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Government Policy Triple Threat
• A Focus on Forceful Fiscal Policy

• Congress is racking up a record peacetime fiscal deficit to fight the 
pandemic, which historically has been bullish for equities

• Fed’s New Framework
• A shift in the Fed’s inflation targeting framework is a nuanced 

adaptation to a world beset by disinflationary forces

• Tenuous Trade Policy Truce
• The U.S./China trade relationship has been spared amid ongoing 

bilateral tensions, for now

1



A Focus on Forceful Fiscal Policy

• Equity Rally Assisted by Stimulative Fiscal Backdrop. The S&P 500 tracked new all-
time highs last week, finishing up 8.6% year-to-date. Ultra-accommodative fiscal
policy is partially responsible for the quick recovery in stocks. For example,
disposable personal income in the U.S. is up 7.6%* despite the pandemic-induced
recession. On the other hand, personal income ex-government transfers (e.g., social
security, unemployment benefits, stimulus checks, etc.) is down -3.6%*, suggesting
the fiscal impulse is having a material effect on aggregate consumption capacity.

• Anticipating More Stimulus. While massive fiscal stimulus has contributed to the rally
in risk assets, its effects appear to be waning. In addition, the executive actions on
payroll taxes and extended unemployment benefits are merely a drop in the bucket
compared to the size and scope of the CARES Act. As a result, investors are turning
their attention back toward Washington, monitoring closely the prospects of a new
round of stimulus that could inject more cash into the economy to fight the adverse
effects of the pandemic through year-end and beyond.

• Deficit Spending & Market Performance. The CBO** estimates that the federal
budget deficit will reach -17.9% of GDP for the 2020 fiscal year, a level last reached
in the throes of mass mobilization amid WWII. Domestic equity markets historically
have had an inverse relationship with the federal budget balance. Since 1930, the
S&P 500 had returned 6.6% on average during the fiscal years when the government
ran a surplus or small deficit, but returned 15.2% when operating at large deficits.

Chart of the Week:
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Congress is racking up a record peacetime fiscal deficit to fight 
the pandemic, which historically has been bullish for equities

Fiscal Stimulus Has Effectively Propped Up Incomes…Temporarily

*Figures shown are adjusted for inflation.
**Congressional Budget Office (CBO).



Tenuous Trade Policy Truce

• Constructive U.S./China Trade Talks. The U.S. and China held discussions last week
over their Phase One trade deal after some delay earlier this month. The U.S. Trade
Representative reported that both sides saw progress and are committed to the
agreement. Further negotiations were expected to take place on August 15th, but
were postponed, with discussion items including intellectual property rights and
trade barriers in agriculture and financial services.

• South China Sea Tensions Flare. The U.S. blacklisted 24 Chinese companies and
targeted some individuals for sanctions last Wednesday due to their involvement in
construction and military exercises in the South China Sea. This has been the first
such action by the U.S. against Chinese entities over the disputed strategic
waterway. The move comes as both President Trump and rival Biden have shared
critical views of China and its geopolitical ambitions.

• Trade – The Final Cooperation Frontier? Last week’s trade talks marked a rare
moment of partnership lately between the U.S. and China, whose deteriorating
relations over the pandemic, Hong Kong, embassy closings and human rights have,
at times, appeared to put the trade pact at risk. Both sides seemed determined to
assure the public/markets that the Phase One deal remains on track. However, as
the U.S. presidential election approaches and Trump/Biden try to convince voters
they can be toughest on China, the trade relationship may re-enter the crosshairs.
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Fed’s New Framework

• Powell’s Big Announcement. Fed Chair Powell unveiled an update to the Fed’s
monetary policy framework at last week’s Jackson Hole Economic Policy Symposium.
The highlight was the introduction of a flexible form of average inflation targeting by
which the Federal Open Market Committee (FOMC) plans to operate. The concept
had been teased for some time by various Fed officials over the past few months and
its adoption was widely expected among investors.

• What is Inflation Targeting? Inflation targeting is a central banking approach that
revolves around adjusting monetary policy to achieve a specific annual rate of
inflation, based on the belief that long-term economic growth is best achieved by
maintaining price stability. Prior to this week’s announcement, the FOMC had a hard 2%
target. Now, the Fed has expressed that they are prepared to allow inflation to rise
above 2% for some period of time, as long as it averages out to 2% in the long-run.

• Implications of a New Inflation Framework. In a world that faces structural/secular
headwinds to inflation (i.e., an aging population, technological innovation, among
others), a central bank less likely to pull the trigger on raising rates due to expected or
realized upside surprises to inflation in the short-run should be, all else equal, an
accommodative development. This could mean lower rates for longer, which should be
positive for risk assets, as lower rates encourage borrowing for business growth and
investment.

A shift in the Fed’s inflation targeting framework is a nuanced 
adaptation to a world beset by disinflationary forces

The U.S./China trade relationship has been spared amid 
ongoing bilateral tensions, for now
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