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The Return of Fiscal Policy?  
The world’s central bankers are tired of having to do all the 

heavy lifting to support growth.  Some have suggested the need 
for fiscal policy to take a bigger role.  Is that a good idea?  Is 
expansionary fiscal policy even feasible at this point? 
 

  
Fiscal policy refers to using tax cuts or spending increases to 

spur economic growth.  The idea is that if the government builds 
a road or a bridge, the wages earned will be spent, and that 
spending is someone else’s income, part of which also gets 
spent.  If well below full employment (as in a recession), the 
impact of additional government spending will be multiplied.  
The tricky part is in deciding when that added spending will be 
pulled back (hopefully, after the economy has fully recovered).  
Government debt will be higher, but may be paid down 
gradually once the economy recovers.  Tax cuts can also 
stimulate the economy, but only if seen as permanent 
(temporary tax cuts in a recession are ineffective, but politicians 
always seem to include them in stimulus packages). 
 

The American Recovery and Reinvestment Act of 2009 
(ARRA), provided support for the economy at a cost of $831 
billion, mostly spread between 2009 and 2011.  A little over a 
third of that was in temporary tax cuts (ineffective).  ARRA 
provided $543 billion in additional spending.  That sounds like a 
lot, but it wasn’t compared to the decline in overall economic 
output (nominal private domestic purchases had fallen by $754 
billion from 4Q07 to 2Q09).  The federal deficit ballooned to 
$1.4 trillion (or 10% of GDP) in FY09, but that simply reflected 
the magnitude of the economic downturn.  Revenues dried up.  
Spending on things like food stamps and unemployment 
benefits rose sharply.  As the economy recovered, revenues 
improved and the recession-related spending went away.  With 
less than a month remaining in FY16, the deficit is on track for 
about 2.9% of GDP, up from 2.5% of GDP in FY15. 
 

While there was much hand-wringing over the deficit in 2009 
and 2010, the problem has always been in the future.  While the 
deficit has declined as a percentage of GDP, pressures will build 
as the baby-boom generation continues into retirement.  Social 
Security is not in a terrible situation, but Medicare spending is 
set to explode, reflecting the ageing of the population and the 
long-standing trend of high inflation in healthcare.  Paying for 
the healthcare and retirement of the elderly is not an issue 
unique to the U.S.  Every other country faces a similar problem. 
 

While the ARRA did help to limit the economic downturn, it 
wasn’t large enough to propel the economy to a strong 
recovery.  This recovery also differed from past recoveries in 
that state and local government did not provide a base level of 
support.  In fact, they made the recovery worse.  Most states 
and cities have balanced budget requirements.  So, when the 
recession hit and revenues dried up, most cut spending (laying 
off teachers, police, and firemen).  Employment in state and 
local government is still well below the pre-recession level. 
 

  
No serious economist advocates using fiscal policy to fine-

tune the economy and many are divided on whether fiscal 
policy works well in fighting a recession, but that’s precisely 
when you’re going to get more bang for your buck.  In an 
economy that is closer to full employment, fiscal policy is going 
to be less stimultive and may crowd out private activity.  
Moreover, with budget pressures looming, there’s little political 
scope for expansionary fiscal policy (but at least we should see 
the end of counter-productive austerity measures). 
 

And yet, there is a definite need for more infrastructure 
spending in the U.S.  Both presidential candidates have 
proposed spending more to repair roads and bridges.  Even if 
you don’t believe in global warming, improvements in sewer, 
drainage, and other systems are clearly needed (as evidenced by 
the aftermath of Hurricanes Sandy and, more recently, 
Hermine).  The question is who is going to pay for that.   
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Treasury Yields Dollar Equities 

 13-wk 26-wk 52-wk 2-yr 3-yr 5-yr 10-yr 30-yr $/Euro $/BP JY/$ CD/$ NASD SPX DJIA 

8/12/16 0.29 0.43 0.56 0.71 0.82 1.10 1.51 2.23 1.117 1.293 101.01 1.294 5232.90 2184.05 18576.47 
9/02/16 0.33 0.45 0.59 0.80 0.92 1.20 1.60 2.28 1.116 1.330 104.18 1.300 5249.90 2179.98 18491.96 
9/09/16 0.35 0.51 0.57 0.79 0.93 1.22 1.67 2.39 1.123 1.327 102.67 1.303 5143.59 2127.81 18085.45 

 

Recent Economic Data and Outlook 
The ISM Non-Manufacturing Index surprised to the downside, but 
remained consistent with moderate economic growth in the near 
term.  The Fed’s Beige Book noted some upward pressure on 
wages (although still “moderate” on balance). 
 

 
 
The Fed’s Beige Book noted that “most districts reported a 
‘modest’ or ‘moderate’ pace of overall growth” through late 
August.  Wage pressures while “moderate on balance,” had 
“increased further.”  Labor market conditions “remained tight.” 
 
The BLS released its initial estimate of the Annual Benchmark 
revision to nonfarm payrolls.  Tying the data back to actual 
payroll tax receipts, the March 2016 level of payrolls is expected 
to be revised down by 150,000 (-0.1%, small by historical 
standards).  The revision will be applied in early February 2017. 
 
The ISM Non-Manufacturing Index fell to 51.4 in August, vs. 
55.5 in July and 56.5 in June.  Business activity and new orders 
continued to advance, but more slowly than in July.  
Employment grew modestly.  Comments from purchasing 
managers were mixed, but mostly “flat” or “stable.”  

  

The Job Opening and Labor Turnover Survey (JOLTS) data for 
July showed little change.  The private-sector hiring rate was 
4.0%, vs. 3.9% a year earlier.  The quit rate was 2.3%, vs. 2.1% 
last year.  Fed Chair Yellen has highlighted hiring and quit rates 
as important gauges of labor market slack.  

  
The Bank of Canada left short-term interest rates unchanged.  
The BOC noted that “risks to the profile for inflation have tilted 
somewhat to the downside.”  While there are “preliminary signs 
of a possible moderation” in the Vancouver housing market, 
“financial vulnerabilities associated with household imbalances 
remain elevated and continue to rise.” 
 
The European Central Bank left short-term interest rates 
unchanged and did not alter its asset purchase plans.  ECB 
President Draghi left the door open for further policy action. 
 

Economic Outlook (3Q16):  GDP at a 2.5-3.0% annual rate. 
 
Employment:  The trend in nonfarm payrolls has slowed this 
year, but remains moderately strong (weakness in construction 
and manufacturing, strength in service-producing industries).  
Consumers:  Spending was strong in the first half of the year, 
and upward revisions to personal income figures show much 
better fundamentals than were reported previously.  
Manufacturing:  Mixed across sectors, but relatively soft overall.  
Lean inventories suggest some potential for a pickup in 
production, but they have to stop getting leaner at some point.  
Housing/Construction:  Supply constraints and affordability 
issues remain important restraints for residential construction 
and the pace of home sales.  Mortgage rates have remained low 
and job growth has been supportive.  
Prices:  Ex-food & energy, the PCE Price Index has continued to 
trend below the Fed’s 2% target.  There is little inflation in 
consumer goods.  Inflation in consumer services has been 
boosted by higher rents.  Wage gains are moderate. 

Interest Rates:  The Fed remains in tightening mode, but is 
expected to proceed cautiously as it normalizes policy.  Most 
Fed officials expect one or two 25-bp hikes by the end of 2016.   
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This Week:     forecast last last –1 comments 
         Monday 9/12 1:00 Treasury Note Auction     $24 billion in 3-year notes 
  1:00 Treasury Note Auction     $20 billion in re-opened 10-year notes 
  1:15 Fed Gov Brainard speaks     economic outlook and monetary policy 
         Tuesday 9/13 6:00 Small Business Optimism Aug NF 94.6 94.5 range-bound 
  1:00 Treasury Bond Auction     $12 billion in re-opened 30-year bonds 
         Wednesday 9/14 8:30 Import Prices Aug NF +0.1% +0.6% seen little changed 
     ex-food & fuels  NF +0.1% -0.1% still showing little pressure 
   Export Prices  NF +0.2% +0.8% likely lower (food) 
         Thursday 9/15 7:00 BOE Policy Decision     no change 
  8:30 Jobless Claims, th. 9/10 265 259 263 holiday adjustment adds uncertainty 
  8:30 Producer Price Index Aug +0.2% -0.4% +0.5% moderate 
     ex-food & energy  +0.2% -0.3% +0.4% some pickup in old core inflation 
     ex-f, e, trade services  +0.1% 0.0% +0.3% mild new core inflation 
  8:30 Retail Sales (advance) Aug 0.0% 0.0% +0.8% unit auto sales fell 
     ex-autos  +0.3% -0.3% +0.9% gasoline prices were little changed 
     ex-autos, bld mat, gasoline  +0.4% -0.1% +0.5% moderate (watch for revisions to July) 
  8:30 Current Account Deficit, $b 2Q16 -128.1 -124.7 -113.4 1Q to be revised lower 
      % of GDP  -2.8 -2.7 -2.5 moderate by historical standards 
  8:30 Empire St. Manf. Index Sep -2.0 -4.2 0.6 choppy 
  8:30 Philadelphia Fed Index Sep 0.5 +2.0 -2.9 choppy 
  9:15 Industrial Production Aug -0.4% +0.7% +0.4% July seasonal quirk unwinds  
   Manufacturing Output  -0.4% +0.6% +0.3% aggregate hours fell 0.6% 
   Capacity Utilization  75.6% 75.9% 75.4% no pressure for inflation 
  10:00 Business Inventories Jul -0.1% +0.2% +0.2% lower oil prices 
         Friday 9/16 8:30 Consumer Price Index Aug +0.2% 0.0% +0.2% gasoline drop in line with seasonal adj. 
        year-over-year  +1.0% +0.8% +1.0% still low 
     ex-food & energy  +0.2% +0.1% +0.2% moderate core inflation 
        year-over-year  +2.3% +2.2% +2.3% higher than core PCE price inflation 
  8:30 Real Hourly Earnings Aug -0.1% +0.4% -0.2% nominal earnings rose 0.1% 
  10:00 Consumer Sentiment m-Sep 91.0 89.8 90.4 range-bound 
         Next Week:         
         Monday 9/19 10:00 Homebuilder Sentiment Sep 60 60 58 seen about steady 
         Tuesday 9/20 8:30 Building Permits, th. Aug 1150 1144 1153 small improvement 
      % change   -0.8 +1.5 but mixed 
   Housing Starts  1190 1211 1186 choppy and unreliable 
      % change   +2.1 +5.1 but a moderately strong trend 
         Wednesday 9/21 2:00 FOMC Policy Decision  .5-.75% .25-.5% .25-.5% more likely than the market expects 
  2:00 Summary of Econ Proj     dots in dot plot drifting lower (again) 
  2:30 Yellen Press Conference     long-term dovish 
         Thursday 9/22 8:30 Jobless Claims, th. 9/17 262 265 259 holiday adjustment adds uncertainty 
  10:00 Existing Home Sales, mln Aug 5.45 5.39 5.57 picking up a bit 
      % change  +1.1 -3.2 +1.1 limited by supply constraints 
  10:00 Leading Econ Indicators Aug -0.1% +0.4 +0.3 mixed components 
  1:00 TIPS Auction     re-opened 10-year TIPS 
         Friday 9/23  Markit US Manf PMI (flash) Sep NF 52.0 52.9 consistent with moderate growth 

  
This Week… 
The economic data reports bunch up at the end of the week, 
and while there may be some surprises (possible seasonal quirks 
in August), the figures aren’t really expected to sway the Fed’s 
upcoming rate decision.  Fed Governor Lael Brainard, a noted 
dove, will speak on Monday – a more hawkish tilt from her 
would boost the odds of a September hike. 

Monday 
Fed Governor Lael Brainard Speaks – You couldn’t ask for a 
timelier topic (“Economic Outlook and Monetary Policy 
Implications”).  This speech should tell us whether Brainard, 
who has been in the dove camp, has moved closer to the hawks. 

Tuesday 
Small Business Optimism Index (August) – The index has been 
range-bound over the last several months and is likely to be 
little changed (at a moderate level) in August. 

Wednesday 
Import Prices (August) – The capacity to extract raw materials 
peaked just as the global economic growth softened, leading to 
lower commodity prices.  There have been few signs of inflation 
pressures in imported raw materials or finished goods over the 
last year.  The global economy ought to improve, leading to 
some pickup in import price inflation, but we’re probably not 
going to see that in the near term. 
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Thursday 
BOE Policy Meeting – Having pulled out all the stops at the 
previous policy meeting (August 4), the Bank of England’s 
Monetary Policy Committee is not expected to ease further. 
 
Jobless Claims (week ending September 10) – The underlying 
trend in claims has remained extremely low.  However, holiday 
adjustments can generate some noise in the weekly figures (the 
seasonal adjustment will expect about a 26,000 decline in 
unadjusted payrolls in the Labor Day holiday week). 
 
Producer Price Index (August) – The PPI is likely to have risen 
moderately last month, although the underlying trend in core 
inflation is expected to remain low.  Looking ahead, prices of 
energy and other commodities should begin to firm up (which is 
one of the reasons that the Federal Reserve is considering the 
need to resume policy normalization).  

  
Retail Sales (August) – Unit autos sales fell last month, but the 
correlation between those figures and the retail auto dealership 
sales is far from perfect.  These figures can be uneven from 
month to month.  The trend should remain moderately strong.  

  
Industrial Production (August) – Since late 2014, the contraction 
in oil and gas well drilling has been a drag on the headline IP 
number, but that is likely over.  Manufacturing has muddled 
along, mixed across industries but mildly positive on average.  
July figures appeared overinflated by the seasonal adjustment, 
and that is likely to reverse in the August report. 

 

 

Friday 
Consumer Price Index (August) – Retail gasoline prices fell last 
month, but roughly in line with the seasonal adjustment.  Rents 
have been a source of pressure over the last couple of years.  

 
 

Next Week … 
The focus will be squarely on the Fed’s policy decision.  Officials 
will revise their economic projections (including the dots in the 
dot plot).  Chair Yellen will be there to explain it all to us in her 
post-meeting press conference. 
 

Coming Events and Data Releases 

September 26 1
st

 Presidential Debate (Hempstead, NY) 

October 7 Employment Report (September) 

October 9 2
nd

 Presidential Debate (St. Louis, MO) 

October 10 Columbus Day (bond market closed) 

October 19 3
rd

 Presidential Debate (Las Vegas, NV) 

October 28 Real GDP (3Q16, advance estimate) 

November 2 FOMC Policy Decision (no press conference) 

November 8 Election Day 

December 14 FOMC Policy Decision, Yellen press conference 
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