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likely to alter the pullback in fiscal support over the coming year. Without the
extension of the expanded child tax credit, the fiscal effect of whatever else
Congress might do would likely be limited to a few tenths a percent of GDP in
2022, at most.

m  The apparent demise of BBB implies that tax increases are also less likely. While
any reconciliation bill would likely include some corporate tax increases, the
probability of those tax increases has faded along with the broader legislation.
Medicare drug pricing reforms probably face slightly longer odds than corporate
tax increases, in our view.

m Before mid-year, the policy debate is likely to be overwhelmed by the upcoming
midterm election. At this stage Democrats look likely to lose their majority in the
House, in light of historical trends, their thin margin going into the election, and
recent polling and economic data. The Senate looks like a closer call, however.
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10 Questions on the Political and Policy Outlook for 2022

1. Will Congress pass any reconciliation package this year?

The odds look slightly less than even. As shown in Exhibit 1, prediction markets now
imply only a 30% chance that a reconciliation bill will pass the Senate by April 1, but
slightly more than a 50% chance that a reconciliation bill with more than $600bn in
spending becomes law by July 1. This might still overstate the odds of a reconciliation
bill becoming law this year. While it would not be surprising to see a deal come together
that looks very different from the House-passed BBB, enough obstacles remain that we
would lean slightly against even that, or any, reconciliation bill becoming law this year.

Exhibit 1: Prediction markets have hecome less optimistic on a reconciliation bill passing
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The greatest obstacle is likely to be the large share of the House bill that would
need to be dropped in order to pass the Senate. Sen. Manchin's public comments
imply that new spending policies in the bill would probably need to be permanent (or
last most of the 10 years covered by congressional budget projections).

Exhibit 2 shows the cost of each group of the BBB provisions, as passed in the House
and then if those temporary policies were extended for 10 years. New benefits, tax
credits, and other spending in the House-passed version total $2.2 trillion during the
2022-2031 period, but this headline figure was achieved by setting several key
provisions to expire after a few years (or after only one year, in the case of the child tax
credit expansion). If all tax and direct spending provisions lasted for the full period, the
10-year total would be more like $4.8 trillion.

To keep total spending under the $1.75 trillion top-line the White House announced in
October, or the $1.5 trillion top-line that Sen. Manchin had indicated last summer, as
much as two-thirds of the spending in the House BBB (measured by their annual cost
while in effect) would need to be dropped.
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Exhibit 2: A permanent child tax credit would substantially increase the bill's 10-year cost
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The strongest argument in favor of passage is that House and Senate Democrats
seem to agree on how to pay for the proposal, which is usually the hardest part of
any deal. Democrats seem to have reached a general consensus on $1.9 trillion in tax
increases and Medicare drug pricing reforms to pay for the package. With the bill stalled,
it is hard to know how solid the support in the Senate really is for all of the policies the
House used to pay for its version, but it seems likely that the 50 Senate Democrats
could agree on at least $1 trillion of tax increases and Medicare cuts if a deal was
reached. And congressional Democrats would seem to have an incentive to do
something with this potential new revenue, rather than leave it all on the table going
into the midterm election.

However, there are non-budgetary obstacles as well. Sen. Manchin has said he
opposes extending the full expansion of the CTC Congress enacted last year, and media
reports suggest that Manchin's most recent proposal to the White House in December
omitted it. But getting essentially every Democrat in both chambers of Congress to
agree to omitting it will be difficult. The same goes for the partial reinstatement of the
state and local tax (SALT) deduction, as even a more modest expansion than what
passed the House looks challenging in the Senate for distributional reasons, but getting
a bill through the House that omits the SALT deduction could be nearly as tough.

Democratic leaders can make multiple attempts at a fiscal deal. Although
negotiations appear stalled, with little else on the agenda this spring there is still a fair
chance that they will restart at some point. The most likely combination would seem to
be a somewhat scaled back version of the energy and climate-oriented policies in the
House bill, potentially paired with universal pre-kindergarten, and expanded ACA-related
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health insurance subsidies. Such a package could come in around the $1.5 trillion/10
years that Sen. Manchin had said he could support in mid-2021, or even less if the
benefit programs are narrowly targeted through means testing.

That said, more time debating the bill could mean more problems. The next CPI
report, on January 12, is likely to show another headline inflation figure approaching 7%,
and a noticeable improvement in the year-on-year rate could take until Q2 (for the
political debate, headline CPI is likely to be more important than other inflation
measures, we believe). A monthly reminder in the headlines that inflation remains
elevated is unlikely to help build support for a compromise fiscal package.

2. Will Congress pass any legislation this year to increase spending?

It seems likely that some spending package will pass, even if BBB does not. \\Vith
multiple proposals likely to be considered at least one seems likely to pass. We see at
least four potential opportunities Congress might take to approve additional fiscal
support:

® A scaled-down reconciliation package: As noted above, the odds seem to lean
against a scaled-back BBB at the moment, but there is still a fair chance that some
kind of deal could emerge.

B Competitiveness legislation: The Senate passed the United States Innovation and
Competition Act (USICA) with a bipartisan vote in June 2021 but the legislation
remains stalled amid a disagreement between the House and Senate over federal
research funding and subsidies for investment in domestic semiconductor
manufacturing capacity among other issues. While we think the $250bn in funding—
including around $50bn each for semiconductors and federal research—wiill shrink
before a final bill passes, it looks very likely that legislation along these lines will
pass by around mid-year.

®  Another COVID-relief package: Another COVID-relief spending bill appears to have
slightly better than even odds, but this would probably be modest—a $68bn figure
has been floated—unless the outlook for the Omicron variant worsens considerably.
Small business aid (particularly restaurants) and some targeted public health
funding. Government spending authority expires Feb. 18, and if any additional funds
are in the offing that would be the most obvious opportunity.

® Regular congressional spending bills: By Feb. 18, Congress needs to pass one of
three things to avoid a government shutdown: a short-term “continuing resolution”
(CR) to extend current spending levels for a few weeks, a full-year CR that would
leave last year's base spending levels (not including COVID-relief funding, etc.) in
place through Sep. 30, or an “omnibus” appropriations package that funds new
programs and incrementally raises overall spending compared. An omnibus package
looks more likely than not, in our view.

3. Will any of that legislation boost spending in 2022?

Probably, but only very modestly. The House-passed BBB bill would have boosted
spending (including tax credits) by roughly $200bn (0.9% of GDP) in FY2022, with the
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child tax credit extension accounting for the majority of this. By contrast, a package
consisting of the House's provisions on child care, pre-k, ACA subsidies and green
energy would total around $30bn in FY2022 (0.1 % of GDP), because the new programs
take a while to phase in. The competitiveness legislation would also likely increase
spending by less than 0.1% of GDP in 2022. New COVID-relief funding might be spent
more quickly but any package Congress approves on this front is likely to be small.
Together, these are unlikely to substantially change the fading fiscal effects of the 2020
and 2021 COVID-relief legislation. The upshot is that without an extension of the
expanded child tax credit or partial reinstatement of SALT deductibility, any legislation
that Congress passes this year will have limited fiscal effects in 2022.

Exhibit 3: Even if Congress passes fiscal legislation it won't change the fiscal retrenchment underway
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4. What will happen to the expanded Child Tax Credit?

A full extension of the expanded child tax credit (CTC) looks very unlikely, and a
return to the pre-2021 policy looks most likely, though a much more modest
expansion is still possible. The most important unknown for the effect of fiscal policy
in 2022 is the fate of the child tax credit. The American Rescue Plan (ARP) made three
important changes: it increased the credit amount from $2000 to $3000 per child ($3600
for children under 6), it made the credit fully refundable, and it made 50% of the total
credit amount payable in advance monthly payments.

As discussed above, Sen. Manchin has expressed concerns about the incentive effects
of a fully refundable credit, and extension of that policy looks unlikely at this point. If the
credit were only partially refundable, as it was before the 2021 expansion, making
monthly advance payments would be difficult unless lawmakers are willing to risk
imposing surprise tax liabilities on some taxpayers when they file tax returns after the
end of the year. This leaves for potential compromise an increase in the maximum
credit, payable after year end and only partly refundable, likely with lower income limits
than the $200k single/$400k married in effect for 2021.
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However, while such a compromise might be possible on policy grounds —some
Republicans might support it, in isolation—it looks unlikely for budgetary reasons.
Making the fully expanded child tax credit permanent would cost $1.6 trillion over 10
years, and while a partially refundable and more targeted credit would cost substantially
less, it would still likely cost several hundred billion over ten years, if not over $1 trillion.
It is unlikely that there will be sufficient room in a potential reconciliation compromise
for such a large amount if the spending total is limited to $1.5 trillion over 10 years.
Some argue that a child tax credit expansion could be enacted outside of the
reconciliation process but, while it is true that there is some Republican support for a
larger child credit, it seems unlikely that there would be bipartisan agreement on raising
taxes to finance the cost.

5. Will Congress pass tax increases in 20227

It is still possible, but the odds seem to be less than even. As discussed earlier,
Democrats appear to have agreed on a substantial package of tax increases that, along
with some Medicare drug spending reductions, could finance new benefit spending or
other priorities (Exhibit 4). While we think there is adequate support for the majority of
these—and potentially nearly all of them—tax changes will only become law if there is
an agreement on where to spend the money.

Exhibit 4: If a fiscal deal comes together, Democrats have a wide
range of options to pay for it

Stock buyback tax -124
Other domestic corporate provisions -87
Other cross-border corporate tax provisions -102
Minimum tax on global book earnings -319
Subtotal, corporate taxes -818
Surtax on high incomes -228
Apply net investment income tax to S Corps -252
Extend noncorporate excess business loss limitations -160
Increase IRS enforcement funding*** -127
Retirement account changes -10
Other tax measures -12
Subtotal, personal tax -789
Delay Medicare Part D rebate rule -143
Medicare drug pricing reforms -154
Superfund fees -13
Methane fees -8
Subtotal, non-tax savings =317
Total savings ($bn/10 yrs) -1913

Source: Joint Committee on Taxation, Congressional Budget Office, Goldman Sachs Global
Investment Research

If an agreement is found, it seems likely to take one of two forms. Support is
greatest for the roughly $500bn in energy and climate provisions in BBB—Sen. Manchin
has said specifically he believes these would be the easiest place to find agreement—
so one possibility would be an energy- and climate-focused package financed by a
subset of the House-proposed personal and corporate tax provisions. A second
scenario would be a slightly broader bill that also includes policies like universal pre-k
and expanded ACA subsidies, with most of the House-passed tax provisions used to
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offset them.

While we think the odds lean slightly against enactment of these tax proposals, it
is a close call. As Exhibit 5 shows, the equity market also appears to reflect a lower
probability of corporate tax increases, with our portfolio strategy team'’s foreign tax rate
basket regaining more than half of the decline experienced after the \White House and
congressional Democrats offered a framework that included a global corporate
minimum tax.

Cross-border corporate changes, changes to S Corp taxation, and excess loss
limitations might be most likely to make it into any eventual package. By contrast,
the minimum tax on book earnings and surtax on high incomes seem like the most
likely to be scaled back or omitted. Regardless of which form any eventual bill might
take, we would expect that most if not all the tax provisions would take effect starting
2023, rather than 2022, to avoid retroactivity issues.

Exhibit 5: The equity market is reflecting a low probability of corporate tax changes
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6. Will Medicare drug pricing be cut?

This seems less likely than tax increases, at this point. Like the tax provisions, there
is still a chance that the Medicare cuts will pass as part of a resurrected reconciliation
package. However, we would expect congressional Democrats to use drug pricing
reforms to offset only new health spending, not other aspects of the prior BBB package.
As noted above, there is one scenario in which a reconciliation bill passes that omits
health and child-focused provisions, in which case we would be somewhat skeptical that
it would include drug pricing reforms.

7 Will Democrats meaningfully weaken (or eliminate) the filibuster in the Senate?

It looks very unlikely, and if it does happen, it probably will not meaningfully
change the legislative outlook. Senate Majority Leader Schumer (D-N.Y.) has indicated
that he plans to bring voting rights legislation to a vote in the Senate by Jan. 17. Like
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most legislation, the minority party can block the bill if at least 41 senators object to
moving forward, and this seems likely on the voting rights bill. If so, there is a good
chance that Senate Majority Leader Schumer will call for a change to Senate filibuster
rules, as he has said. In theory, meaningful rules changes could lead to major changes to
the legislative outlook, as it could allow any legislation, rather than just fiscal
“reconciliation” legislation, to pass with only a simple majority in the Senate. There are
two reasons why this looks unlikely to affect any major legislation, however.

First, at the moment it looks unlikely that Democrats will have sufficient support
to unilaterally change the rules. \While it is technically possible for the majority party
alone to make the change—oddly, even the standard that 60 votes are needed to
overcome a filibuster can be changed with a simple majority—Sens. Manchin and
Sinema have indicated they do not support a unilateral change over unified Republican
opposition.

Second, if Democrats find sufficient support for filibuster reforms, those reforms
would probably be very modest. Among the items under discussion have been
ending the need for 60 votes to start debate (i.e., the “motion to proceed”) but retaining
the higher threshold for the underlying legislation, carving out legislation on certain
subjects like election-related issues, lowering the threshold to 60% of those present
(rather than 60% of all 100 senators), or requiring at least one of the senators who
object to ending debate on a bill to be on the Senate floor representing that position (the
“talking filibuster”). None of these would substantially reduce the need for most
legislation to receive bipartisan support in the Senate, however.

8. Will there be legislative moment on the “big tech” antitrust agenda?

Probably, but only modest changes to law look likely. The House Judiciary
Committee passed six bills in 2021 that intend to increase antitrust oversight of and
restrictions on the tech/internet sector (Exhibit 6). While legislation on most issues is
unlikely to see action this year ahead of the midterm election, tech-focused bills might
be an exception as there is bipartisan support—though also bipartisan opposition—for
policy changes in this area, and there could be political appeal in taking action on
consumer protection in an inflationary environment, particularly on firms that have fared
well through the pandemic.

However, it looks likely that only the bills that would make modest changes might pass.
Specifically, increasing merger filing fees and thus enforcement resources appears the
most likely, as it was in the Senate’s version of the economic competitiveness
legislation and, in any case, has fairly broad support. Legislation that provides procedural
protections in federal court for antitrust actions brought by state attorneys general also
has substantial support and could pass.

It looks less likely that any of the other bills from the House Judiciary Committee will
become law this year, in our view. These would aim to prevent self-preferencing (e.g.,
platforms favoring their services or products over competitors or requiring services for
access), requiring structural separation of businesses, ensuring data portability to enable
service-switching, and raising the competitiveness bar for approving M&A transactions.
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While each of these has some bipartisan support, they also face opposition among
members of both parties and look unlikely to overcome that opposition this year.

Exhibit 6: Most House antitrust proposals face long odds this year

Committee
House Bills Theme Focus Vote
Merger Filing Fee Modernization Act Market Fees & FTC/DOJ budgets 29-12
State Antitrust Enforcement Venue Act Market State venue 34-7
Augmenting Compatibility & Competition by Enabling Service Switching Act Market Data portability 25-19
Platform Competition and Opportunity Act Market Mergers & acquisitions 24-17
American Choice and Innovation Online Act Platform  Self-preferencing 24-20
Ending Platform Monopolies Act Platform  Structural separation 21-20

Source: House Judiciary Committee, Goldman Sachs Global Investment Research

9. Will Congress or the Administration try to directly influence inflation?

Clearly, but it seems unlikely to have a meaningful effect. Inflation has become a
dominant political issue, but one that is largely out of the Administration’s control.
Gasoline price inflation has long been a politically sensitive issue, and food price inflation
is also likely to gain outsized political attention as both are purchased frequently and
might be more noticeable to the average consumer. For this reason, it is not surprising
that the Administration would seek to address these issues in particular. To do this, the
Biden Administration is pulling antitrust and other regulatory levers, so far primarily
targeting the meat, energy, and shipping industries:

® In December 2021, to address meat prices, the \White House instructed the
Agriculture Department to investigate large meatpacking and processing companies,
citing industry concentration as a concern. The administration launched a portal for
producers to report unfair trade practices by meatpackers and allocated $1-billion
from the American Rescue Plan to assist independent processors.

® In November 2021, to address gas prices, the White House asked the Federal Trade
Commission (FTC) to investigate integrated oil companies regarding gasoline prices,
citing “potentially illegal conduct” and mentioning the “two largest oil and gas
companies” (ExxonMobil and Chevron). The FTC investigation is ongoing.

® In July 2021, to address shipping costs, the \White House requested that the
Federal Maritime Commission (FMC) investigate price increases by large shipping
companies. The executive order also addressed market consolidation and called on
the DOJ, FTC, FMC and other agencies to enforce existing antitrust laws.

10 January 2022 9
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Exhibit 7: Inflation looks likely to continue to be a political focus
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Meaningful tariff reductions are also within the Administration’s power but look
unlikely. The other obvious move the White House could make to address inflation
would be roll back the broad tariffs on imports from China that the Trump Administration
imposed. However, this looks unlikely for two reasons. First the effect would be small.
Rolling back all the tariffs might lower core inflation by 0.1-0.2pp yoy, which would not
meaningfully change the effect that inflation is having on the political landscape. Second,
while many businesses seek a rollback, there is not much political pressure to do so.
Instead, the political effect of taking a more conciliatory stance toward China could be
negative for the Administration, at least in the short term. While the US Trade
Representative looks likely to provide some incremental tariff exceptions for certain
import categories, major changes look unlikely this year.

10. Will Democrats maintain control of Congress after the November midterm elections?

It looks very unlikely in light of the already-thin margin in the House. Prediction
markets currently imply only an 11% probability that Democrats will maintain their
majorities in both chambers after the midterm election (Exhibit 8).

10 January 2022 10
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Exhibit 8: Prediction markets imply a Republican Congress in 2023
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This is explained mainly by expectations for the House, where Democrats can afford to
lose only four seats before losing the majority. In the last 15 midterm elections since
1962, the president’s party has lost more than this all but 3 times (1962, 1998, and
2002). However, in those years the political and economic environment was much
different than it is today.

Exhibit 9 shows the change in seats held by the president’s party plotted against
presidential approval, the “generic ballot” poll, and growth in per capita real disposable
income, as those indicators looked in January of the midterm year and as they stood on
election day (for income we use the most recent available value and for election day we
use the Q2 yoy value, as we have shown in the past that the Q2 value has the strongest
relationship with midterm election results).

10 January 2022 1
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Exhibit 9: The president’s party usually loses House seats, and polling does not suggest this year will be different
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The Senate outcome is a closer call, as both parties have several seats in states that
were competitive in the 2020 presidential election. While Republicans appear to have
the political wind at their backs, they—unlike Democrats—also have open races due to
retirements in North Carolina, Ohio, and Pennsylvania.

Alec Phillips
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