the current pace of household sector spending is not particularly reliant on credit expansion 
is bullish for aggregate demand (and therefore an impetus to the Fed) and a source of stability in the 
business cycle.  Neither credit supply, nor a willingness to take on a lot of debt, are currently a major 
constraint in the household sector, at least in aggregate.  

Payment burdens are low, for good reason 

  

Source: Federal Reserve 

continues… 
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Moreover, the combination of low interest rates and the moderation of credit growth that it is — 
mechanically — facilitating, per JW Mason, is helping to hold down debt service payment burdens.  This 
may change as the Fed and bond market respond to this set-up by pushing borrowing rates a bit higher. 
But we are not on a hair trigger here, at least in the household sector.  In aggregate, household finances 
look quite strong and stabilizing.  

Gerard MacDonell 
gerard@frontharbor.com 
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