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Some qualitative points on the influence of uncertainty 

In this brief report, I elaborate a bit more formally on the relationship between trade policy uncertainty and 
capital spending growth, as I see it.  Two main conclusions arise.  First, the relationship between 
uncertainty and capital spending is quite complex, because of timing issues and the tendency of the 
sources of uncertainty to evolve from one form to another.  Second, I reiterate my view that the 
perfectionists hoping or looking for a “resolution” of the trade dispute have set far too high a bar. 

Until recently, this perspective has been bullish, at least taken in isolation, to the extent it set a more 
appropriate, lower bar, that the Trump Administration has (perhaps predictably) so far managed to jump 
over.  From here, it is a tougher call, I think, because the consensus has either come to my more 
complacent take or has given up being bearish about this.  I assume the Trump Administration will be 
adept enough not to allow trade to wreck their shot at re-election, so my base case is not a resumption of 
serious trade tension.  Rather, the issue is that there is no excessive agita here to be worth arguing 
against. 

Still, I figure its worth formalizing these thoughts because the ebb and flow of uncertainty will probably 
remain a theme going forward and because one of the points that arises from this take is the importance 
of data watching and avoiding committing to priors, even if the relatively complacent ones seem to have 
worked so far.  

Capex growth back to the energy bust lows 

Source: BEA, Atlanta Fed, NBER 
Data are actual to Q3 and GDPnow estimates for Q4 

I don’t have the patience or probably even competence to develop a formal mathematical model of the 
link between uncertainty and capital spending growth.  But I think we can venture some qualitative points 
that are both reliably so and sufficient to get a sense roughly of the dynamic relationships work.  I do so in 
bullet form immediately below.   

1



Five qualitative points 

When interpreting those points, please keep in mind that they apply to the firms and sectors that are 
actually sensitive to the uncertainty shocks actually under discussion.  So, for example, when I say that 
capital spending falls, i.e. the growth rate goes below zero, that might map to overall capex growth 
merely slowing, dragged lower by the firms and sectors whose capex is actually contracting.  With that 
caveat in mind, here are some generalizations about how firms sensitive to an uncertainty shock should 
in principle react to it: 

• It is crucial to distinguish between an increase of uncertainty per se and a deterioration of the central 
case outlook or mean of the probability distribution.  This report focuses on the former.  But in the 
interest of completeness, let's briefly consider the latter.  If bad, say, trade policy were to drive down the 
expected marginal return on capital, then the desired and expected capital stock would tilt lower at 
every horizon.  In order to meet the reduced capital stock target, capital spending would fall abruptly, 
after the relevant recognition and planning lags.  Once the adjustment in the flow of capex were 
achieved, that same flow would tent to rise from its low, even if there were no change of the desired 
capital stock.  How much the flow of capex would recover is hard to say.  If the shock to the expected 
marginal return in large enough, the level of capex flow might remain below the prior peak for many 
years.  But in most scenarios, the flow should makes its low fairly quickly.  This is definitely a qualitative 
point.  But as a qualitative point it is fairly reliable, and it seems not to be internalized in much of the 
current discussion, at least until recently, when the bears have somewhat given up on this theme, as 
mentioned.  

• Abstracting from the mean of the probability distribution, i.e. changes of the expected return on capital, 
let’s now consider uncertainty in isolation for the remainder of this review of the theoretical dynamics.  A  
one-off permanent increase of uncertainty should also lower the forward target capital stock by 
introducing an additional discount on the risk-adjusted return.  The scale of this effect depends on the 
size of the uncertainty shock and on how capital markets treat risk.  But qualitatively, the dynamic 
adjustment to the uncertainty shock should resemble, i.e. have a similar “shape” as, the dynamic 
adjustment to a decline in the expected marginal return, discussed above.  

• Let’s introduce now the possibility that (additional) uncertainty can come in two forms: chronic as 
discussed above, and acute.  An acute uncertainty is one that is confidently expected to be resolved 
soon, which means that the expected path of uncertainty itself slopes downward.  The most extreme 
form of this acute uncertainty would resolution date certain. And the conventional term for that is cliff, 
which is an odd metaphor given that falling off it is actually a good thing. The presence of cliffs or, in 
weaker form, acute uncertainties is that they exacerbate the Lazy-V-shaped dynamics discussed 
above.  Ahead of the cliff, the flow of capital spending is liable (not guaranteed) to undershot even the 
low occasioned by a one-permanent rise of uncertainty.  But once the acute uncertainty is resolved, 
then the flow of capital should actually bounce above the level prevailing prior to the rise of the acute 
uncertainty, assuming it is resolved into what was previously the central case.  The shape describing 
the dynamic adjustment then would also be a Lazy-V but with the shorter “weak” side on the left.  
Repeating just for emphasis then, the passing of an acute form of uncertainty creates a path that is 
much stronger than the aftermath of a one-off rise of uncertainty, particularly if that uncertainty 
increased is linked to a deterioration of the central-case outlook itself, as an enduring stupid trade war 
might deliver.    

• With that simple and surely-easy-to-understand :) template in place, let’s consider a fun complexity.  
Again abstracting from any change of the central case and the expected marginal return, let’s assume 
that an acute uncertainty arises, call it a cliff, with resolution date perceived to be known.  But then as 
the date of resolution approaches, the uncertainty morphs from acute to chronic.  If it is trade related, 
let’s assume the “G7 Meeting” came and went without announcement, that they fudged the press 
release and that they promised to stretch out the future negotiations into several phases.  This creates 
a fun irony.  The morphing of the uncertainty itself from acute to chronic forces down the expected or 
target path of the capital stock along with the expected flow of capital spending at long horizons.  But 
the nearby outlook for the flow of capital spending rips dramatically higher from the predictable 
compression ahead of what had been a cliff.  In other words, the expected long-term path of the capital 
stock and the nearby flow of capital spending move in opposite directions!  Simple. Right? 
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• All of the above presumes that there are no knock-ons from the capital spending slowdown to the 
broader macro outlook.  The easiest way to imagine that being the case is to assume that Fed 
mitigates the slowdown of capital spending, be it transitory or enduring, by lowering interest rates to 
ease financial conditions.  You would have to be a real sycophant and a bit slow to describe such an 
ease as “insurance”, so we know that could never happen.  But the premise here, a simplifying one, is 
that we can assess the uncertainty shock on capex in isolation.  This is a brave assumption because 
historically, the single best predictor of capex growth is just the multiplier-accelerator model.  Business 
do more capex when sales turn up.  If that assumption turns out invalid, then the economy can “cycle” 
down, in which the breezy speculations offered above turn out moot.  

Capital stock growth rates have settled to a lower trajectory 

Source: BEA, FH calculations 
The thin black lines show estimates for 2019 along with projections for 2020 and 2021. 

The blue lines are actual to 2018 and then the simulated values for 2019, i.e. depicted as actual.  The historical fits are also shown simply to give a 
sense of the reliability of the simulations, which is fairly high.  

And two caveats 

There are two obvious weaknesses in the discussion offered above.  First, it is largely the result of 
intuition, rather than a formal mathematical enquiry, which I concede would be more rigorous.  I am sure 
the Fed will have something more authoritative on these points within the next couple years and the 
better academics will get some stuff into peer review by 2025 or so with publication expected for 2028.  
But in the meantime, here is how I am thinking about it.  And I would concede also that this is not likely to 
be my final take.  

Second, even if you accept that the verbal model set out above is roughly correct at identifying the 
shapes of the dynamic adjustments, that does not really tell you much about quantification, precise 
timing, or even direction, given all the complexities here.  The expected deterioration of the central case 
outlook is in flux, the uncertainty itself is ebbing, flowing, and changing form.  Some firms and sectors are 
more exposed to these issues than others and the background macro outlook — which is what we 
ultimately care about anyway — is not entirely immune to these developments, even with the Fed offset. 

Recognizing that, my objective has been and remains largely a negative one.  I have wanted — and 
continue to want — to undermine the perspective of the perfectionists who have reminded us repeatedly 
that the trade situation is not “resolved”, as if that were dispositive.  It certainly is not.  

Separately, this perspective highlights that the notion of “insurance” ease was nonsense, which I guess 
the market has now internalized.   And it tells us that we cannot rely exclusively on strong priors about 
how uncertainty works.  We must complement those priors with some data watching.  Or more formally, 
we must keep updating our priors.  
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My prior has been and remains that the trade policy shock has delivered a deterioration of the expected 
long-term marginal return to capital that is small enough, particularly relative to the influence of the cycle, 
to be largely ignored.  The main justification for this prior are the microeconomic studies finding that the 
longer-term welfare losses from the higher tariffs and trade restrictions will be fairly modest.  There are 
transfers from US consumers to government and businesses involved, which are worth understanding.  
But the net losses are fairly small, according to others’ research, which I am inclined to trust.  

The larger issue is the uncertainty, which I view as having started off as acute and having recently 
morphed to chronic.  That implies a modest decline of the expected path of the capital stock and thus an 
enduring decline in the likely path of capital spending.  However, capital spending among firms that are 
most exposed to this issue has probably already undershot, and is liable to recover in response to the the 
uncertainty shock morphing from acute to chronic, at some risk of oversimplifying.  Other scenarios are 
possible obviously, but this is my own central case.  

The data, such as they are 

With that in mind, let’s conclude with a very quick review of what the seemingly most relevant data are 
telling us: 

• As you can see from the chart on page 1, business fixed investment (BFI) spending growth has 
recently slowed to roughly 0%, down from 6% in the four quarters to September 2018.  It might be fun 
to recall at the time that some of the tax cut enthusiasts were talking about 20% growth at that time, on 
the basis of misleading company data.  Aggregate BFI has been held aloft by continued — indeed 
intensifying — strength in intellectual property development, as shown by the thin red line in the right 
panel of the chart.  Away from that, although not shown, the deceleration of capex in equipment and 
structures, has slowed 11 percentage points over this same period to -3½% on a 4-q basis.  The 
pattern of the slowdown is broadly consistent with the notion that it relates to uncertainty, as the more 
putty forms of capex tend to be strongest while the most clay tend to be weakest.  I am sure there are 
some exceptions to that pattern at a more granular level, which I have not investigated.  But broadly the 
pattern fits. 

• The simplest way to measure how far along we are in the adjustment to the shock, whatever its form, is 
to look at the capital stock growth rates implied by the recent flow of capital spending and any chosen 
assumption for the growth rates going forward.  The last time I looked at the capital stock data, I came 
away with the conclusion that the stock growth rates actually look fairly decent and that this implies that 
there is actually some downside risk around the future path of capital spending growth. That is, it could 
fall quite a bit without creating an implausibly-low path for the capital stocks.  But things have moved 
on, as capital spending growth has slowed, in some cases into contraction.  The chart on page 3 shows 
the results of a couple simulations on how the equipment and structures capital stock growth rates will 
evolve going forward, if the flow of capex in equipment quickens to +1% and the structures stock slows 
its rate of contraction from 12% to 2%.  The simulated flow growth rates of +1% and -2% are somewhat 
arbitrary and are chosen for illustrative purposes, in a couple regards.  First, assuming no change in 
the rate of growth of intellectual property development, they imply that overall BFI growth will quicken 
from 0% on a 4-q basis to 2%, which would mean capex is neither headwind nor tailwind for the 
economy.  Second, +1% and -2% imply fairly weak growth in the forward paths of the related capital 
stocks, which is partly why I chose them.  On this evidence, then, most of the shock to aggregate 
demand growth is liable to be behind us already, at least from the capital spending growth side itself.  It 
is not a slam dunk, but getting the stock-flow connections explicit is worth the effort, I think.  
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• There is little evidence in the hard data on capital spending to suggest that an inflection there has yet 
arrived. The Atlanta Fed’s estimate for structures capex growth in Q4 is currently -12.6, much weaker 
than the 4-q growth rate to Q3, which was -6.6%.  There is extremely tentative evidence that equipment 
spending has gotten slightly less weak, and the bull might see some hope in this given that planning 
horizons in equipment tend to be shorter.  (Note from the chart on page 1 that equipment tends to 
lead.)  But with equipment spending still actually contracting, just at a slower pace, that is definitely 
grasping at straws.  On the hard data, my call is clearly early.  On the other hand, it is probably too 
early to see the effects of the uncertainty shift from acute to chronic in these hard data, given that it 
became consensus that Trump would fake it only very recently.   And we do see — again very tentative 
— that capital spending intentions are beginning to come off their lows.  In the chart below, the last 
observation, i.e. for this month, is calculated from the most recent prints currently available.  That 
correspond to January for 3 regional Fed and December for the late reporters, Dallas and Richmond.  If 
I have the right take, then this recovery probably needs to continue.  At this point, I would say that the 
data on actual activity have not yet falsified my claim. It is quite early to declare victory, obviously. 

Slightly less weak, not strong 

Source: FRBs NY, Philadelphia, Kansas City, Richmond and Dallas 
The first three are current to January and the last two are effectively assumed unchanged in “January.” 

And this brings me back to a point I made at the top of this note.  The issue with the capex outlook is not 
that it is reliably one of recovery.  Until recently, the point was rather that the bears — of which there were 
many — had the wrong hurdle (too high) for what might be considered good news on that front.  The 
consensus has swung more to my more complacent take.  The perceived downside risk here seems 
roughly appropriate to me.  And so I don’t really have much to argue about.  But I figured it might be 
useful to set out the relevant arguments here in a bit more detail, as these considerations are likely to 
have some shelf life, assuming my take on them is roughly correct.  

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.

5

mailto:gerard@frontharbor.com

