July 9, 2020

A highly simplified look at the fading CARES Act
And what comes next
Assessing the effects of the CARES act, set effectively to expire on July 31, involves a lot of complexity. I
have been hesitant to weigh in much on this because some of the flows lack transparency and because
to do this properly one really needs a deep background in budget analysis. I would reiterate my advice to
stay in close contact with you favorite budget watcher in DC, because a series of fiscal cliffs are quickly
approaching, just as the public health backdrop deteriorates and the politicization of everything intensifies
even further ahead of the elections.
However, I think I can advance the discussion in my own small way by offering a simplification you may
find helpful. I separate out spending that occurred entirely during the second quarter from spending that
will spill out over (very roughly) a year. This achieves two things. First, it highlights just how much
support the economy received during the second quarter, during which GDP is estimated by consensus to
have fallen about 10% (not annualized). Second, it highlights that only about three or four items really
matter for scaling the effects of the CARES act and its likely partial expiration. Conveniently, our sense of
these numbers is fairly reliable.
Before getting into the simplified numbers, one point of clarification may be appropriate. When the
CARES act was being negotiated and initially implemented, I emphasized that the purpose of the effort
was not to “stimulate” the economy. Rather, the objective was primarily to accommodate the social
distancing required to contain the pandemic, hopefully in a way that limited human misery on the
economic side, e.g. from hunger or loss of shelter.

CARES Act did what it was designed to do

Source: BEA, FOMC, CBO, FH calculations
Fed forecast is shown to end 2021. The interpolation from annual to quarterly forecasts assumes no revision to Q1 GDP and consensus estimate for
Q2, which is a decline of 10% not annualized. In panel at right I refer to potential as “Trend”, as the current weakness is likely at some point to reduce
estimates of potential
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One effect of this effort would be to support aggregate demand in parts of the economy that did not
require dramatically increased social distancing, but might otherwise have taken a hit from the income
losses in Covid-sensitive sectors, like for example restaurants, airlines, hotels and entertainment. I
suppose we could characterize that as “stimulus” relative to a counterfactual. And it almost certainly did
shave off part of the bottom in the economy, as I will get to below. But “stimulus” was not really a helpful
prism there.
The chart above shows a fairly typical forecast of the economy coming out of the initial Covid shock, in
this case from the Fed. It is a lazy V almost identical with my own central case. While there is a lot of
uncertainty here, we agree that the economy is not acting particularly stimulated, and was certainly not so
during Q2, when the CARES Act was hitting.
From here, the objective should involve — at least to a larger extent — some effort at actually stimulating
the economy, to speed the recovery or avoid a further relapse if the various forms of fiscal support were to
be withdrawn prematurely. It is not a major point, but assuming that we iterate towards increased social
gathering over time, and that the economy evolves to allow more output per “unit” of infection risk, it may
be appropriate to lose our aversion to the concept of “stimulus.” Ideally, there would actually be some of
that, at least in the central case scenario for the public health backdrop alluded to immediately above.

Source: BEA, Committee for Responsible Federal Budget, Department of Labor, FH calculations and estimates

Simplified Numbers
As mentioned, my attempt at a minor contribution here is to focus in on the reasonably well measured
programs that happened to hit during the second quarter — and therefore have been influencing, along
with the public health situation, the data flow you see now.
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The first step here, then, is to estimate the size of the nominal economy in Q2. I figure it is down 8% in
nominal terms from Q1 (not annualized). This implies a quarterly GDP of just under $5 trillion, which will
be my denominator for the flows going out the door from Treasury that quarter.
The three major payment flows associated with the CARES act that occurred during the second quarter
are estimated, fairly tightly, to be the following:

• The federal top-up of unemployment insurance ran was about $200 billion. That is 3/4 of what the

program was initially scored as costing between April and July and fits very closely with what is implied
by the unemployment claims data. That is 4% of GDP over the period; and the first-round multiplier on
this was probably very close to 1. The full multiplier is probably above 1.

• The one-off Economic Impact payments were about $290 billion or just under 6% of GDP. How much

of this money was immediately spent is a much tougher call. My intuition is the first round multiplier
should be low. But there is evidence from survey data that it might have around 30% even among highincome recipients. To minimize the potential error, I will assume a full multiplier of 1/2.

• The Paycheck Protection Program (PPP) forgivable loans were $520 billion, before the program was
temporarily shutdown, that is during the second quarter. That works out to more than 10% of GDP.
Assigning a multiplier to this is virtually impossible, because the payments are designed to support
employment over a several month period. What we can say with some confidence is that it probably
significantly lifted employment growth during Q2, i.e. in May and June. This is tough, but my wild
guess would a full spending multiplier of 1/3 in Q2.

Hard to believe
So as a rough approximation, the just over 20% of GDP fiscal impulse probably lifted aggregate demand
by just over 10%. In other words, the GDP contraction might have been twice as large without it. Or to be
more precise, it would have been deeper in April and continued into May and June, even as social
distancing reversed.
Writing that pause gives me pause. Is that possible? I suppose so. The result pops out of my sense of
the magnitudes involved, and it is worth keeping in mind that the federal deficit probably ran at about 30%
of GDP during the third quarter, which may also seems implausible, until you look up the data. Thank
God, at least in this application, for r<g, facilitating Ponzi Public Finance.
Beyond what I have listed out above there is another roughly $700 billion associated with the CARES act
that will be spent out over time. That is detailed in the lower half of the table on page 2, but it is lower
impact in terms of scoring the fiscal cliffs arriving.1
The most prominent of those cliffs are the exhaustion of UI program come the end of July, the end of the
PPP when it hits its funding limit of $650 billion, which is very proximate, and the delayed steep cuts to
state and local spending that will arrive absent major support from Phase IV fiscal stimulus.
Incidentally, just those first three programs added to automatic stabilizes and the pro-Covid run rate for
the deficit point to a federal deficit of about 30% of GDP. That should be in the right ballpark, but I have
focused here on actual economic impacts, so far as I can assess them, as opposed to deficit accounting,
which can generate some noise.

The situation with State and Local governments may be an exception. I do not score them as part of the Big Three for Q2,
because the effects of the support more obviously play out over time. But this should nevertheless arguably be considered a
developing cliff, as I discuss below.
1
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One aspect of the technical side that is worth mentioning is that the indemnification of the Fed to support
its liquidity programs is not meant to cost “money.” But that is not to say the Fed’s liquidity programs have
been relevant. And whatever they end up costing in budgetary sense, which may be nothing (or less),
there is a clear fiscal element to them. It is just that it runs through asset prices, rather than spending
multipliers.
Presumably the easing of financial conditions that the Fed has delivered can largely be sustained.
Certainly, there is no reason to believe that the Fed would desire a financial conditions tightening anytime
soon, given where the economy is and their very dovish objectives, which I have elaborated on in earlier
notes.
Implications looking forward
The main implication of the analysis above is that economy faces a major headwind — or fiscal “cliff” —
associated with the exhaustion soon of three programs that together may have lifted the level of GDP by
about 10% during the second quarter.
To some extent, this issue might be mitigated by the recovery itself. For example, as the economy returns
to full employment and Covid-sensitive spending recovers, these cliffs might be taken as self-eroding, to
preserve the metaphor. The problem, though, is that employment and Covid-sensitive spending remain
barely off their lows, and right now the dance is taking us into slower growth, irrespective of fiscal effects.
So the focus, understandably, on the so-called Phase IV of fiscal support to the economy. As I mentioned
at the top of this report, you will want to stay in touch with your favorite DC watcher on that issue because
the news here will matter. The consensus as I read it is that the so-called “final” phase before the
summer recess will involve about $1 to $1.5 trillion. The Democratic House has proposed $3 trillion, but
the Republican Senate Leadership has described that as not remotely acceptable.
This, in spite of $150 Billion +

Source: BLS, NBER, FH calculations
Data are actual to June.

One idea that appears to have fairly broad support involves and state (and therefore local) bailout effort
scaled at about $500 billion. The multipliers on that would be very high, given the fiscal position of states,
and it might also be fairly decent policy from a structural perspective, given the real constraints facing the
economy, such as — for example — those imposed by children possibly not being able to return to school
in the fall.
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We know the multipliers would be high because this sector, collectively, and probably even on a mostcase by most-case basis, is living worse than hand to mouth. Normally, state and local employment, for
example, lags the cycle, as governments initially try to look through it, or perhaps deny it. This time, they
are acting immediately budget constrained, as the chart above shows.
Partly related, then, it is important to recognize that such funds would fill a newly emerging hole and
would not really be incremental, relative to the data flow on your screens now. The reason is that state
and local cutbacks have only just begun, which is why estimates of the status quo budget shortfall range
has high as $1 trillion through the end of next year, 2021. The figure cited there comes from a left-wing,
pro-labor think tank, but it is unlikely to be off by a factor of 2. So, even if there is a $500 billion program
for the states, think of that as mitigating a headwind that is set to develop.
There is also discussion of partially replacing the unemployment insurance bonus payments. If they were,
for example, to be restored at half their prior level, then the hit to GDP might be about 2% off the level of
GDP (not annualized) presumably coming fairly quickly. In other words, it would beat doing nothing, but
it would not actually be incremental. Of course, the higher the level of employment, the lower the macro
effect of not renewing. In the event, there may be some sort of compromise involving a halving of the
bonus unemployment payments plus perhaps a bonus payment offered to previously unemployed to go
to work. That would further reduce the aggregate demand drag and mitigate an incentive issue. So the
drag is likely to be somewhat lower than the 2% suggested above.
A repeat of the Economic Impact Payments would presumably leave us flat, by which I mean it would
allow the fall off of consumer spending that would otherwise be occasioned by this effect disappearing to
be delayed, say, another quarter. And there is some discussion of a payroll tax holiday. The multiplier on
that would probably be quite low, perhaps even zero depending upon how the program were structured.
What makes such a policy relevant is that it might be the political pay-for to get other more effective forms
of macro support in place.
There are lots of ways this can play out, but as a rough approximation, I would say that the upper end of
the estimates, $500 billion for the states and up to a trillion in other efforts, would imply the economy not
facing an additional headwind, as opposed to receiving a meaningful lift.
Just as last time, this is no way implies that incremental news around the odds of this or that program
being implemented will be ignored by the market. Quite the opposite. The beta on beats or misses
around this issue should be quite large. Rather, I am commenting here on the where the bar is to sustain
the central case outlook, which remains a Saggy V recovery.
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