More conventional success than regime change
December 30, 2020
The ink is barely dry on Trump’s signature of the Covid Relief Act and already the Democratic-led House
has passed legislation to send out additional checks, which would raise the scale of the fiscal support by
an additional half.
The GOP is trying to figure out ways to poison the effort without putting their two Senate candidates in the
Georgia run-offs at a disadvantage. This is difficult for them, because it has become obvious that the
public has lost its taste for austerity and fear of deficits. Their response is to work under the cloak of other
concerns.
Given that this all starts with the baseline deficit running at about 8% of GDP, one might reasonably
wonder if this is at least the beginning of the long anticipated Regime Change, under which the restraints
come off fiscal policy and the Fed is reduced to enabling the Treasury. The polite term for this is
“coordination,” which sounds good at the beginning of the process.
My take remains that no such thing is happening, at least at a horizon that would be relevant to investors.
What might happen beyond that horizon is a tougher call, but recent developments would seem to
provide no reliable hint either way. Instead, what seems to be happening is that the US political process
is groping towards a solution of lowflation and (probably to a lesser extent) secular stagnation.
It was largely predictable that this would happen, mainly because economic theory — for want of a less
fancy term — made the broad outlines of the solution clear. It is the timing that has been surprising, as
events have moved a bit more quickly than expected.
In this report, I try to achieve two simple objectives. First, I put recent policy developments in the context
of a template I have been pushing for a while. This will be mostly summary and reiteration.
Second, I scale the effects on personal disposable income of the newly passed Covid Relief Act, using an
assist from work done at the Center for a Responsible Federal Budget (CRFB). Despite their name, they
too have got largely on board with fiscal policy that would have until recently sounded irresponsible.
Their work largely confirms my own back-of-the-envelope calculations, which suggested that the lack of a
budget deal would mean fiscal headwinds rather than a cliff, and that the package until recently being
debated was plenty large enough to sustain a firm recovery. What the Senate is now considering puts us
more in the territory of boomlet, although probably not the overheating scenario that Larry Summers
regrettably trotted out.
Income was above pre-Covid peak in early 2021 even without the deal
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Not coordination, thankfully
Much of the street tends to be imprecise when speaking of coordination, preferring a vaguely bullishsounding incantation to actual analysis. But, trying to be a bit more precise, we can imagine such
enabling coming in one (or a combination) of at least three forms:

• The Fed finances a helicopter drop, effectively if not quite explicitly. A non-explicit helicopter drop is a

logical contradiction, for anyone who has bothered to do the work or even able to understand if they
did. An explicit helicopter drop sized large enough to enable this scale of fiscal expansion would
certainly be hyper-inflationary. It would make the inflation rate both very high and indeterminate. Of
course, markets would figure that out ahead of the time and expect the Fed to renege. This makes the
whole idea a non-starter. It would be very nice if someone in a position of (intellectual) authority could
explain that to people.

• The Fed levies an inflation tax, directly, without reference to money finance of fiscal expansion. The

advantage of this approach is that the Fed remains largely free to choose the inflation rate. It is
substantially higher, but not made indeterminate by subordinating it to the path of the monetary base.
With a strong enough burst of inflation, the debt/GDP ratio would be tilted lower, not because there is a
tax levied on “money” (although there is) but because there is a tax levied on the nominal federal debt.
This would “work” at great cost to financial stability and through a series of extremely arbitrary wealth
transfers. One question is how the Fed gets to the inflation in the first instance. In fairness, with
enough fiscal expansion they probably could get there — and then let it run.

• The Fed makes itself passive by fixing the policy rate to zero, as the US “enters an MMT world.” This

would make larger deficits sustainable, via the arithmetic of Ponzi public finance, except rates are at
zero because of policy fiat, rather than as a reflection of a low r*. In this regime, the inflation rate
becomes another objective of fiscal policy. For example, right now, Trump, McConnell and Pelosi would
sit down to agree what it should be. Unless the MMT guys change their story yet again, which is
actually likely. (Sorry, when it comes to MMT, I really cannot myself.)

During that past couple or even few years, I have made quite an effort to document why none of the items
on the list above — or even efforts that might rhyme with them — are in prospect. And, if anything, recent
developments have served only to reinforce my conviction in that take. We could imagine a much larger
debt making this go pear shaped down the road, but there is nothing in what the Fed is doing now to
suggest that result.
I will not repeat any of the arguments related to that here, but I would just point out that it is probably
bullish, or at least not bearish, that there is no monetary enabling going on here. Given the scale of
the fiscal expansion, any effort to enable it with monetary policy would be either extremely inflationary or
would make the inflation outlook heavily dependent on the political process, and thus largely
indeterminate. Ultimately, that would turn out to be extremely bearish, not to mention dumb. So, even
though the street is probably right that coordination would initially sound bullish, investors should probably
be grateful that that is not what is actually going on here.
To see what is going on here, we can consider the issue from the perspective of the Fed and fiscal policy
makers, at least to the extent that the politicians are aware (and care) that they are marking fiscal policy.
What the Fed sees is liquidity trap, which severely reduces its own efficacy, even in the presence of
unconventional tools, which are severely underpowered. The liquidity trap reflects a low r* and well as a
low expected inflation rate, which together make the nominal neutral rate inclined to fall below zero, as
recently. The Fed’s response to this has been two fold. First, they have formalized their longstanding
preference for a temporary and moderate inflation overshoot in order to re-anchor inflation expectations
higher, to a level consistent with their unchanged long-term target of 2%. The formalization is meant to
act on expectations of both nominal income growth and the fed funds rate, both in a reflationary way. It
probably also helps discipline the Fed not to waste good luck, in the form of an inflation dynamic, should it
arrive. Powell, can say to the regional hawks, look you signed it.
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Second, the Fed has been increasingly explicit that they need an assist from fiscal policy, which would
immediately lift aggregate demand and employment and would — if sustained — raise r*.1 In agitating for
fiscal expansion, the Fed is aware that the depressed r* presents its own solution. To wit, secular
stagnation has reduced by both r* and g*. But the former has probably fallen by more and durably so.
When r* is meaningfully and durably below g*, as appears now to be the case, the conditions for Ponzi
public finance are in place. This means, among other things that fiscal expansion can be pursued, until r*
is nudged higher, without requiring any enabling by the Fed or likely putting much pressure on the Fed
later to inflate beyond its own preferences. Please pause to internalize this, because it is important. The
Fed endorsed fiscal expansion because it does not implicate them, not because it does. The glib
consensus has that one exactly backwards.
It is a bit more difficult to distill how fiscal policy makers view this situation, in large part because it is not
clear that the US even has fiscal policy makers. As Douglas Holtz-Eakin mentioned to me a couple
decades ago, the US does not really have (usually) fiscal policy. Instead, we have fiscal results. That
may be slightly too harsh a description of what has happened in recent years, as we have occasionally
seem glimpsed of fiscal measured aimed at macro results.
While fiscal policy makers may not have a macro model in their head, they can read the bond market.
And when the conditions of Ponzi public finance are in place, the fiscal risk premium disappears and thus
becomes entirely insensitive to the outlook for the debt/GDP ratio, at least with that ratio local to current
conditions. Accordingly, the bond market co-operates with fiscal policy makers, in the sense that yields
go up when fiscal expansion is thought likely to work, not when it is thought likely to be dangerous,
because fiscal expansion is simply (and correctly) not viewed as dangerous, at least local to here.
Given the scaling of the current fiscal expansion, which I touch on below, the odds of the reflation
“working” from the Fed’s perspective have gone up. This suggest that there is probably some additional
room for inflation breakevens to widen a bit further, in response to a renormalization of inflation
expectations higher and possibly an increase of the inflation risk premium (possibly becoming less
negative) as the skew in perceived macro risks becomes less leftward. The direction of the bet there is
still a fairly obvious call, but the low-hanging fruit has already been picked. The bigger issue probably
relates to risk assets. The notion that the Fed’s near maximum dovish objectives might be achieved is
fundamentally risk-on, at least in isolation, as we have clearly seen.

Probably more likely to rise than fall, but this is no longer simply a bet world won’t end

Source: FRED
Data are daily and current to yesterdays close.

It is totally unnecessary to believe that the Fed runs monetary policy via a real time reference to r*, which it does not, to see the
importance of a low r* on the efficacy of monetary policy or the sustainability of fiscal expansion. Those are entirely separate
discussions.
1

3

Partial scaling of the fiscal deal
The second point I want to achieve here is to scale the effect on personal income of the legislation just
passed with the help of some careful analysis from the Center for Responsible Fiscal Policy (CRFB). I
lean on them because they authoritatively document a point I have been pressing on the basis of some
good-enough and more-quickly-delivered rough calculations.
My claim here has involved two elements. First, US personal disposable income would very likely remain
well above the contemporaneous trend of personal expenditures, well into the first quarter, even if
personal expenditures rose quickly enough to sustain the expansion. This reflects that the Covid shock
had raised the flow of desired saving well above its pre-crisis levels, in response to a rise in the
precautionary motive and because it simply takes time for consumers to reallocate their spending away
from outlets made less attractive or unavailable by Covid. As a result, the income supports that would
deliver the level of PDI in Q1 should be seen as much more a headwind than cliff.
Second, the consensus seemed not be aware of that fact, at least as evidenced by all the references to
cliffs and double dip recessions. I am not exactly sure why they could not do the arithmetic, but I think —
based on some Twitter debates — that I might know why they chose not to look.
The conventional intuition is that a rise of desired saving, forcing PCE below the path implied by PDI,
tends to be self-defeating via the logic of the paradox of thrift. When everybody tries to save, people lose
their jobs and income falls. But in the current episode, market-based income was being sustained in the
face of a higher desired saving rate by CARES Act support to the business sector, such as the PPP which
— whatever its flaws — was intended to protect employment from falling business revenues. And it looks
like it worked, at least in that sense.
It might have made more sense to just lengthen the direct supports to households rather than get
involved in the messiness of transfers to businesses. But some of those fiscal policy analysts seemed to
forget that the policy they were dubious about had real and predictable macro effects. Another way to
view this same issue was through the prism of financial balances. If the Treasury was going to be running
a massive deficit even post-CARES, then somebody would be in large surplus. Same poutine, different
gravy.
During the autumn, as the economy failed to face plant in response to the withdrawal of direct supports to
households, some of the fiscal worry warts shifted their focus to the stock of accumulated savings. The
argument was initially that the unemployed had saved up a portion of the supports, which they were now
burning through. And once that stock had been exhausted, the economy would collapse. So they were
not wrong, just early by a couple months. No, they were just wrong, by failing to account for the
possibility that people who did have jobs might reduced their desired saving rate, from a position that was
even more elevated back then.
More recently, another stock-based argument has arisen, which is much less defensive and much more
pro-growth. It seems to me that most academics trying to apply the model, place more emphasis on the
stock of savings accumulated while the saving rate was elevated than on the notion that the flow should
renormalize lower, providing its own support to the economy. I do not understand why they are so
obsessed with the stock, when the flow argument is much more intuitive and much more suited to deliver
their results without strong assumptions. I suspect it may have something to do with how these things are
modeled formally, rather than via (my own) intuition. But one thing we do know: if the economy in
general, dominated by people with jobs is going to reduce its stock of accumulated savings, then the flow
of desired saving is going to have to collapse to below zero. (It is hard to reduce a stock with a positive
flow.) That would turn my relative optimism into a monstrous boom, the Summersian overheating. I don’t
get it, but it is extremely reinforcing of my central claim, so why fight it?
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Ok, with that rather lengthy pre-amble in place, let’s do the numbers, by running quickly through a couple
charts. The chart immediately below, recasts the CRFB’s (relatively-bearish) no-change-of-policy income
projection to Q1 so it is comparable with the expenditure figures I had simulated within my Saving Grace
thesis, which in turn allows a projection of the saving rate. In other words, I am updating here my own
thesis, but just swapping in the CRFB income numbers for my own, which were back of the enveloped
and less authoritative, but also very close. Incidentally, the no-policy-change expenditure figures that I
had simulated in my own work were intentionally to the pro-growth side, not be pro-growth itself, but
rather to avoid overstating the “terminal” Q1 saving rate. In other words, I was saying, even if we high
ball consumption, we end up with decent saving in Q1. Specifically, the expenditure assumption is that it
falls 0.3% in December and then rises at an annualized rate of 6% in each month of Q1. To repeat, the
purpose of that simulation was to be conservative, to avoid overstating where saving ends up.
Anyhow, note in the chart below, that the CRFB has PDI basically on its pre-Covid shock trend line even
as the income supports fall away. Assuming, as we all do that PCE does not soar, this leaves the saving
rate at a healthy level, from which it is more inclined to fall than rise, barring some other shock to
confidence. Hence, the idea of a cliff is challenged.
The smart guys see it my way

Source: BEA, FH expenditure simulations, CRFB projections of PDI on unchanged law
Data are actual to Q3 and then projections to Q1 as discussed in text.

Let’s be honest here. The main point of the analysis above is to point out that I told you so and that you
ought to renew. Secondarily, the practical point for you here is that even under the old policy we were not
really looking at a cliff. Rather, we would have a Covid- / fiscal - induced soft spot, followed by a probably
gradual re-acceleration. Once Covid was back in the bottle, we would most likely to to low vol recovery
with the Fed stuck at near maximum dovish. What’s t hate? And of course, the already legislated part of
the new support is incremental to that, entirely leaving aside the extra 50% currently being debated by the
Senate leadership.
Now, we can conclude with how CRFB scores the effects of the legislation just passed. As you can see
from the chart on page 1, they do two scoring. The first is static and the second takes on board that the
income supports will lift spending and thus employment and income. I will use the static analysis in order
to lean on CRFB authority, while at the same time sticking to conservative assumptions so as not over
overstate my case. Incidentally, I leave the expenditure side unaffected, because 6% (ar) through Q1 is
actually strong enough to reflect what has been legislated.
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Right back to elevated saving

Source: BEA, FH expenditure simulations, CRFB projections of PDI on unchanged law
Data are actual to Q3 and then projections to Q1 as discussed in text.

Note that even on this “static” scoring, i.e. ignoring economic feedbacks from the stimulus itself, income
goes to a record high and the saving rate is 10 percentage points above normal during the first quarter.
My first thought when looking at this is, geez what will the academics thinking the stock of excess savings
needs to be reduced do with that?! I am not a buyer of the stock, but I think I get why Goldman has again
taken up their growth numbers, in response to the legislation that has been signed getting signed.
If we do get a boom, the Fed will let it run. That’s possible for sure. The easy call is just the old one: this
is easily big enough. And there is zero need to invoke any funny or enabling to see how it plays out in the
form of continued expansion, at least so long as the Global Britain strain of Covid is kept under control, as
is my base case.
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