October 29, 2020

Four themes in the Q3 GDP report
Seem to fit into Saggy V fairly comfortably
There is seldom much market-moving news self evident in the GDP release. The value of data analysis
here, whether it be positive or negative, is more in the interpretation, which is inevitably subjective and not
something on which investors are likely to agree.
Moreover, the current focus is probably much more on the adverse movement of the Covid dance and
jitters about the upcoming election and its possible aftermath than on inherently backward-looking data.1
But the GDP report is a very comprehensive set of data and allows us to update what I might previously
have called “slow-moving” themes. In the current environment, with shocks abounding and economic
volatility high, it might be more appropriate to refer to themes that are likely to have some shelf life,
despite the volatility — which, incidentally, in the real economy, is likely soon to fade.
In this report, I identify four enduring macro themes that this morning’s data can help us update. Much of
this will be familiar to you if you have been reading my work, but there are a couple aspects that are
novel. Generally, the themes fit into the Saggy V hypothesis that I have been pushing, while recognizing
that the lift-off phase has extended a bit further than I originally expected:
The traditionally most cyclical components of aggregate have staged a very strong recovery recently, both
outright and as a share of GDP. Normally this would imply downside risk to the economy, but in the
current unusual set-up, it more likely suggests a marked slowing of growth, rather than a renewed dip into
recession.
Inventory investment is a cyclical component, although I treat it separately because its cyclicality is a bit
higher frequency. The current flow of inventory investment remains modestly below normal, which means
there is more likely a modest inventory impetus than headwind in store for the economy over the next few
quarters. However, Q3 was a massive outlier, as the swing of inventory investment alone delivered 6 ½
percentage points to the overall GDP growth rate, a 70 year record. That is a major reason the ISM
spiked. And the completion of the impetus is a major reason the ISM has fallen. Separately, do not react
to the inventory/sales ratio. As a timing indicator, it is useless.
The strength in the cyclical components of demand relate closely to the strong recovery of the goods and
structures side of the economy. This is not unusual in a cyclical upswing. But what is unusual is that the
service sector bore the brunt of the decline and is still very weak in level terms. This should contribute to
a weaker growth rate but also lower economic volatility going forward.
Within the tangible side of the economy, business investment in equipment and structures has been
relatively muted, compared to the stronger recovery in household sector spending. And structures
investment has been weaker than equipment. The latter fits the idea of the Covid as a reallocation as
well as aggregate demand shock. And the former fits into the slow growth but not double dip central case,
in part because capital stock rates are low, implying no contractionary overhang.
1 The only point I would hazard on the Covid situation is that the third wave fits into the Saggy V thesis but is unlikely to involve the

sort of existential risk and Knightian Uncertainty that attended the first wave. I have been pushing the idea of a “dance”, which I got
from an epidemiologist at some point. It is possible that the falling share of hospitalizations per case and and deaths / extreme
morbidity per hospitalization might mean that the tolerable case count is now higher. Somewhat related, the amount of economic
activity consistent with a given case count is probably itself rising, as the public learns the easier ways to avoid infection and as the
pattern of economic activity itself adopts to the presence of the virus.
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I elaborate on these themes below. In some cases, there is a decent amount of arithmetic (dare I say
research) behind the presentation. But the presentation itself can be brief and focus mostly just on the
pictures.
The cyclical share has surged, but with an atypical implication
I define, very conventionally, the most cyclical components of aggregate demand as being all forms of
investment with the exclusion of intellectual property development, which is abstract and not especially
volatile. This includes fixed investment in equipment and structures, inventory investment, and household
spending on durable consumer goods. When the cyclical share is low, we might say that the most volatile
components of aggregate demand are depressed relative to the rest, which are a proxy for trend income.
Accordingly, a low cyclical share points away from recession risk, typically.

Source: BEA, NBER, FH calculations
Data are actual to Q3

During the third quarter, the cyclical share rose dramatically, because inventory investment recovered,
household sector spending on durables and housing soared, partly as a function of reallocation, and
business fixed investment recovered. The higher cyclical share points to a moderation of the GDP growth
rate, as does seemingly everything else too. But to the extent that some of this reflects a durable
reallocation in response to the Covid shock, there is probably not an overhang here. And services
spending, which dominates the non-cyclical has plenty of room to recover, slowly and in a way that will
long delay the return to full employment, given the levels involved here, as I will get to below.

Source: BEA, NBER, FH calculations
Data are actual to Q3
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The inventory kick during Q3 was monstrous, is over
The flow of real (2012 $) inventory investment recovered from -$287 billion in the second quarter to zero
in the third quarter. This added 660 basis points to the annualized quarterly growth rate, which was the
strongest impetus (although marginally) since the fourth quarter or 1950, when inventories added 11
percentage points to the annualized GDP growth rate.
Moreover, all of this kick was concentrated on the goods side of the economy, where the inventory swing
alone contributed 28.4 percentage points to the 59.5% (ar) growth of goods production. I report these
numbers annualized so that you can compared them with the ISM. But before annualization, goods
demand was up 12.4%, while final demand was up 7%, leaving 5.4% from the inventory kick there.
That is a stunningly large contribution, which is what made the recovery of the ISM such a dead easy call,
as well as its recent moderation. Indeed, the volatility of the ISM has been dramatically understated
relative to what has actually gone on in manufacturing output. Indeed, the 3-month growth rate in the hard
data there went from -59% (ar) in April to +82% in July. Using the typical rule of thumb that one
percentage points moves ISM by a similar amount, this would have implied an ISM production series of
132, which is impossible. For big moves, the relationship there is not linear, but you get the point. Much
of this has been concentrated in autos.
Looking forward, inventory investment is slightly more likely to be a modest impetus than drag, because
the flow of inventory investment, at zero, is about $55 billion lower than what I define as “normal.” In other
words, the flow has recovered about 6/7 of what we might easily expect it to, although overshoots are
obviously plausible here too. But the big story there is behind us.

Source: BEA, FH calculations
Data are actual to Q2

Before moving on from this subject, I would like to make just two quick and secondary points. First, note
that the inventory kick measured on a single quarter basis is much larger (in positive terms) than the
earlier drags were (in negative terms) during the period of inventory drag, even though inventory
investment has gone from slightly above normal to slightly below. The explanation of this is simple. The
earlier drag was spread out over four quarters while the recovery was concentrated into one quarter.
Second, never never never use the inventory/sale ratio as a timing indicator. It is now at a record low,
because the recovery of final goods and structures demand was (in percentage terms) quicker than the
rate of growth of inventories, which was zero. But the inventory kick is already past. The I/S ratio is an
easily predictably lagging indicator of the inventory cycle. For some reason, there are a bunch of
innumerates on the sell side who cannot internalize this. Ignore them, at least on this issue.
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Source: BEA, FH calculations
Data are actual to Q3

The pattern of tangibles vs services is very unusual, reflecting the reallocation aspect of Covid
During the third quarter, goods and structures demand rose 10.4%, outpacing the 5.5% recovery of
services. It is not unusual for the tangibles side of the economy to outpace services during an upswing,
because the so-called cyclical components of demand overlap very tightly (although not exactly) with
goods. Indeed, the recovery of services during Q3 was in a relative sense fairly strong.
What is extremely unusual here, though, relates to the levels. Note that goods and structures demand
has run made a new cyclical peak and is set (almost inevitably) to severely outperform the outturn during
the global financial crisis. In contrast, services demand remains severely depressed. Both these
developments reflect that Covid is a reallocation shock as well as a cyclical shock.
Looking forward, the relative strength in goods should dissipate, while services spending begins
continues its recovery, as the depressing effects of Covid eventually dissipate, although with some bumps
along the way, one of which we are now on. The implication of this is that it will take a long while to get
back to full employment or even the prior cyclical peak for overall GDP, but to the extent the the larger
services sector has upward gravity, this should also mean lower volatility of the GDP growth rate. In
fairness, it would be hard for the GDP growth rate to be more volatile than it has in the past two quarters!

Source: BEA, FH calculation
Data are actual to Q3

Incidentally, the overall real GDP (quarterly) has gone from 10.1% below prior peak to 3.5% below within
a single quarter. That’s the sum of the two concepts shown above, but I will have more to say on this
tomorrow, when IHS/Markit (I assume) updates their monthly GDP, which allows us to be more precise.
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Some detail on capital spending
Within the goods side of the economy, the recovery of business fixed investment (BFI) has so far been
much more muted than in consumer durables and housing. I will have more to say on the latter when we
get the income and consumption report for September, which will — again — allow more precision. But
the gap is wide, as suggested by the nominal shares chart on the second page of this report.
The non-annualized rate of growth of business fixed investment (BFI) recovered from -7.6% during Q2 to
+4.7% in Q3. Even though BFI is typically cyclical, this has been a much more muted recovery than in
overall GDP, again reflecting the unique character of this cycle.
Within BFI, equipment spending growth has recovered from -10.5% in Q2 to +14.5% in Q3. But
structures spending, which has a longer lead time and is aversely affected by the reallocation aspect of
Covid has continued to decline, although the growth rate has recovered from -9.7% to -3.9%.
Qualitatively this all fits, although the recovery of equipment spending has been a bit stronger than
expected, mainly because the economy itself has also been. Looking forward, it is particularly difficult to
quantify the outlook for BFI, although I think I can venture three points. First, structures spending should
continue to fall, reflecting the lags and the reallocation effect. I think that is non-controversial and clearly
fits the historical pattern.
Second, the path of least resistance for equipment spending is more likely than not slightly upward. This
is a mercy because equipment spending is about twice as large as structures spending, at least in gross
terms, which is what matters for the aggregate demand add-up. It is hard to see a boom from here,
though, because the easy part of the recovery in equipment is past, profits are still somewhat depressed,
and uncertainly is presumably elevated.
Third, the net result here is that BFI should easily fit into the Sag part of the Saggy V, because the growth
rate will be slower than in Q3, as other parts of the economy are cooling too. Whether overall BFI rises or
fall outright in the next couple quarters seems to me to be a near call, at leas for now.

Source: BEA, FH calculations
Data are actual to Q3.
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One important consideration that the economy does have going for it, however, is that capital stock
growth rates are low and are likely to remain so even if BFI picks up slightly in equipment.
We now have capital stock growth rate through 2019 and we can easily simulate them to end 2020 using
the gross capital spending figures updated today, sensible extrapolations of the capital stock depreciation
rates through 2019, and various estimates of (gross) capex growth from here. The chart below shows
simulations through the end of 2012, using those capex assumptions. When looking at this from the
perspective of the durability of the expansion, it is quite encouraging that we do not have an overhang
here. Indeed, even if we factor in that investment spending and capital stock growth rates should be
lower within this secular backdrop (demographics, market power, perhaps slowing tech advance), the
story there looks a bit more like pent-up demand than overhang, although it is hardly dramatic.

Source: BEA, FH calculation
Data are actual annual to 2019, reliably estimated to 2019 and simulated through 2022.
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