
June 6, 2020 
 
The Covid shock to household finances 
Some simple if partial arithmetic 

There are many moving pieces in the interaction between the Covid shock, personal income, outlays, 
saving and fiscal policy.   The resulting complexity may seem impossible to resolve, particularly in light of 
data limitations and the inevitable uncertainties around estimates of various spending and saving 
propensities.  For example, how large a share of the Covid rebate checks were spent? We cannot really 
know. 

However, this situation presents another example where the more relevant question may be the easier to 
answer.  Closely related, it is also an example of how getting the question right can easily be at least half 
the battle. For me, that is an evergreen principle, although it can be easier to assert than reliably follow.  
With that in mind, I think we can be fairly confident about three things related to household finances 
during the Covid shock.  The list is not exhaustive but it hits the highlights: 

• There is no predictive value — either way — in the elevated level of “the” personal saving rate.   It 
signals neither an enduring behavioral change nor the presence of pent up demand.  And there is 
probably no adjustment to the official data that would make it useful.  Rather, the underlying concept 
has little relevance in this episode.  The saving rate is usually a poor guide, and it is particularly so now. 

• The first major direct support to household income during the Covid shock has been the Recovery 
Rebate program, comprising (mostly) the $1,200 checks or direct deposits sent to individuals.  A good 
portion of them has been spent, which might seem to imply a pothole in the outlook.  But we may be 
fairly confident that the situation is otherwise, without getting bogged down in econometric 
controversies, as I  argue below. 

Not clarifying 

 

Source: BEA 
Data are actual to April. 
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• The much more salient issue in the forecast is the $600 / week federal top-up in unemployment 
insurance payments, along with a broadening of eligibility, under the PUA. If the top-up were to be 
removed abruptly, then we might expect consumer spending to receive a hit of about 4 percent (not 
annualized), conceivably alone forcing consumer spending growth back to zero during the three 
months after July.   So being on top of what DC has on tap there is very important. As I read it, the 1

actual drag may be about half that, because the program will not be abruptly withdrawn — despite 
Friday’s jobs beat.  The risk is less existential than it was, but it has not gone away, and remains two-
sided. 

“The” personal saving rate 

It would probably be unwise to allow the measured saving rate itself to have much influence on our sense 
of the outlook for the economy from here. And importantly, this has nothing to do with potential 
measurement errors, although they are unavoidable, or the various quibbles about how the saving rate is 
defined. Applied Global Macro Research (AGMR) has argued, for example, that the personal saving rate 
will tend to be understated (relative to its own history) when inflation is low or when the stock market (and 
capital gains taxes) have been booming.  2

We need not get into those valid issues here, because they are distantly secondary.  The much more 
important point is that it makes no sense to measure one-off income transfers as a flow.  The error 
caused by that approach might happen to be mitigated if the transfers themselves reflect a contractionary 
shock.  But it is much more appropriate simply to toss the whole idea and look elsewhere. 
 

Source: BEA, FH calculations 
Data are actual to April. 

The analysis presented in the chart immediately above is admittedly reductionist to the point of being 
simplistic, but there is little doubt that it dominates fussing over the saving rate.  It shows how various 
“flows” (for lack of a better term) have diverged from their end 2019 values, all normalized to the level of 
personal disposable income at that point.  By normalizing in this way, we allow the magnitudes to be 
directly comparable, with no loss of the visibility of the shock effect on each variable.  

The left panel just disaggregates the rise of the higher saving rate.  Since the end of last year, disposable 
personal income is up 11 ¾%, with a couple percentage points of that due to a lower effective tax rate.  
Meanwhile personal outlays (basically PCE) are down 17 ¼%.  This fully explains the increase of savings, 

 The net will depend largely on the pandemic, how durable its retreat turns out to be and how social distancing responds to that.  It 1

would be troubling if the infection rate were to inflect higher and the PUA were not extended. 

 The issue here is not that capital gains should be included in savings.  That would just make the saving rate even more 2

meaningless, at least for our current purposes. Rather, the taxes paid on capital gains are effectively an unrecorded form of 
personal saving. 
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although it does not quite map to the measured change of the saving rate because of a minor (easy to 
ignore) issue involving the fixed denominator.  

The more interesting panel is the right one.  It shows that personal income net of the relevant transfers 
has fallen 8 ¾% of base period PDI.  This has been driven largely by the drop off in labor compensation, 
even though that decline has itself been mitigated by the fact that the job losses have tended to be low 
income.  Other sources of market-based income — such as, most prominently, proprietors’ income — 
have fallen steeply.  

And yet, this decline in market-based income, which will reverse as the economy recovers, pales in 
comparison with the decline in outlays, which have been twice as large, at least on the data through April.   

What does this tell us?  If we assume, for simplification and not so unrealistically, that low-wage workers 
bearing the brunt of the first wave of COVID shock have been kept whole in their income and socially 
distanced spending, then we can probably fairly attribute the vast majority of this underlying income-
spending divergence to the following two developments: 

• Precautionary saving has risen due to economic uncertainties related to the Covid shock.  A lot of 
people fear they may become unemployed in the future, even if they are not as yet unemployed.  

• Even away from the precautionary incentive, social distancing will tend to reduce spending on non-
essentials, and thus overall spending, in the presence of habit persistence. 

The whole is a bit less than the sum of the parts in this case because some of Covid-forced reduction of 
spending (on non-essentials) will effectively finance higher precautionary saving. But these two effects, 
collectively, largely explain the recent underlying income-spending divergence. 

And that is quite convenient, because it allows us largely to ignore fussing over questions of saving and 
related pent-up demand and just conclude that the spending will — for the most part — come back when 
the epidemiology and associated knock-ons allow it. It is a bit more complicated than this because 
income is running still ahed of current spending, implying pent-up demand. But the main regulator of that 
process should be perceptions around the virus and not so much the independent influence of a 
presumed all of money.  Moreover the number to describe that wall would be about 6% of income, not 
more than 25%. 

Rebate checks 

In an effort to discourage you from obsessing over the personal saving rate, I have encouraged you to 
think about ex-transfers income and how that compares with consumer outlays.  As mentioned, the key 
point there is to watch the virus and related knock-ons, particularly as they affect non-liquidity 
constrained, upper end consumers, who dominate the economy.  The saving rate and related “flows” are 
distantly secondary.  

With that done, we can now turn to two issues that complicate the picture somewhat.  The first 
complication has to do with the Rebate checks, and is not a major source of practical worry around the 
outlook.  The second complication has to do with the federal top up of of unemployment insurance 
benefits and is critical.  It highlights that we really need to watch how DC deals with a related fiscal cliff 
looming at the end of July.  

According to the CBO’s scoring of the costs of the CARES act, the Rebate checks will have cost about 
about $293 billion, with most of that concentrated in April.  This is actually a higher scoring than that 
assigned to the costs of the federal UI top-up, at about $268 billion.   But for reasons I discuss below, that 3

probably belies the relative importance of these two programs — and the remaining risk around the PUA 
program.   

 See Figure 1 on page 7 of letter. 3
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One question relates to what share of the Rebates will have been spent.  Among the unemployed, the 
share spent might be assumed to be close to 100%.  Among those still employed, the vast majority of the 
recipients, the transfers might in principle be treated as a wealth windfall, with impacts resembling a 
wealth effect.  If so, then we might assume that the kick to the economy over the past few weeks would 
have been small, as would be the ongoing stimulus from this source to play out over the comings months.  
After all, wealth effects operate very slowly. 

However, a recent study published by the Federal Reserve Bank of Chicago suggests that my sorting of 
“lower”-end vs “upper”-end effects might be too austere.  That paper finds that even among households 
with historically high propensities to save, and thus by definition not liquidity constrained at the margin, 
the average spending propensity (over just two weeks) was 23%, much higher than my own priors would 
suggest. 

Source: Chicago Fed study, linked above 

Conveniently, though, that dispute — or counter-intuition — has little bearing on the outlook for the 
economy.  If, as my priors assume, the impacts (among the employed) run through a wealth effect, then 
the impact has been low and will remain low.  If, in contrast, the Chicago Fed paper is right then there has 
been an effect.  But that effect has already come into and to a large extent already out of the data.  After 
all, it would be odd for the spending lags on the wealth impulse  to have more than one peak.  One caveat  
here is that business might have misinterpreted the transitory spending flow and responded by dialing up 
spending.   I am assuming here that that effect is small enough, particularly relative to the effects of the 
re-opening has been limited. 

The UI top-up is more crucial 

The UI top-up is a separate issue, with uncertainty around that having important implications for the 
medium-term outlook for the economy.   

 A simple way to think about this is to start with the CBO scoring of $268 billion and divide that by the four 
months the program is meant to run. That gets us to just over $15 billion a week.  This would be best of 
class if the CBO were right about the path of effective (as opposed to BLS measured) unemployment. 
And despite Friday’s huge surprise in change terms, which mattered on the day, the BLS has not been so 
far off the level of unemployment, so far.  For example, CBO has the unemployment rate at 15.8% during 
Q3, which is pretty close to the May figure, given the BLS’s own discussion of some misclassification 
there.  Maybe we should use closer to $13 billion a week.  
Alternatively, we can do the math for ourselves and start with the data printed on Friday.  Prior to the 
shock, the BLS measure of unemployed was tracking at about 6 million, with little volatility. Since then, the 
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establishment survey (which less subject to classification issues) has shown a net 19 mm job decline.  
The sum of these two approaches generates a kludge estimate of 25 million unemployed as of May.  That 
too gets us to $15 billion a week.  That number also might be a bit high because there are meant to be 
unemployed workers slipping through the cracks of all the programs.  

On the other hand, the Treasury’s insurance payments data easily support the notion of $15 billion a 
week, as indicated in the chart below.  So let’s start with $15 billion as a measure for May.  By July, 
unemployment will presumably be lower.  So let’s work with a roundish $12.5 billion a week, recognizing 
that the range is probably $10 - 15 billion.  

 

Source to FH: Wall Street Journal 

Expressed at an annualized rate, that works out to about $650 billion, and the spending propensities on 
that should be quite high, even at short horizons.  Using an MPC of 0.8 would imply that the annual pace 
of spending, mostly among the low end households, has been lifted by about $520 billion by this program. 

If it were to be removed abruptly, then spending would then fall by that same amount.  By the end of July, 
nominal PCE is likely to be in a range of $13 trillion, so the hit there would be an immediate 4 percentage 
points, not annualized.  

There are two bits of good news to offset that unpleasant arithmetic. The first is that Congress is aware of 
this issue and will probably come up with something to mitigate the Keynesian drag.  On Friday, some of 
the policy types were emphasizing that the jobs report was negative because it would turn the GOP 
against further support for the economy.  That struck me at the time as not the sort of point to make on a 
payroll Friday, trying to turn good into bad, which seldom works.  My own point was that the better 
unemployment trajectory dialed down the significance of this particular policy risk.  Away from that, I am 
not sure it is obvious that the incumbent (for purposes of assigning credit) party will so overreact to 
improving data.  The more likely result is some sort of compromise, although I am not set up to monitor 
that in real time. Check with your DC contacts, I guess.  

The second bit of offsetting good news is that the risk is not pressing and does not really threaten the 
incipient upswing in activity as social gathering proceeds.   It is only two months off, but is not the sort of 
thing that will be anticipated, at least by the people whose spending is directly involved.  It is probably a 
small headwind for capex and perhaps hiring, to the limited extent business managers are focused on this 
worry.  But in the interest of simplicity, I will assume that is offset by the fact that some of the payments 
quantified above have been delayed and are about to hit.  I assume that largely washes out by the end of 
July.  
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However, a 4 percent (not annualized) drag on PCE from the low-end consumers affected by this could 
easily fully offset the upturn of real PCE being driven by other forces after July, leading to a stalling.   As 
mentioned, the base case is perhaps half as bad as all that.  But the risks around this issue are certainly 
worth watching, and would make a much better use of time than obsessing over what “the” personal 
saving rate is telling us. 

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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