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Economic Effects of Fiscal Policy under the COVID-19 Pandemic

« The effect of fiscal policy on demand shortfalls has been significant. In particular,
unemployment benefits and direct benefits to households boosted GDP and
contributed to the V-shaped recovery of the US economy.

Source: Louise Sheiner, Sophia Campbell, Manuel Alcald Kovalski, Eric Milstein, “How pandemic-era fiscal policy
affects the level of GDP”, Brookings, October 19, 2021



Impact of US Fiscal Policy on Inflation

« The expansion of demand (especially for goods) due to fiscal policy has led to an
imbalance between supply and demand, which is one of the factors contributing to
soaring inflation.

» The evaluation of fiscal policy will depend on how smoothly the return of inflation to
2% will be.
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Trends in Interest Rates and Public Debt since the Pandemic

» Interest rates began to rise as a result of a series of rate hikes to control inflation.
Even though less than the short term interest rate, the long term interest rate (both
nominal and real) has increased above the pre-pandemic level.

« Public debt has increased by about $8 trillion since the pandemic, most of which has

been absorbed by the market.
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Economic Recovery and Inflation Compared to Previous Projections

 Real GDP returned to the pre-pandemic trend earlier, compared to the economic
projection made just after the pandemic.

« Nominal GDP increased above the pre-pandemic level, with the additional impact of
inflation
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Source: Congressional Budget Office, 10-Year Economic Projections



Public Debt with the Change of Economic Conditions

 The economy’s early recovery has initially reduced the debt-to-GDP ratio compared to
the Sep. 2020 projection, but the pace of debt’s increase is expected to accelerate in
the future.
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Factors Exacerbating the Budget Deficit

« The additional fiscal stimulus in 2021 added to the deficit, and the net interest
expense increased on a constant basis.
» Discretionary expenses also increased, albeit on a smaller scale.
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Post-Pandemic Fiscal Policy

e Policymakers move to focus on policies to expand supply capacity.
 Initially raising financial resources through borrowing, the Inflation Reduction Act aims

for fiscal neutrality by raising revenues.
« The Fiscal Responsibility Act, passed after the debt ceiling negotiations, capping

discretionary spending in FY24 and FY25, will save money in subsequent years
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Impact of the Fiscal Responsibility Act on the Fiscal Situation

« The Fiscal Responsibility Act reduces the budget deficit by $1.5 trillion over 10 years.
This will result in an improvement in the path of fiscal deficits and debt-to-GDP ratios,
but will not lead to a major change in trends.

% of GOP Fiscal Deficit % of GDP Debt Held by the Public

Source: Congressional Budget Office, 10-Year Budget Projections and “How the Fiscal Responsibility Act of 2023 affects CBO’s
Projections of Federal Debt”, June 9, 2023



Policy options for Fiscal Consolidation

« CBO presents several policy options for fiscal consolidation. While politically difficult,
it is essential to tackle taxation or mandatory spending in order to achieve a significant
reduction in the budget deficit.

Projected Savings from Options for Reducing the Deficit Billions of Dollars

Source: Congressional Budget Office, “Option for Reducing the Deficit, 2023 to 2032 Volume I: Larger Reductions”, December 2022 9



