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Overshootingthe old GDP trend pathinQ3 21

Key takeaways

¢ We argue that many elements of President Joe Biden’s relief package should be
considered as “insurance” (or automatic stabilisers) and not discretionary fiscal
spending. A lot will fall out naturally next year. That said, some elements are clearly
very stimulating.

e We argue that the US GDP will overshoot its pre-corona trend pathin Q321 and stay
above suggesting there are no long-lasting damages to the economy from COVID-19
(on the contrary the support may undo some of the damages created by the last crisis).

o We now forecast GDP growth of 7.5% this year and 5.3% next year (up from 3.3% and
3.8%, respectively). We expect the unemployment rate to decline below 4% in H2 21,
when activity in the employ ment-heavy sectors returns to normal.

o We argue that inflation is set to move higher but it will take some time before it gets
long-lasting. We expect PCE core inflation to reach 2% by end-2022.

Biden’'s plan: Discretionary in nature but mostly insurance in
practice

President Joe Biden’s relief package of close to USD1,900bn (or 8.1% of nominal
counterfactual 2021 GDP assumingnominal GDP would have grown in line with the 2017-
2019 trend in 2020-21 without COVID-19) will soon be approved, on top of the
~USD900bn package agreed upon in December (3.9% of nominal counterfactual 2021
GDP).

Biden'’s relief package - estimated outlays per year (approximately)

2021 2022 2023 2024 Sum2021-2031

Estimated outlays

1,457 127 117 66 1,886

(USD bn)
% of total package 77 7 6 3 100
% of counterfactual 62 05 05 0.3 81

nominal 2021 GDP

Sources: Danske Bank calculations based on CBO cost estimates of the House package

Looking at CBO’s cost estimates for the different elements reveals thatapproximately
77% of the UDS 1,900bn are spent this year, 7% next year and 6% in 2023 based on
some calculations of the distribution of outlays (the US fiscal year, which CBO refers
to, is running October-September, which one needs to adjust for). 77% corresponds to
USD1,457bn or 6.2% of nominal counterfactual 2021 GDP). The outlays this year are
mainly for unemployment benefits, athird stimulus pay ment, child tax credit and state and
local aid. The federal minimum wage hike has been ruled out of scope for budget
reconciliation, which reduces the total size of the package by nearly USD75bn.

Important disclosures and certifications are contained from page 6 of this report.

New US macro forecasts
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PCE core inflation to move higher
towards 2% by end 2022
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Ambition: avoid long-lasting damages
to the economy
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We would like to highlight two things. Firstly, we argue that elements of Biden’s plan
should considered insurance or automatic stabilisers to awoid significant
income/earnings losses amid the pandemic. That said, a big unknown is whether some
elements will become permanent down the road, which we cannot say much about right
now. Secondly, the plan is a ceiling of how much money can be spent, not how much
will actually be spent. For example, at the time of writing, USD3,100bn of the allocated
USD4,100bn from previous packages are spent, soit is not a given that all of the allocated
money are spent eventually.

What do we mean when we say elements of Biden’s plan are insurance? One of the major
elements in President Joe Biden’s relief package is the extension and expansion of
unemp loy ment benefits. In December, unemployment benefits were extended to March
and a sudden end would lead to a monthly income loss of approximately USD22n
per month (equivalent to 1.1% of estimated monthly average nominal counterfactual 2021
GDP), as nearly 17 million people are still claiming benefits at the time of writing. The
costs would likely be higher when negative spirals (“animal spirits effects”) kick in.
Biden’s plan avoids this income loss by extending an existing policy. Given we expect
a strong recovery especially from Q2 and onwards, we do not think all money will ke
spent, as people find employment instead. The same goes for the allocated money for
additional business support, which is also preventing more long-term damages to the
economy by keeping businesses running. Awoiding significant income losses and
bankruptcies are necessary for a strong recovery, otherwise risk is that the current
supply crisis develops into apro-longed demand crisis. The same goes for the money for
COVID-19 vaccinations, testing and treatment. Most of these things will
automatically fall out nextyear.

The most debateable parts of Biden’s plan are the third stimulus pay ment (1.8% of nominal
counterfactual 2021 GDP) and USD350bn for state and local aid (1.5% of nominal
counterfactual 2021 GDP). One of the big unknowns is how much of the thirdstimulus
payment will be used for spending. A study by Coibion, Gorodnichenko and Weber
(2020) shows that 15% of the previous round of stimulus payments was spent, 33% was
saved and 52% was used to pay off debt. Looking at the monthly PCE data for January,
Americans seem to have spent aslightly larger share of the second check, approximately
17.5%. As the third round is also going to be paid out before the pandemic is completely
over, we believe a lot of the money will be saved although to a lesser extent as we have
seen some easing of restrictions and changed behaviour due to lower new cases. We
guesstimate a 25-50% spending ratio immediately adding 0.4%-0.9% to GDP when
not taking any positive spirals/fiscal multipliers into account. A guesstimate of the
marginal propensity of spending at 25-50% corresponds to a fiscal multiplier in the
1.3-2.0 range.

Another of the big unknowns is how much of the forced savings will be spent when
the economy reopens. One very important feature of this crisis is the sharp rise in nominal
personal income due to two household stimulus payments and higher unemploy ment
benefits, which for some exceeded wage compensation. The combination of higher income
and lower spending due to restrictions and changed behaviour, we estimate savings hawe
risen by approximately USD1,450bn cumulative over the pandemic (equivalentto 6.2
% of nominal counterfactual 2021 GDP). Assuming our guesstimate that 30-50% of the
third pay ment will be spent, plus/minus USD 100bn are saved as “free savings” (the rest for
debt reduction) taking the total amount of free savings to USD620bn (or 2.7% of nominal
counterfactual 2021 GDP). We are, however, sceptical that all of the free savings are
spent when the pandemic is over. The latest Federal Reserve Update on the Economic
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Nearly 17 million people are still
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Most of the first stimulus payment
was used for paying off debt
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Most of the second stimulus payment
was also saved

500 -Monthly change (USD bn) - 500
400 - - 400
300 -
200 -
100 -

Nominal personalincome

Savings - 100

i
2020 2021

Sources: BEA, Macrobond Financial

Household savings have increased a
lot but we think many will save them
for a rainy day
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Well-Being of US Households showed that still many Americans are not able to pay an
emergency expense that costs 400 dollars so we should probably not expect Americans will
spend all of their savings, as they are likely to save the money for a rainy day.
Guesstimating that 25-50% will be released for consumption, it would add 0.7-1.3%
to GDP in 2021 (again the fiscal multiplierwouldbe in the 1.3-2.0 range).

The combination of the third stimulus check and released savings may add between
1.1-2.2% to GDP this year alone without taking positive externalities (the fiscal
multiplierinto account). It may, including the fiscal multiplier, be in the 1.4-4.4% of
GDP range over a couple of years.

| Danske|EY

How stimulative is the third stimulus payment and excess savings? Depend on how much consumers decide to spend eventually

Third stimulus payment '"Free savings' out of excess savings

Amount (USD bn) 414 620 1034
For spending (USD bn) 25% 103 155 258
assuming 25% or 50%
spending ratio 50% 207 310 517
o) 0, 0, 0,
% of nominal counterfactual 25% 0.4% 0.7% LL%
EEEER 50% 0.9% 1.3% 22%
0, 0, (o)
Fiscal multiplier in 1.3 0.6% 0.9% [
U2 IRIE2 o220 20 1.8% 2.7% 4.4%

Sources: Danske Bank calculations based on estimated fiscal multiplier, CBO costs estimates

With respect to direct transfers to state and local governments (which are experiencing a
deterioration of their budgets due to the unemployment crisis), we know the fiscal
multiplier is around 1 or slightly higher than 1, see Wilson (2020). That said, at least some
of the help for state and local governments mean that they do not have to reduce spending
alot (e.g. fire people) and in that sense it should also be seen at least partially as insurance.
That said, the USD350bn is likely more than needed and hence stimulative.

The fact that most of the money are allocated this year also means that a lot of the
support falls out in coming years, where fiscal policy becomes contractionary
(depending on how big Biden’s infrastructure package will be. For more on that see below).

Relief package may limit the room for manoeuvre later

Obviously, the US cannot spendthe same money twice. President Biden has proposed
significant changes to economic policy down the road including more money for
infrastructure, green energy transition and research and development (especially
within technology). During the election campaign, The Committee for a Responsible
Federal Budget identified spending proposals for a total of USD10,350bn over 10 years
(equivalent to 4.8% of GDP per year. The spendingproposals were only partly financed by
higher taxes (USD4,300bn) and cost savings on national security and immigration
(USD750bn) (2.4% of GDP per year over 10 years).

The personal taxhikes (accounting for around 50% of the tax increases) are mainly targeted
at high-income earnings and hence should not have a big impact on growth in the short
term. We know fiscal multipliers for high earnings are low, as they generally have a low
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marginal propensity to consume. Higher corporate taxes are, all else equal, negative for
investment growth. However, as we argued in connection with Trump’s tax cuts, we think
other factors are more important for investment decisions (in particular, future growth
expectations), at least in the short run. Business investments did not increase much on the
back of Trump’s tax cuts, as investments were subdued despite easy and cheap credit. This
also means a reversal should not necessarily have a big impact the other way around.

The total netdeficitis USD5,300bn (2.5% of GDP per year) ifeverythingis approved
and hence very expansionary (over 10 years). This would come on top of both the
December-package and Biden’s relief package. US gross federal debt has also risen to
above 100% of GDP and was expected to remain high in coming years even before Biden’s
package. There are already discussions on whether US publicfinance is sustainable in
the long-run and the discussions are likely to continue in coming years. At the
moment, however, we are notoverly concerned.

We note that policy proposals usually get watered down during negotiations due to
different priorities and hence the proposals should most likely not be taken for face
value. This means that both spending and tax revenues are unlikely to be as large as
suggested. Still, if the economy is running closer to full capacity here in 2021, the
timing of more expansionary fiscal policy may be inappropriate. In that sense, Larry
Summers are right when he says that elements of the relief package may decrease the
degrees of freedom later. It is too early to get very concrete onwhat is on thetable but it is
something that will become a market theme later in the year. At the time of writing we
will not be surprisedif the spending proposals will cost around USD7,500bn over 10
years and taxes will be increased equivalent to around USD3,000bn over 10 years but
we are awaiting further details.

Growth outlook: We expect a significant rebound

We estimate the output gapin Q4 20 was around 4.4% compared to a counterfactual
path with GDP growth of 0.5% g/q through 2020. We estimate the total GDP loss in
2020 was USD1,073bn, or 5.5% lower than what real GDP would have been without
COVID-19.

We are revisingour US growth forecasts higher supported by the big relief package
(biggerthan we anticipated) and because we were simply too pessimisticin our latest
update. Supporting our bright growth outlook is also a much better and faster vaccine
rollout in the US after a slow start. The US nowaims at concluding vaccinations by the
endof May and with springon its way, we expect much higher activity, as restrictions will
be eased gradually from now on before being completely removed. Like in other
countries, we have seen a shift towards goods consumption (away from services) but
we expect to see a reversal, when things normalise. This would definitely lead to a
boost in employment, as employment-heavy service industries have been hit the
hardest.

We also expect residential investments to continue at a high level short-term driven by a
warm housing market although higher interest rates (and substitution back to service
consumption) may start to dampen investments later in the year.

We nowexpect GDP growth of 7.5% this year and 5.3% next year (up from 3.3% and
3.8%0, respectively). We expect US GDP to reach the level in Q4 2019in Q2 21 andwe
expect US GDP to overshoot the old trend path in Q3 21 and stay above it implying
that we do not expect any permanent damages to the economy a year or so from now. On
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US government debt is high even
without taking Biden's new package
and aninfrastructure package into
account
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The great reversal of consumer
patterns
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the contrary, we think the support may undo some of the damages caused by the financial
crisis. We expect quarterly GDP growth to return back to more normal levels in 2022, so
the high growth rate also in 2022 is partly due to overhang (3.5pp). Consensus is lower
forecasting 5.5%this year and 3.8% next year but it seems like many analysts are yet
to take more fiscal stimulusandthe updated vaccination enddate into account.

The question is whether this will lead to an overheating of the economy or not? e
think not. It is good to remember that nothing suggested the economy was overheating
before the pandemic. That said, we will definitely be closer to full capacity meaning
that we also expect higheractual inflation, also because the Fedwill allowinflation to
move higher without offsetting by tightening monetary policy prematurely. We are
seeing high price pressure within manufacturing but we expect it will moderate, as goods
consumption moves back to more normal levels. PCE core inflation will move significantly
higher in coming months but that is mainly transitory due to base effects stemming from
the pandemic last year. We forecast PCE core inflation will mowve close to 2% by year-
end2022.
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Unemployment to drop sharply when
the recovery takes off
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PCE core inflation to move higher
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