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The Fed will ultimately offset the trade shock, 
  though reluctantly 

While it is impossible to predict the path of the US - China trade dispute with any precision, we can be 
reasonably confident about a couple aspects of the current set-up: 

• Some elements of the dispute seem petty, inconsequential and likely to flame out.  Examples would be 
the bilateral trade balance and debate over whether China manipulates the RMB.  However, the 
intellectual property issue has merit, and the US now views China as a military competitor to be 
contained.  The latter suggests that US - China trade battle is likely to be more enduring than similar 
American skirmishes with Mexico, Canada or even Europe.  Indeed, the best-case scenario here is 
probably closer to an uneasy detente than actual “resolution.”  

• The consensus estimates that the latest round of US tariffs will reduce US aggregate demand growth 
by about 20 to 30 basis points over four quarters beginning in October.  The tariffs represent an 
additional consumption tax increase of about 15 bps of GDP, and there will be multipliers extending 
beyond that.  Separate from this would be the effects of businesses delaying capex projects until the 
trade situation clarifies.  These hesitation effects are difficult to estimate, especially after the trade war 
has progressed a few stages.   But if the total hit to demand growth were, say, 30 bps, then we might 1

be tempted to say it is roughly offset by the recent budget deal, which loosens federal spending growth  
by a similar amount. But that loosening is relative to a declining baseline, rather than to current 
spending. So, the actual fiscal impetus is on a glide path to disappearing soon — absent new 
legislation. On the other hand, the odds favor the trade policy shock being offset by the Fed, at least in 
terms of its impact on employment.  The Fed cannot do anything about the productivity loss associated 
with trade restriction, but for markets that supply-side consideration is distantly secondary to the near-
term effects on demand.   2

• Markets have a tendency to react strongly to adverse news on the trade front, for two reasons.  First, 
whenever there is an escalation, markets must factor in not only the escalation itself, but the increased 
risk that the process will spiral further.  For example, we were already afraid this latest salvo might 
happen; and now that it has, we must put higher odds on the next escalation. Second, even taking on 
board the spiral risk, the symbolism here seems to generate a short-run over-reaction.  The cause of 
this over-reaction is hard to pin down confidently, but it may have something to do with the excessive 
use of military metaphors to explain what are effectively targeted sales tax increases.  And the reflex 
intuition may overstate the extent to which the US economy is dependent on trade with China, while 
underestimating the reality that the US is a large and diverse economy with many external trade 
relationships. Whatever, the cause of the over-reaction, a bit of evidence for it is that the market has on 
balance risen over the past few quarters, even though there have been several major setbacks related 
to trade policy issues that have not been resolved.  In fairness, other things have been going on, such 
as the corporate tax cut, which has raised the share of GDP claimed by equity holders. 

 Projects delayed by the initial trade policy skirmishes and associated rise of uncertainty may be  initiated once the businesses initially affected 1

decide that the uncertainty may endure and that the opportunity cost of indefinite delay is too high. 

 There is also a cost in terms of “stranded assets”, whether those assets are explicit in the form of physical plant overseas (rendered less profitable) 2

or implicit in the form of an established supply chains (which must be abandoned and replaced).  But those costs are one off and not included in the 
consensus estimates of the hit from various protectionist measures.
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The net net of the points raised above is that the underlying dynamic here should eventually harden into a 
new stalemate, and markets should recover from the lows achieved during the current fright.  At the peak 
of the recovery of optimism we may hear claims that the issue is near “resolution.”  And then we rinse and 
repeat, although the ability of trade news to shock may decline at some point.  Throughout, this issue 
remains a background headwind for risk assets and the economy.  

Fed may have to crowd in consumption to offset the trade policy hit on capex 

Source: BEA 
Data are to Q2. BFI is 13.7% of GDP. The core is 8.2% of GDP or 60% of total BFI. It is less affected by sub-cycles in the energy patch and more 

affected by business hesitation linked with the trade war. 

The Fed’s newly controversial role 

This report assesses one of the key premises in the process sketched out above: that the Fed will 
systematically  offset the employment implications of the ongoing escalation, and therefore almost fully 3

offset the implications for growth.   This is not the straightforward call it might have been in the past or as 
recently as, say, the fiscal cliff debate, for three reasons.  First, the US is now at full employment, which 
makes supporting growth somewhat less urgent than earlier in the cycle.  Second, it has become obvious 
that the politicians in charge have internalized and are exploiting the Fed’s reaction function, which some 
find unseemly.  And finally, there is this issue of the policy establishment — including the hangers on — 
growing tired of having to pull the same lever over and over again.  

These considerations slightly reduce my confidence that the Fed will offset the drag from the trade 
dispute.  And even assuming I have ultimately the right take here, there is some risk that the Fed will not 
act quickly as it might have under different conditions.  Still, the central case has to be that the Fed will try 
to offset the hit and that it will probably succeed. 

It used to be less controversial to assume that the Fed would exploit its last-mover advantage to offset, 
where possible, any medium-term threats to its dual mandate of full employment and 2% inflation.   For 
example, that is precisely what the Fed did during the productivity boom of the late 1990s and “bond 
conundrum” of the mid-2000s.  In both cases, the policy risked creating a bubble. And in both cases, it 
was easily predictable that the Fed would pursue the policy anyway.  Indeed, analysts even had a name 
for the indifference to incipient bubbles: The Greenspan Doctrine.  4

 By systematically offset, I mean not allow them to affect the mean of the probability distribution looking forward.  If this systematic offset holds, then 3

there will be no predictable effect of the shock.  However, the Fed is almost certain to err one way or the other, so there will be an effect, just not one 
we can sign ahead of time. 

 The Greenspan doctrine held that monetary policy should be indifferent to the creation of bubbles but should plan to clean up after they bust.  It fell 4

into disrepute after the 2008 collapse, and has been replaced by a pretense that central bankers are now much more alive to the risk of bubbles.  But 
roughly speaking, the Greenspan Doctrine is actually still in place. 
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To elaborate just briefly on the more recent episode, many of you may recall the conundrum of the 
mid-2000s, during which the Fed was raising the funds rate and yet the bond market was not backing up, 
presumably because of the influence of surplus savings from EM flowing into the US capital markets.  
Alan Greenspan claimed, in real time and particularly in retrospect, that the housing stimulus delivered by 
this dynamic was largely beyond his control.  But that was one of the many fibs told by US central 
bankers over the years.  In fact, Greenspan — or later Bernanke — could easily have shut down the 
housing boom / bubble by pushing up the funds rate until the result was achieved. 

The reason the Fed did not do this was obvious at the time, even though the eventual damage from the 
housing bubble was not.  It was (and is) simply not the Fed’s job, at least as conventionally understood, to 
take a view on the composition of aggregate demand growth.   So, as those foreign capital inflows were 
crowding out net exports, the effect had to be offset by some source of domestic demand strength.  Fiscal 
policy was playing a relatively passive role, so the job went to the most interest sensitive sector in the 
economy: housing.   And the Fed definitely allowed that to happen, quite intentionally, whatever 
Greenspan’s self-serving claims.  

In the mid-2000s, there were two fundamental displacements supporting housing.  First were the low 
bond yields themselves. And second was the fact that the offset was “working.”  Home owners saw low 
borrowing costs that were not related to job market or growth weakness.  That was predictably rocket fuel 
for housing.  And at some risk of oversimplifying the story, the long burn of that fuel led to extrapolation in 
many quarters, a bubble, and then collapse. 

Taylor principle in trouble? 

This episode is instructive because it demonstrates the importance of the Taylor Principle, which holds 
that the central bank should / will predictably lean into any medium-term threats to its mandate, largely 
irrespective of their cause.   Fidelity to the Taylor Principle is liable to accommodate bubbles in the wake 5

of a large shock, particularly if the shock is enduring.  And yet the Fed has demonstrated that it is willing 
to follow Taylor despite that. 

But this brings us to the current controversy around whether the Fed and other central banks should be 
expected, in Raghuram Rajan’s words, “magically to correct elected politicians’ errors.”  Here, Rajan is 
referring to the Fed reacting to the threat to its dual mandate occasioned by the trade policy shock. 

Rajan argues (implicitly in parts) that the Fed should reflect on the stark lessons from those recent 
episodes, especially the more recent one, and refuse to play the role of “fall guys” for bad policy.  Such 
stoicism would provide electorates a greater incentive to hold politicians to account for their own actions. 
And it would, as mentioned, lower the risk of bubbles and collapse. 

Rajan’s critique of what was previously the uncontested best practice deserves consideration because he 
seems right about how this process may end and because he has particularly high credibility for having 
actually called the financial crisis for roughly the right reasons.   

But let’s think through how things would play out if the Fed were to take Rajan’s advice — or similar 
advice offered by people slightly less well placed to give it. And let’s not make the task too easy by setting 
up a straw man in which Powell comes out and says “this trade policy is stupid; you are on your own.”  
Powell has already promised not to do that, so let’s imagine a less dramatic scenario where he just 
makes up excuses for wittingly moving too slowly to deliver the offset. 

 There is an interesting historical irony here.  John Taylor himself has complained that the Fed stoked the housing bubble by refusing to follow a 5

Taylor Rule.  However, Taylor tends not to be adamant about which particular formulation to apply, so long as one is chosen.  And, as Ben Bernanke 
has actually documented, the Fed did follow a standard Taylor Rule in the run-up to the crisis.  Indeed, applying the Taylor Principle pretty much sums 
up the Fed’s contribution to the bubble and subsequent crisis. 
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The first thing to point out about Rajan’s preferred approach is that it would indeed put some pressure on 
the politicians to raise their game.  The pressure might come in the form of slowing growth or in an equity 
market decline that lasted more than a couple days.  In response to this pressure, the Administration 
might de-escalate on trade.  And there are other policy levers they might pull, either to complement the 
support from trade peace or to offset the damage of continued trade war.  My preferred initiative would be 
to restore the rule of law, at least in domestic affairs, because slippage there is probably a more corrosive 
influence than is widely recognized.   

The economy arguably wants more government debt 
 

Source: BEA, CBO, FRED, Bloomberg, FH calculations 
Bond market pricing is to Tuesday close. 

More obviously, they could begin a fiscal stimulus concentrated ideally in non-panic, non-“shovel-ready” 
infrastructure projects.  Until recently, the conventional view was that fiscal stimulus should be saved up 
for recessions  But chronic strength in the bond market has improved the case for Ponzi finance (no 
disparagement implied) even when the economy is growing.  The extreme form of this new take, which 
may have some merit, is that when r<g a rising debt/GDP ratio may not only be sustainable indefinitely, 
but it may even be helpful to the extent it helps satisfy the (obviously strong) demand for risk-free assets.  
More fiscal stimulus is probably coming at some point regardless, but it might help for the Fed to put a 
little pressure on to get the result.   

So, it is easily conceivable US economic policy might be improved if the Fed refused to “correct the 
mistakes.”  Moreover, a case could be made that it would be prudent to resist accommodating even if 
there were no chance that government policy makers would raise their own game in response.  The 
argument here is a familiar one, although one that has been repeatedly rejected over the years.  Maybe it 
would be worth it to take a hit on growth or even a mild recession if doing so avoided the need to depress 
interest rates again and possibly stoke yet another bubble and associated risk of crash. 

If we were to get a bubble, the most obvious place for it to develop in scale would be in stocks.  (It is 
probably not fair — or helpful — to describe a decline in Treasury yields designed to offset economic 
weakness a “bubble.”)  Raising the idea of an equity bubble probably seems a bit off point this week, 
given the price action on the screens.  In fact, a key question right now is whether the Fed might step in to 
stabilize the equity market per se.  At 2850 —2900 in the S&P, the answer would seem to be no.  But an 
equity bubble — or at least large rally — cannot be ruled out, particularly if the Fed were to act forcefully 
enough to offset the trade policy hit to real economic activity, which is the premise we are investigating 
here. 
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As mentioned in my note on the weekend, there are good reasons to suspect that US aggregate demand 
growth might be quite insensitive in the current environment to lower interest rates.  In brief, the pent-up 
demand for credit-financed spending has largely been exhausted by the expansion to date itself.  (In 
addition, I might add that the dollar is unlikely to move much lower given events overseas.)  If that take is 
correct, then the implication is not likely that the Fed would just give up.  Rather, in the scenario in which 
the trade policy hit continues to intensify, the Fed would have to ease aggressively, thereby putting the lie 
to Powell’s suggestion that last week’s tweak was a mid-cycle adjustment.   And there is a good chance 
that the lower rates would “work”, at least in large part, by stoking a wealth effect in the equity market and 
perhaps to some extent the housing market too. 
    
This is not so much a call on the stock market as simply a deduction from the premise that the Fed is 
committed to the offset and that other channels are disabled or working sluggishly.  Moreover, to get a 
meaningfully positive wealth effect here, equities would have to rise steeply or home price appreciation 
would have to quicken dramatically — because under current market conditions, the wealth effect is 
fading rapidly.   Not only is there no intensification of wealth gains to support consumption, but we are 
losing what has “traditionally”, i.e in recent up-cycles,  been a meaningful source of support.  Does the 
Fed really want to commit to going back this well yet again? 

Wealth effects are already fading. But does the Fed really want to go there again? 

Source: Federal Reserve Financial Accounts, BEA, FH calculations and estimates 
Wealth revaluation effects are Fed estimates to Q1 and FH estimates to Q3, based on Tuesday morning pricing. 

That’s the case for Fed stoicism as I understand it. And it is useful to flesh it out explicitly, rather than just 
to say — as many do — that bubbles are bad and therefore the Fed should not ease.  The question is 
how convincing the argument is from a normative and positive perspective. 

It is hard to dismiss the argument outright on normative grounds.  There is a cost to rewarding policy 
makers for policies that are arguably self-harming, whether those policies relate to the current trade 
dispute or other items, some of which are discussed above.  And we have learned from recent experience 
that bubble can be very dangerous.  

But at the end of the day, that does not seem to be quite enough.  Even leaving aside that bubbles are 
much better handled with regulatory policy than monetary policy, it is not clear that a rise of, say, the 
equity market large enough to matter cyclically would cause major trouble down the road.  Equities tend 
not to be in leveraged hands and so a decline of equity prices need not be particularly damaging, as we 
learned in the wake of the 90s stock bubble.  It is also not obvious that, say, a 20% rise in equity prices 
from here would actually constitute a bubble, as I discuss below. 
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What we do know, though, is that Fed stoicism here would lead to an unnecessary rise of unemployment.   
It would also undermine the Fed’s loudly ballyhooed — and credible to me  — interest in pushing up 6

measured inflation and resetting inflation expectations higher to a level consistent with their stated long-
term objective for inflation.  If the Fed were to go Austrian here, we could kiss that whole initiative good-
bye.   So from a normative perspective, that argument seems unconvincing, although it is not entirely 
without merit.  

Thankfully, though, we are not paid to assess right and wrong, but are more interested in what will 
actually happen.  And on that question it is much easier to make a definitive call.  There is virtually no 
chance that the Fed will refuse to pursue its conventional medium-term objectives for employment and 
inflation on the grounds that doing so might reward bad political behavior or stoke a bubble.  The reasons 
here are many, so in the interest of brevity I will just list the three or four main ones in point form: 

• The Fed has a long history of giving lip service to fighting a bubble under some future hypothetical 
conditions that never seem actually to develop.  Such lip service is invariably a deflection. In a moment 
of unguarded honesty, Fed Chair Janet Yellen once noted that even in retrospect, it was not obvious to 
her that the Fed should have adjusted monetary policy to prevent even the housing bubble.  And we 
are not now facing a housing bubble. What is possibly on tap is by all accounts much less threatening, 
although not entirely harmless. St. Augustine’s prayer can be incanted here, as on many other 
occasions.  Lord give me chastity and continence, but not yet.  

• Leaving aside the economics, which seems opposed anyway, the Fed definitely does not have the 
political will to attack an incipient bubble.  The reason is that there are always strong constituencies 
supporting a bubble or — more to the point — the activity driven by it.   A bit of evidence of this arose 7

recently when the Board took a pass on raising the bank capital buffer, even though the US economy 
was at full employment and the Fed was then looking for ways to moderate aggregate demand growth.  
If they can’t even use a tool carefully designed for the task of bubble fighting, under cyclical conditions 
that are believed to be strong, then why would we expect them to use a broad-spectrum tool like 
monetary policy restraint at a time of weakness? 

• Very closely related, the Fed would almost certainly lose its cherished political independence if it were 
to decide that current policy was too odious to deserve having its short run effects on demand offset.  
Trump would have a fit, not to mention a very good point. And Chair OfTrump Shelton would then get it 
right.  It is not surprising, then, that Jay Powell explicitly pointed out at the last FOMC Press 
Conference that it is not “our job” to take a view on the quality of trade policy or to “prove our 
independence” by refusing to accommodate policy that might be judged as bad. 

• And most simply, it is probably wise to bet on what always happens.  That bubble-fighting stuff is for 
WSJ op-eds, not the portfolio.  

The more plausible risk here is an extremely watered down version of the idea that the Fed might refuse 
to act conventionally.   That is, the Fed might be inclined briefly to delay its response because of the 
inertia that often arises from uncertainty (i.e. a tendency to “monitor” the situation) or because there might 
seem to be favorable optics involved in not asking how high when Trump says jump.   

I guess that is something that we can ourselves monitor as events unfold.  But we should limit the risk of 
being too cute.  Better to stick mostly with the main call, that the Fed will systematically offset the 
demand-side effects of the trade war.   Their actual policy innovations will be imperfect, so when we 
eventually look back we will see that they over-reacted or under-reacted in some way.   But from here we 
cannot put a sign on that, and the mean of the distribution is that they simply offset. 

 My quibble would be only that the Fed often understates their own case here. 6

 I have noticed over the years that there seems to be an overlap among those who do not want policy makers to take actions against an incipient 7

bubble that might actually work (regulation) and those who agitate for the Fed to raise the funds rate, which will not work, to contain a bubble.   
Focusing on the Fed’s role here, typically a no hoper, can be a useful distraction.  Check it out. The next time you hear somebody whining about 
monetary policy stoking bubbles, check where they are on regulation, which might work. 
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Are we near a bubble in equities? 

I conclude here with a brief discussion of how close the US equity market is to entering a bubble.   It is 
often just assumed that equities are already overheated because of earlier “aggressive” monetary policy.  
But a simpler story would seem to be that earnings have risen dramatically from the last recession and 
that bond yields are depressed, even relative to growth, because of developments in the real economy.   
In academia, it is often taken as a given that Treasury yields are low in large part because of risk 
aversion, which has put sustained upward pressure on the equity premium.  Not everyone is a fan of 
measuring equity valuation relative to Treasuries, but at the very least we can recognize that equities 
cannot discount a lot of risk aversion and be near a bubble. 

To put some numbers around this, let’s start with the popular approach and then cross-check against our 
own — somewhat more complicated and conservative — framework.  Ed Yardeni’s handy weekly 
valuation work shows that when the S&P was at 2844 (two days ago) the market was trading on a one-
year forward multiple of 16.6% (page 15).  That implies an earnings yield of 6%, but we can shave that 
back to 5.6% to take on board the historical 7% bull bias in forward earnings.    

The 10-year TII yield is currently 10 bps, which may imply a real yield of 30 bps if we factor in that PCE 
inflation runs about 20 bps lower than CPI.  That implies that the equity premium here is 5.3%.  It is not 
self-evident that this puts us on the cusp of a bubble.  And a big part of the view to the contrary is the — 
mistaken to me — premise that bond yields are somehow at the wrong level.   

Alternatively, some might point out that low bond yields reflect a weak growth prospect, which must also 
be factored into the valuation framework if we are going to measure equities relative to bonds. That 
criticism seems fair, and we can take it on board by shifting over to my preferred valuation framework, 
which is quite sober relative to the conventional approach described immediately above. The first way is 
to look at the earnings yield offered in the market is in absolute terms, i.e. without making any adjustment 
for level of the bond market.   

As of the close Tuesday, my measure of the earnings yield was 4 ½%, which is just 1/5 of a sigma below 
the average of the past 25 years.  That period includes the bubble of the late 1990s, but it also includes 
the crater of the late 2000s.  On this metric, equities appear to be fully valued, particularly given that we 
are now late in the economic cycle. But it is by no means obvious — including to the Fed — that they are 
near a bubble.  Moreover, we must keep in mind that the Fed’s hurdle for identifying a bubble is higher 
than yours.  While you can simply be out or flat to benchmark to act on a bubble fear, the Fed would have 
to sacrifice its medium term objectives, under heavy scrutiny, to act against an incipient bubble.  It would 
need to be very confident. 

The second way to address the fact that bond yields may be depressed because of the unusually weak 
structural growth outlook is simply to adjust the earnings yield, and thus the estimated equity premium, for 
that weakness.   

My preferred approach, which is admittedly a bit of a kludge, tries to be agnostic on how much of the 
estimated growth slowdown should map to a wedge between the current earnings yield and the likely 
actual return to equities.  I effectively split the difference by subtracting half the recent estimated 8

slowdown of potential growth from its longer-term average.  Based on the closing price of the S&P500 
yesterday, this produces an adjusted earnings yield (i.e. likely return) of 4.1% and an equity premium of 
4%.   

That premium is 8/10 of a standard deviation above its own quarter century mean. We might be a bit 
more conservative still by subtracting out of the earnings yield all the estimated slowdown of potential 
growth.  Doing so would produce an equity premium that is still ½ a standard deviation above average.  If 
that is a bubble, we have been in one for a long while. 

 Under somewhat extreme theoretical assumptions the equity return may be defined as the earnings yield.  But those assumptions seems unlikely to 8

hold in the immediate wake of a big slowdown of potential growth. The source of the kludge is not being quite sure what to do about that. 
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Finally, we might imagine a scenario where the equity market rises 20% to 3400 as the 10-year Treasury 
yield falls  to 1.5% — in response to Fed ease that is successfully stabilizing the economy at around trend 
growth, even in the face of a significant headwind from trade policy.   I am making up a lot of numbers 
here, for the purposes of illustration.  But in that scenario, my preferred measure of the equity premium 
would be ½ a standard deviation above average, and even the more conservative version would be 
slightly above average. 

Standard FH valuation metrics at the Tuesday close 

Source: Robert Shiller, S&P Dow Jones Indices, Bloomberg, BEA, CBO, FH calculations 

The point here is not that equities are headed 20% higher.  Not at all.  And the assumptions I pencil in are 
merely illustrative. The point, rather, is that a successful Fed easing program designed to cushion the 
economy from an enduring trade policy shock could operate in part by pushing up equities without 
creating an obvious bubble there.  This has implications for how the Fed will conduct policy, as I have 
argued, even if a huge further rally is not itself the base case.    

Gerard MacDonell 
gerard@frontharbor.com 
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