October 25, 2020

The fiscal deficit, Treasury supply
And important drivers of the term premium
The main macro effect of the large fiscal deficit is to support aggregate demand growth and allow the
economic recovery to mature into an expansion at some point.
If Congress were to bring another major round of fiscal stimulus and thereby tilt the deficit higher still, then
that would also support the Fed’s effort to achieve a meaningful overshoot of its 2% long-term inflation
target over the next few years. It is increasingly obvious that the Fed is angling for such support,
recognizing that it does not necessarily have the power to achieve higher inflation on its own.
In fairness, the economy would probably continue to grow and the unemployment rate drift lower even
without additional fiscal support. Natural healing is always odds on. However, the return to full
employment would be delayed which might frustrate the Fed’s effort to achieve its inflation goal.
It is worth recalling the dirty little secret of macro, which is that a central bank does not — merely as a
matter of principle — necessarily get to pick the inflation rate, at any horizon. It is easily conceivable that
the US could settle into a lowflation equilibrium at near full employment, similar to what Japan has
experienced. That is not the base case, largely because additional fiscal support is most likely coming.
The arrival of additional fiscal reinforcement would be the easiest call in the event of a Democratic sweep
next week. However, fiscal support should show up — to some extent — even in the case of divided
government, with GOP retaining control of the Senate. Fiscal stimulus is ultimately a political winner and
the next election is always nearby.
Separately, despite the dirty little secret, there are scenarios, in which the Fed wins its battle against
lowflation even without additional help from Congress. We don’t really know whether the economy can
cycle strongly upward on its own, but if it can, then it matters a lot that the Fed would welcome some
overheating. Monte Carlo logic applies here and the Fed is particularly disinclined to waste good luck.
Inflation breakevens have edged wider, but are still far too narrow for Fed’s taste

Source: Federal Reserve
Pricing is to the close on Friday.
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One might argue that inflation breakevens have begun to sniff out the results of a Democratic sweep, by
widening marginally. But inflation compensation is still about 50 basis too narrow to reflect the central
case, and recent movement there is probably better interpreted as just as oscillation of risk-on / risk-off.
To summarize so far, then, the main effects of the deficit are likely salutary. In descending order of
importance, they are: economic / labor market recovery and revived inflation. But I have noticed that
analysts have begun to focus on a secondary effect of the large fiscal deficit, which may be less
desirable: increased duration supply and resulting upward pressure on the term premium in the Treasury
curve leading to tighter financial conditions.
The main point argued in this report is that the prospect of continued heavy Treasury supply is not very
troublesome, with or without quickened balance sheet expansion at the Fed. This is particularly so in the
case of equities, for a somewhat differentiated reason I argue below.
In bonds, it is a bit more complex, because the path of least resistance for both yields and term premia
over the coming years is higher, and supply per se will probably play a supporting role there. But the
notion that supply would be a dominant consideration, with or without the Fed, seems mistaken.
Supply and fiscal sustainability are separate issues
Before turning to the supply issue though, let’s consider — in order to set aside — another possible worry
associated a large deficit: the steeply rising federal debt. My take here is not currently controversial, so I
can be brief and rely on assertions.
Incorporating CBO simulations of current law and overlaying what I take to be the consensus view that
Congress will come with a (mostly) two-year fiscal package costing about $1.75 trillion, I see the federal
debt moving up to about 115% of GDP by 2023 or 2024. That would be about 10 percentage points above
the prior historical record hit in 1946, just after the second world war. (Incidentally, the ratio achieved in
the second quarter of this year basically ties that old record, although it was distorted upward by the
transitory collapse of nominal GDP.)
It is striking that the debt/GDP ratio stabilizes so quickly, and that we do not get the hockey stick pattern
that we used to scare the children with back in the 1980s and 90s. This reflects two things. First, I am not
looking that far ahead. This is prudent because fiscal simulations are particularly unreliable at long
horizons. But an effect of it is to miss the accumulating effect of demographic influences. Second, and
more to the point of the argument here, real interest rates are fall below the economy’s real growth rate,
which means that the debt/GDP ratio is now more inclined to fall when it is higher.
The debt is very high, but less scary

Source: BEA, CBO, FH calculations and simulations
Data are actual to Q2 and then simulations through Q4 2020 based on CBO annual projections, FH overlay of fiscal package, and interpolation to
quarterly presentation.
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It seems to be well understood that r*<g* means the debt/GDP ratio will be “better” behaved for any given
primary budget balance. But the more practically important point here is actually more subtle, although its
implications are obviously internalized.
When r* is reliably well below g*, policy makers will always view default (including via inflation) and loss of
market access as dominated by a less dramatic policy of fiscal consolidation. In plain English it would be
easier to reduce the primary deficit to, say, 3% of GDP than to place themselves in a position where they
have to eliminate the primary deficit.
At the extreme, i.e. if we knew r* would always be well below g*, this would mean that the debt/GDP ratio
might never be an issue for fiscal sustainability. Some academics like to call this the logic of Ponzi public
finance, and I adopt that label in the right panel of the chart above. That striking term is not to be
disparaging but to highlight that the process relies on repeated applications of the same game, in this
case rollover of the existing debt. The metaphor is imperfect, though, because in this case the game is
meant to replicable indefinitely.
In the real world, where r*, g* and their difference are probabilistic, the implication is a bit more
complicated, but also mostly benign. When interest rates are below the growth rate, the debt/GDP ratio
both less inclined to rise and less determining of fiscal capacity. Moreover, this conclusion cannot be
overturned with a glib claim that interest rates are low right up until the fiscal worries intensify and rates
go up. Within the sustainability arithmetic, the relevant interest rate is the default-free. When that rate is
sufficiently below the potential GDP growth rate, the fiscal risk premium is simply less “jumpy.”
There is one other happy coincidence that I should mention here before moving on. The same forces of
secular stagnation that have given us slow productivity growth, a low r* and thus troubles with the
effective lower bound on interest rates are probably contributing to r*<g*. So just as the relative
importance of fiscal policy has increased, so too has the feasibility of it.
This does not mean that secular stagnation itself is hunky dory. Corporate concentration, slow
productivity growth, reversing globalization, and adverse demographics are worries in their own right. But
there is a ready way to avoid the implications of the lower bound on rates, as he Fed appears to have
sussed out. It is conventional fiscal stimulus, not funny money or other exotica.

Unreliable measure not really moving much

Source: Federal Reserve Bank of New York, FH annotations
Data are to Thursday close, although there was probably little change on Friday
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What is really starting to bug (some) people
As mentioned, the consensus is not worried about public debt sustainability per se or a related risk that
the fiscal risk premium might come back from the dead.
What is really bugging people here is the purely mechanical effect of the heavy Treasury issuance, which
is beginning to put upward pressure on the supply of pure rates duration and thus (possibly) term premia
in the Treasury curve. Last week, I noticed a Wall Street analyst suggesting that this threatens a
tightening of financial conditions. Part of the motivation of this report is a desire to lean into such worries
and to assert — yet again — that it better to focus more on what the Fed is trying to achieve than to be
distracted by secondary considerations like supply or how the Fed will react to it.
The first point to make in this context is that the ACM measure of the term premium, which is probably the
most closely followed metric, has not really moved all that much. It was oscillating around -80 bps at its
record lows earlier this year, and went out Friday at around -55 bps. (The Fed has published data on to
Thursday, where it was -54 bps.)
The chart on page 3 depicting the recent history of the ACM term premium identifies two eras of Fed
balance sheet policy, which I collect together as QE and Qwee. I used to separate out each application of
QE in order to demonstrate that movements of the term premium did not seem to line up in a way that
suggested QE was that important. But with the passage of time, and introduction of more programs, that
has become too messy, so I have simplified here.
My use of the term Qwee to describe what is being done now is meant to “respect” the claim that their
current balance sheet efforts are not really about providing stimulus, but are instead about ensuring
proper market functioning. That is a distinction without a difference and serves to highlight that QE works
largely through behavioral channels. I will return to that issue later, but for now, I would just note that the
term premium continued to fall after the end of QE, which I think is telling.
However much emphasis we might wish to place on a 25 basis point rise of the term premium, it is
important to recognize that the construction of the ACM measure is particularly inclined to misinterpret
developments in the current environment.1 Short rates are pinned to zero, the Fed has forcefully
committed to keeping rates “accommodative” until a highly unusual inflation overshoot has been
achieved, and the prospect of aggressive fiscal reflation is probably raising the odds that the Fed’s
unusual preferences will be achieved. That would be a steepener via the rates path, not likely the term
premium.
On the other hand, a huge supply wave is coming
But maybe the real story here is that people are just looking forward to the coming wave of supply and
are willing to jump the gun a bit on what will ultimately end up being important.
During the nine months to the end of September, the publicly-held federal debt rose by $3.7 trillion or —
more relevantly — by $2.5 trillion excluding the prefunding implied by the rise of the Treasury’s General
Account at the Fed. Strikingly, the stock of t bills, similarly netted, rose by enough to fund just over half
the rise of the underlying debt. Largely as a result, coupon supply in the form of notes, bonds, and TIIs,
rose by only about $1 trillion.

1 I am not skilled in the mathematics of term premium estimation and initially relied mostly on intuition here. But I have run this idea

by a couple colleagues in markets whose actual business is closely related to this issue. Both confirmed the intuition is sensible and
one replied specifically, via email, “Yes. The basic problem is that the ACM model (as with all ATSM models) assume errors are SN,
iid. But we know they are not – there is serial correlation in the error terms which in part is driven by stuff like inflation and inflation
expectations. So the model doesn’t extract “policy expectations” well around the ELB and as a result over-attributes changes in
yields to changes in term premiums.”
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Over this same period, the Fed accumulated about $1.9 trillion in coupon Treasury securities and another
$0.6 trillion in MBS, which also removes pure-rates duration. Most of those purchases were achieved
during the repo turmoil early in the year, so the Fed activity has most recently slipped a bit behind
Treasury supply. This is summarized in the left panel of the chart below.
It is not unusual for the Treasury to respond to a shock to its funding needs by initially relying heavily on
bills, and then terming out as the funding need forecasts are updated. In the right panel of the chart
below, I try to take account of that issue by simulating a counterfactual in which the share of coupon
securities in the public debt (net of the Treasury’s General Account) was held at its end 2019 level of
about 80%. In that simulation, the supply of coupon securities (including TIIs) rises by about the same
amount at the Fed’s net purchases of coupon Treasury securities (similarly defined).
Duration supply and removal along with a counterfactual

Source: Treasury Monthly Statement of Public Debt, Federal Reserve H 4.1, FH calculations and simulation
Federal Reserve holdings are weekly and shown at monthly frequency, as final week, through September. Public debt data are also monthly to
September.

One might tell a story that the Fed has joined the market in anticipating an eventual term out of the debt.
More likely, though, that is just a coincidence.
The more reliable point here is that the Fed has in fact dominated the Treasury, preventing any increase
of net duration supply, when measured from the end of last year. Of course to do this properly, we would
want to measure both the Treasury’s and Fed’s activities in 10-year duration equivalents, because
duration and maturity are not the same concepts and, more importantly, because the range of maturities
captured by “notes” and “bonds” allows for a lot of slippage. Still, this gives us a sense of qualitatively of
what has been going on, as well as a hint of how it may already be changing.
We might expect that the Treasury will end up terming out most of bills stock (net) issued this year,
particularly if the medium-term outlook continues to call for a huge deficit, as seems likely. How this plays
out will depend in part on who the next Treasury Secretary is. But it seems reasonable to assume that
the Treasury would proceed quite slowly with a terming out, because it does not want to create
complications for itself, and because the Fed has made quite strong promises to pin the short end of the
curve.
So, a reasonable guess here, and it is a guess, is that coupon supply might end up somewhere between
$200b and $300b a month. I concede that is a wide range. There are experts who know the arithmetic in
finer detail, as mentioned, but they do not know who the next Treasury Secretary will be or what the
deficit will be.
At the max, such issuance would be about $200 billion above what the Fed has been doing in Treasury
securities very recently and about $150 billion above what they have been doing in Treasury securities
plus MBS. (Drawing lines to achieve apples to apples comparisons here is not a science.)
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The Fed is looking for problems it can fix
That would be an unprecedented surge in net supply, which has obviously already attracted attention, and
raises the question of the macro effects might be. I would offer a simple answer, which is probably the
most relevant practically speaking, and then a more complicated answer that might apply as a backstop.
The simple answer is that if supply itself should turn out to be a problem for the sustainability of the
expansion, by leading to a tightening of financial conditions, then the Fed would fix that by upsizing QE to
achieve sufficient duration removal.
If we put a problem in front of the Fed that they can actually fix, then they will fix it. That explains why
they were so aggressive with their balance sheet during the repo turmoil, and a little more passive on that
front as repo calmed down and the 10-year yield began to oscillate around 65 bps.
The risk here, then, is not that the Fed fails to act on a problem it can fix, but that problems arise that are
not amenable to a solution from monetary policy. For example, if fiscal policy were to tighten dramatically
or if Covid were to become a major macro issue again, then there is not much the Fed could do about
that, given the limitations imposed by the zero bound on rates. But it would be odd to bet against the Fed
acting where it actually can.
The Fed still makes a big point about how QE works by removing duration from the market and thereby
compressing the term premium. For want of a better term, I think they are fibbing about that. It is not that
Fed sponsored research generates too high an estimate of the coefficient on duration removal, so much
as that the conclusion is what drives the research.
But the leadership knows as well as you and I (because we are not uniquely clever) that QE has
traditionally worked mainly by behavioral channels or by “signaling” if you want to be polite about it.
When the Fed announces a new round of QE intended to be risk on, they phrase it in such a way as to
stoke asset prices, which are duly stoked. And when the Fed wants to scale back on QE but in a way that
leaves risk assets unaffected, then they craft their language to achieve that result, and that too typically
works. Don’t fight the Fed.
And this explains the otherwise entirely nonsense distinction between classic QE and what I have called
Qwee. Both programs involve the exact same duration removal and at roughly similar scale. But Qwee
started as a means of calming a specific problem in repo and has continued (at a slower pace) in order to
avoid any unnecessary turbulence in the Treasury market. The reason it is Qwee and not QE is twofold.
First, they do not need to signal risk on here, because equities are near the highs. And second, they know
we are sheep.
I mention this because if duration supply per se were to become a threat to the expansion or even a
threat to the rapid recovery of employment, then the Fed would upsize QE. There are some exotic
theories circulating about how the Fed might be constrained by politics from doing this, but I don’t think
they make much sense.
Equities are a tougher case. If they were to decline, for whatever reason, then the Fed might be inclined
to pull the QE lever in order to generate risk on. In fairness, I don’t think that makes a particularly reliable
put option, though, particularly one struck near the current market. The reason is mostly that the Fed
does not want to reveal the smoke and mirrors around QE by resorting to it too often, particularly if the
financial system is itself stable, as appears now to be the case.
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What if the Fed were not to act?
A more complicated situation - for macro generally — would arise in the case where the Fed were not to
in response to a supply-driven rise of the term premium. This is not the base case for the reason
discussed above, but it is at least conceivable that the Fed would hold off for fear of eventually losing
money on its purchases (an under-appreciated constraint) or because it perceived some sort of political
constraint against acting.
These two issue are actually related, because, while it is true that a central bank can operate with
negative capital, the Fed would obviously strongly prefer not to do so. Some might also argue that the
Fed would be hesitant to upsize its QE because they are not comfortable with the unintended
consequences of its actions or because they might fear the consequences of exit. I do not put much
stock in such arguments, but I concede they are out there. The problem with QE is not it is not sufficiently
potent fundamentally, not that it might be too potent.
If the Fed were to choose not to act, then the reason for the term premium rising would assume great
significance, particularly from the perspective of the equity market. This point is often overlooked
because the consensus Fed watcher tends to use supply effects and term premium change as synonyms,
which is a huge mistake, in my view.
Duration diversifies risk in so-called risk assets

Source: Federal Reserve, FH calculations
Pricing data are actual to Friday close.

To see this consider some of the history. The main reason the term premium fell during the QE is not that
the Fed succeeded in making pure rates duration scarce by applying QE, although QE probably helped a
bit at the margin.
The reason the term premium fell during the QE era is that lowflation contributed to two major structural
changes in the capital markets, within the US and to some extent globally. First, lowflation made underheating the primary macro risk and led to a switch in the correlation between stock and bond returns. As
the chart suggest, the correlation went from a fire to ice regime. That is, pure-rates duration came to
diversify returns risk in so-called “risk assets” such as equities, as suggested by the chart above.
Second, lowflation contributes to lower inflation volatility and (along with a low r*) makes the zero bound
on short rates more proximate, thereby truncating the bond yield distribution, and contributing to a
collapse of bond yield volatility. Accordingly, effective pure rates duration risk has become harder to
come by even as it has become more desirable within a diversified portfolio.
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Consider the following bit of arithmetic regarding the influence of bond yield volatility that is not meant to
be fully dispositive but is meant to grab your attention. Between the end of 2008 and the end of 2019, the
federal debt/GDP ratio roughly doubled from 39% to 79%. Leaving aside changes of maturity or yield
volatility, that would have led to roughly a doubling of the supply of pure rates duration risk, at least from
the Treasury. (There are other sources of pure rates duration.) But during this same period, 10-year
Treasury yield volatility was cut to about a third, which meant that effective pure rates duration risk
supplied by the Treasury would have fallen, even without QE.
Now, let’s switch to a forward-looking thought experiment to reinforce the point further. If yield volatility
were to return to its value of the late 2000s, and nothing else relevant to this analysis were to change,
then the rise of effective pure-rates duration risk associated with the Treasury debt (ignoring QE) would
be the equivalent of $40 trillion of net issuance. I would pause to internalize that.
Moreover, we might relax our ceteris paribus assumption to consider why yield volatility might rise, if not
as a triple then at least somewhat. Most likely it would reflect the end of lowflation, which would cause the
stock-bond correlation depicted above to switch signs or at least move closer toward the fire regime. In
that case, there would be a lot more effective pure rates duration risk at a time when it is less wanted.
That would make the term premium rise and in a way that would be quite negative equities, at least taken
in isolation.
As mentioned, the arithmetic presented above is intentionally provocative and one could — if he wished
to miss the point — quibble with some aspects of it. But it is meant to highlight a point that is often
overlooked, to put it gently.
I suspect that one reason people overstate the importance of supply (and Fed manipulation of it) as a
fundamental driver has to do with a somewhat spurious timing issue. Lowflation caused QE by making
the effective lower bound on rates more binding and forcing the Fed to flail into unconventional tools. And
lowflation also caused the low term premium. Somewhat predictably people confused QE as causal.
Moreover, they have been helped along in this confusion by the Fed’s own propaganda efforts. After all,
the Fed needed some sort of story to allow them to claim to be effective even at the lower bound, and for
a long while QE was it.
There is probably a marginal effect of supply, but which way?
Still, I would concede that supply and the Fed’s manipulation of it might prove to be the tie breaker in the
term premium during an environment where bond yield volatility is no longer trending lower and the
perceived stock-bond correlation is roughly stable. If the Fed were to ignore upward pressure on the term
premium from a wave of Treasury supply, then the implication for fixed income would be fairly
straightforward. Such inaction would reinforce upward pressure on Treasury yields that seems likely to
develop in response to reflation at some point anyway.
The story with equities is more complicated and involves what might be a fun irony. Let’s assume that the
only change in the macro backdrop is that increased pure rates duration supply from the Treasury,
unmitigated by the Fed, puts upward pressure on the term premium. In a world of lowflation, an ice
correlation in stocks and bonds, and low yield volatility is it obvious that this should put even any
downward pressure on the price of equities?
In such a scenario, there the discount factor in equities, relating cash flows to present value, might
actually fall because equity risk became easier to diversify in fixed income. I think this might be
particularly the case if the term premium were to go from negative to less negative, but it might also be
the case if the term premium went slightly positive.
I know that is counterintuitive, so let me conclude by trotting out a possible explanation of intuition. As
mentioned, when people think about rises of the term premium, they tend to mistake the main driver as
supply rater than volatility and correlation. And yet at the same time, they are aware that periods of
adversely high volatility and unhelpful correlation have been periods of weakness in equities. So they are
confident that supply is a worry based on the historical influence of a deeper fundamental that they
overlook.
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For the sake of argument, let’s take that as given, being very generous to my take in the process. Maybe,
then, real real worry here is that people worried about supply are actually sniffing out that the fiscal
stimulus driving it will actually lead to higher inflation and dislodge the benign fundamentals (volatility and
cross asset correlation) that I have been emphasizing.
Looked at through the prism I use, that worry would be logically coherent but possibly also premature
from the perspective of equities. A sharp rise of inflation from here would damage equities, but I don’t
think the first 100 bps of higher inflation would. Unless you believe in the immaculate inflation, which I do
not, realization of the Fed efforts to achieve reflation would first show up in a strong recovery and return to
full employment. That is not actually my base case. I still believe in the Sag part of the Saggy V. My
point, rather, is that that is not really a worry. For now, that would be a high-quality problem.
Gerard MacDonell
gerard@frontharbor.com
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