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Grassley puts tax cuts at risk, while Greenspan gives himself one more vote. 

TAX CUT BRINKSMANSHIP   Yesterday Senate Finance Committee Chairman Chuck 
Grassley -- a player indispensable to moving extension of the 2003 dividend and capital 
gains tax cuts and the AMT "patch" through budget reconciliation -- threatened to blockade 
the process unless the Bush administration and Senate conservatives withdraw their 
opposition to his bill expanding Medicaid entitlements by $9 billion. The bill would fund the 
temporary expansion of eligibility for federally funded state Medicaid benefits to all survivors and 
evacuees of Hurricane Katrina in 29 states -- including, preposterously, Alaska. Opponents 
argue that otherwise ineligible temporary beneficiaries will become de facto permanent clients of 
the system; and if that happened, it would be hard not to provide similar benefits to everyone -- 
at enormous long-run cost.  

"Chances for reconciliation will be very difficult unless we get this [Medicaid bill] behind us," 
Grassley said at a hearing yesterday. Media reports have suggested that Grassley was referring 
specifically to the spending portion of budget reconciliation -- not the revenue portion, which 
contains the tax cut extensions. But congressional sources tell us that Grassley is, in fact, 
threatening to hold up the revenue reconciliation process that is the direct responsibility of his 
committee (whose ranking Democrat, Max Baucus, is Grassley's partner in sponsoring and 
promoting the Medicaid bill). As we noted last week, revenue reconciliation is losing support 
among deficit hawk Republicans who see delivery of the $35 billion in spending cuts originally 
envisioned in spending reconciliation as a precondition to voting for tax cut extension (see "The 
McCain Mutiny" September 23, 2005). So even a threat aimed explicitly at spending 
reconciliation alone nevertheless endangers revenue reconciliation. Extending the tax cuts 
under reconciliation was at risk to begin with in Katrina's aftermath. We are still optimistic, but 
Grassley's hostage-taking makes it riskier.  

ONE MORE VOTE FOR GREENSPAN   On September 9, while all eyes were on the tragedy in 
the Gulf Coast, the FOMC released a brief and little-noticed statement, compressing its first 
2006 meeting from a two-day event spanning January 31 and February 1 into a single day on 
January 31. As January 31 is the last day of Alan Greenspan's statutory term as a Fed 
governor (and chairman), the statement noted, "This schedule change avoids a meeting that 
spans the terms of two Chairmen. In keeping with past practice, Chairman Greenspan plans to 
attend this meeting." Such a schedule change is virtually unprecedented, and -- as with all 
things concerning the Fed -- it is likely not without significance.  

The significance, we believe, is that this change gives Greenspan one more FOMC meeting, 
beyond what he would have otherwise have had, in order to assure a complete return to a 
normal fed funds rate. Assuming a 25 basis point rate hike at each meeting up to and 
including January 31, 2006, that will put the funds rate at 4.5% -- a level at which we think 
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Greenspan can feel he has left his successor with no unfinished business, and with a clean 
policy slate.  

Why, on September 9, would Greenspan have decided that he needed one more meeting to 
accomplish that? One plausible interpretation is that, in the wake of higher energy prices 
arising from disruption of Gulf Coast production, Greenspan came to believe that the 4.25% 
funds rate he could achieve by the FOMC's December meeting -- which would have been his 
last vote without the schedule change -- was not enough to rein in the inflationary impulses 
deliberately unleashed in 2003 when the Fed devoted itself to combating what it perceived as 
the risk of deflation. Perhaps Greenspan had become aware that he must police dissension 
among the Fed governors about the need to keep rate hikes on a "measured" course, and be 
sure that the Fed not succumb to the temptation to accommodate the economic disruption 
wrought by Katrina. Indeed, at the FOMC meeting of September 20, governor Mark W. Olson 
took the unusual step of publicly voting against a rate hike. And perhaps all these concerns 
were catalyzed in Greenspan's mind by the fact that, the day before the schedule change on 
September 9, gold had broken out to new highs for the year. It would be a fitting end to 
Greenspan's career on the Fed to conclude as he began -- on the gold standard.  

Bottom line: One month from now, in the last week of October, the budget reconciliation 
process should be complete -- hopefully with tax cut extensions. A week later the FOMC will 
meet again, and it is possible that it will reveal with clarity the shape of policy through the end of 
the Greenspan era. By that time we will also have more visibility on the true nature and cost of 
Katrina relief initiatives, and on the scope of the damage to Gulf Coast energy capacity. In the 
meantime, the stock market bears an enormous brace-for-the-worst risk premium, and bond 
markets continue to price for a fantasy world of easy money that is inflation-free. The 
combination of cheap stocks and rich bonds continues to make long stocks/short bonds the king 
of the carry trades (see "The King of Carry Trades" June 14, 2005).  
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