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Fiscal program accommodates the needed GDP contraction 
This report presents a broad brush assessment of the fiscal package in order to make four basic points: 

• The purpose of the package — and its likely effect — is not to stimulate economy. As has been widely 
noted, that would be an odd objective, given the general agreement that the economy must be allowed 
to contract to accommodate social distancing.  Rather, the purpose of the package is three-fold: to 
encourage social distancing by making it financially plausible, to reduce the hardship suffered by those 
who are forced to isolate, and to leave businesses and household balance sheets intact so that the 
economy can recover when the public health crisis itself passes.  

• The package does not seem oversized relative to that objective.  One practical implication of this is that 
we are not going to get a proper V-shaped recovery in the level of economic activity, which used to be 
the standard before recent weak economic recoveries caused grade inflation in the meaning of the 
various letters.  The rate of growth seems almost fated to make a strong V, but that is not the only 
consideration, because profits, confidence, risk tolerance and the Fed all cue to some extend off the 
(de-trended) level of activity — roughly unemployment. The scenario in which we end up with 
meaningful pent-up demand from fiscal stimulus involves mainly the underlying shock turning out 
smaller than most of us have assumed.  There are also inevitably errors in my scaling of the program’s 
effect, but I try to present here an objective central case. 

• Any quantitative assessment of the fiscal program must respect simple and inevitably-binding national 
income identities.  A rise in the fiscal deficit is virtually  fated to be reflected dollar for dollar in a larger 1

private sector financial surplus.  Even with the federal government transferring “income” into the 
corporate sector, it seems implausible that higher corporate savings would play a role in that.  So the 
move to private surplus will be driven by lower capital spending, lower residential investment, and 
higher personal saving. It may seem counterintuitive to highlight the prospect of higher personal saving 
in the face of a marked income shock hitting households, many of whom will have to run down their 
saving (if not wealth) to support essentials consumption and other non-discretionary spending. In fact, 
though, this irony is easily resolved, in a way that implies the transitory rise in personal saving will not 
itself be a source of pent-up demand. 

• It is worth noting that the vast majority of the (accounting) costs of the program are directed at keeping 
small business intact, avoiding corporate bankruptcies, and supporting the flow of credit to the private 
sector.  These are very worthy objectives and will leave the economy much better positioned to recover 
when the health crisis has passed and the economy-restraining effects of social distancing are relaxed.  
Again, though, it is probably not clarifying to view this as stimulus, much less the monetary-fiscal 
“nuclear bomb” that Paul Tudor Jones refers to, a bit over-excitedly.  Moreover, there is no monetary 
finance of fiscal expansion (or helicopter money) involved in this process.  Rather, from the perspective 
of stimulus (i.e. driving up desired capital spending and driving down desired saving), it remains 
clarifying to view the Fed as largely knocked out here.  The central bank will protect the financial 
system to avoid otherwise very damaging knock-on effects, such as those that generated the GFC.  

 In a closed economy, there would be no need for that minor caveat, virtually.  In fact, the US current account deficit seems likely to 1

widen over the coming months (irrespective of when it is measured).  At the margin, this would tend to weaken the force of the 
relationship I identify here and thereby strengthen the case against a V-shaped recovery in the level of activity.  But practically 
speaking, this issue may be ignored for the purposes of this discussion.  
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One aspect of the fiscal program that I do not consider in this report is its effects on the debt/GDP ratio 
and Treasury supply.  These are interesting in their own right and in some practical implications, such as, 
for example, the term premium.  But these are not important from a macro perspective in the sense of 
being likely to nullify or even much reduce the effects of the fiscal expansion.  The issue is not so much 
that the Fed will buy a lot of Treasury securities, although it probably will.  Rather, the US has ample fiscal 
capacity because r is quite reliably significantly and durably below g, not to mention pinned at the zero 
bound.  As Powell is said to have urged Pelosi, go big and go home. 
 

Source: Committee for a Responsible Federal Budget, FH calculations and estimates 
These measures will generally hit the economy in stages over the next six months, which I take for the purposes of this exercise to be a single period: 

March-August. 

Scaling the support to households 

The first point in the list above arises from the final three.  So let’s begin with the second point on the list, 
which is the scaling of the fiscal program itself.  I paint with a broad brush here and take as given 
estimates provided yesterday by the Committe for a Responsible Federal Budget.  One interesting thing 
about the CFRB is that they lean strongly fiscally hawkish, which means they have been swimming 
agains the tide (of reality and evolving received wisdom) during the past several years.  But, even they 
are now clear that this is not the time for austerity. If you click on the link you will see their accounting of 
the costs, which I map dollar for dollar into the table just above. But I sort the various elements slightly 
differently to facilitate, as I see it, the impact on the macro economy.  For example, I split the support to 
small businesses into two elements, one of which sustains employment and thus personal income, and 
another which keeps the businesses themselves intact, as they meet other financial obligations.  I also 
make an explicit judgment call on which portion of the individual checks is likely to be saved on the 
grounds that it is sent to households with roughly unchanged income but reduced confidence.    
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I will not go through the table on page 1 line by line, but will instead focus here on three elements of 
support to household income.  First, there is a significantly enhanced federal backstop of the 
unemployment insurance program, and to a lesser extent SNAP.  I assume those funds are fully spent 
over the next six months, which — for the purpose of this analysis — is taken to be a single period. That 
single period is meant to be — roughly — from now until the social distancing requirements are fully 
satisfied. The support to spending from this one item is estimated at about $300 billion. 

Second, there are the checks that go out to individual households, which phase out at the upper end of 
the income distribution, but are otherwise invariant to (past or current) income. I assume that 60% of 
those checks are saved, because most recipients are not unemployed, because the income support is 
transitory, and because confidence and wealth will have fallen.  The unemployed and otherwise liquidity 
constrained are obviously assumed to spend those checks within six months, which for the purpose of 
this analysis is taken to be a single period.   

Third, I impose a slight definitional change in order to make an analytical point.  Some of the support to 
small business is designed to encourage those businesses to retain on their payrolls — even if furloughed 
— workers who are surplus to need (or need to isolate).  I am going to account that here as an income 
transfer to households from the government, for a reason that will become obvious below.  I might also 
include “other” payments to state and local governments, FEMS, and hospitals under the same heading. 
But I do not for reasons I will get to below.     

The net net is that these income — or really spending — supports are worth about $500 billion over a six 
month period.  The other items on the list do not support households directly, although they do help keep 
businesses and the credit markets open, at least to some extent.  The question now is how these 
supports compare with the loss of income occasioned by the economic shock.   
 

Source: Committee for a Responsible Federal Budget, BEA, FH calculations and estimates 
These measures will generally hit the economy in stages over the next six months, which I take for the purposes of this exercise to be a single period: 

March-August. 

To get a handle on that, I assume that the average level of national income during the six months ending 
in August is down by 10% relative to (roughly) Q1, before annualization. This is close to consensus, so far 
as I can tell.  If this baseline is wrong, because the virus resolves more quickly than I assume or if the 
economy is more efficient at accommodating social distancing, then it might be fair to speak of such fiscal 
“stimulus” here, at least to the household sector.  But I scale the package relative to the size of the hole, 
roughly as understood by consensus. 
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I further assume that the most sensitive components of personal income (wages, salaries, rents, and 
proprietor income) are down, ex ante a lesser 8%, because corporate profits absorb a disproportionate 
share of the loss of national income before the effects of the federal income supports to the business 
sector.  That maps to an income loss of $565 billion, on average over six months, and expressed at a 
semi-annual rate, to allow an apples to apples comparison.  The ex post loss of income would be a bit 
lower still, because of the small business labor retention initiatives mentioned above. But I need to use 
the ex-ante income loss figure to avoid double counting that effect. 

It is striking how close the consumption supports are to the underlying economic shock. To be honest, that 
surprised me somewhat as I had expected the shock clearly to dominate.  So, good job by Congress, I 
guess. 

There are three points to make about the correspondence between the support to consumption and the 
hit to income simulated here: 

• It may not be entirely coincidental, as the objective was to support consumption in the face of the 
income hit. 

• My numbers, or really the difference between them should probably be seen as +/- $200 billion, 
because even assuming the budget accounting is exactly right, there will be errors in my scaling of the 
shock and my rough guesses of various spending propensities. I discuss one of the sources of possible 
error near the end of this report.  

• Still, the qualitative point here holds.  This package softens the blow to the economy and reduces 
misery in individual households. It does not, prima facie, imply a “stimulus” to the economy, as the term 
is conventionally understood.  For those who want to focus on shock-minus-control, i.e. to emphasize 
the “counterfactual”, I would quickly concede their point.  I hope the meaning of my claim is clear, 
semantics aside.   

National income accounting and timing 

The idea that this program is not particularly stimulative, as conventionally understood, can be reinforced 
by assessing the current scenario from a financial balances perspective.  Abstracting from a swing in the 
balance of payments accounts, a steep rise in the federal deficit necessarily implies a sharp move of 
domestic private financial balance into (larger) surplus.  As mentioned at the top of this note, personal 
saving is likely to play a significant role in this. So, let’s unpack that a bit. 

Obviously, people working in industries most affected by social distancing (e.g. travel, hospitality, personal 
services, etc.) are not going to have higher savings, either outright or as share of income.  However, 
households that do maintain their incomes are likely to build savings for as long as the fiscal expansion is 
running, basically for two reasons.   

First, they are going to cut expenditures in activities that are most exposed to social distancing: dining 
out, etc.  Indeed, that is the intended result, as mentioned at the top of this report.   

Second, they are going to experience confidence and (probably) wealth declines, as well as conceivably 
some hopefully minor loss in their access to credit.   

As a result, higher personal savings should actually contribute meaningfully to the rise of the private 
sector financial balance — in reality, irrespective of any measurement issues that come along — during 
the March through August “initial” period that I have defined here. 
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It might seem as though, this implies a source of pent-up demand.  That perception would be valid in one 
sense and not valid in another.   The sense in which it is not valid is the one most directly linked to the 
fiscal program, which is the focus of this note.  Keep in mind that the income support (to employed 
people) from the checks is a one off, which will disappear before the health crisis itself lifts.  So the pop in 
the saving rate will be transitory. By the time we are contemplating the left side of this letter, whatever it is, 
V, U or L, the flow of saving should roughly have returned to normal.  

The valid sense in which there will be household pent-up demand here is not really about the budget, so 
much as the fact that we are now looking at at steep and likely sustained drop spending in durable goods, 
housing, capex etc.  As recently, as two weeks ago I was dissing the idea of such pent-up demand 
because the consensus was actually factoring in an acceleration of spending beginning now.  But with 
now that a deep recession baked, it is reasonable to speak of pent-up demand on the other side. It is just 
that the budget is not the source of it.  And the timing is complicated by uncertainty around the virus and 
by financial knock-ons that have not yet arrives and that cannot be entirely warded off by PTJ’s nuclear 
bomb.    

St. Louis Fed President Jim Bullard presents a nice discussion of this issue in a recent blog post to the 
regional bank’s site, although without the advantage of the budget deal detail that I have focused on here.  
Be warned, though, his short term base line is grim, outright and probably relative to consensus.  He sees 
a subsequent “boom” from there, in early 2021, although I would guess he refers to growth rate, not level.  
The level will come back more slowly.  

Where most of the fiscal support goes 

I will finish up with a quick discussion of where most of the fiscal support is actually directed, not so much 
in a stimulus sense, but just in terms of the raw dollars.  The table below summarizes, again based on the 
figures from CFRB, but recast in a way I find easiest to interpret. 

      
Source: Committee for a Responsible Federal Budget, FH calculations and estimates 

The first three items in the table above “cost” almost as much the income supports to households. And 
despite the earlier indications, they are overwhelmingly direct transfers rather than tax deferrals.  But the 
effect of these will be to limit the steep hit to income and balance sheets occasioned by the economic 
shock itself.  I assume that is obvious, so I will not belabor the point, except to say that these income 
supports will not dominate in the short run, and will drop away as the economy is set to recover, with the 
corporate and small business sectors still wounded to some extent. 

5

https://www.stlouisfed.org/on-the-economy/2020/march/bullard-expected-us-macroeconomic-performance-pandemic-adjustment-period


The Fed indemnification refers to authority given to Treasury to authorize the Fed to take credit risk under 
its so-called 13(3) programs which can now be upsized dramatically.  Mnuchin claims that this will allow 
the Fed to provide an additional $4 trillion of liquidity on the grounds that Fed can reasonably assume just 
10% loss in its purchases.   That seems to me to be a reasonable characterization.  And Fed Chairman 
Powell has been adamant — credibly in my view — that he will protect the financial system using all the 
(now enhanced) tools at his disposal.   This should be very helpful at further narrowing liquidity and 
(particularly) high-grade corporate spreads and the like, which include a strong liquidity component and 
are subject to portfolio balance effects. But as I have often emphasized, this wards off an important 
additional negative, rather than providing incremental “stimulus” to the economy in the medium term.  
Again, the distinction is one of semantics, but I assume you get the point I am trying to make here.  

Helicopter money? 

With the federal government sending out checks to households, with the Fed doing unlimited QE, and 
with the Treasury Secretary bragging about an extra $4 trillion of additional liquidity from the Fed, the idea 
that this is “effectively” helicopter money has again crept into the discussion.  That is deeply misleading 
because the market of helicopter money has nothing to do with Fed operations in the first instance. It is 
entirely about levying an inflation tax on the currency stock — and, as collateral damage, the nominal 
federal debt. And that is not going to happen. 

The Fed’s contribution here works by pinning rates to zero, eventually moving to aggressive rates 
guidance and yield curve control, absorbing some risky debt supply, and eventually socializing some of 
the risk associated with that, by calling on the Treasury’s indemnification, explicitly supported by 
legislation.  This is quite a contribution, but there is nothing added to understanding what is going on here 
by calling it helicopter money.  

Caveat 

Finally, there is the $500 billion of support to what we might broadly call the state and local public sector, 
in which I include hospitals and other medical services providers.  In the interest of simplicity, I have 
chosen to lump this federal spending under programs designed to prevent a spiral, rather that stimulus.  

For almost half of that, I am on very solid ground, as it amounts only to limiting slightly the extent to which 
state and local governments are going to have to dramatically reduce spending into a recession.  So, 
again, it is not clarifying to think of this as stimulus.  

There is another roughly $250 billion that is a bit trickier, and thus inclines me to admit a caveat.  Most 
importantly, there is $180 billion going basically to support hospitals.  I assume, but do not really know, 
that this will basically allow them to shore up their own balance sheets and to sustain the higher level of 
activity that they are already delivering, thank god. I am not factoring in a hiring boom or big round of 
bonuses from this and from this category more generally.  But I concede that further work into this might 
talk me up another $50 to $75 billion of support to the economy.  I would not be a game changer, outright, 
or relative to the inevitable imprecision in this assessment.   

Gerard MacDonell 
gerard@frontharbor.com 

The information contained in this report has been obtained from sources believed to be reliable, but is not necessarily complete and its accuracy is not 
guaranteed. No claim is made regarding the fairness, accuracy, completeness, or correctness of the information and opinions contained herein. Views 
and other information provided here are subject to change without notice. All reports produced by Front Harbor are issued without regard to the specific 
investment objectives, financial situation or particular needs of any specific recipient and are not to be construed as a solicitation or an offer to buy or 
sell any securities or related financial instruments.  Predictions, forecasts, and estimates for any and all markets should not be construed as 
recommendations to buy, sell, or hold any security--including mutual funds, futures contracts, and exchange traded funds, or any similar instrument.  
The analyst authoring reports from Front Harbor may have positions in some of the securities discussed here.
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