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Summary and Major Conclusions: 

 
▪ There appears to be considerable misunderstanding regarding the impact of fiscal 

policy on the domestic economy in the years beyond 2021. Specifically, investor 

concerns over a fiscal cliff in 2022 and 2023 are misplaced. 

  

▪ I believe that the outlook for fiscal policy in 2022 is positive for economic growth, 

despite a sharp decline in COVID-relief spending programs and a plunge in the federal 

budget deficit. The government sector should have a pro-growth influence on the 

economy in 2022 and 2023. 

 

▪ The past 18 months was a period of unprecedented fiscal stimulus, as the federal 

government responded aggressively with massive income-support legislation for 

struggling households, business firms, and unemployed workers.  

 

▪ Federal government transfer payments to the private sector were a cumulative $6 

trillion in 2020 and 2021. However, according to government accounting principles, 

transfer payments are not directly counted in GDP until the funds are spent by 

households and businesses. 

 

▪ A large portion of this $6 trillion in income-support payments in 2020 and 2021, has 

been saved, resulting in excess household savings of more than $2 trillion. This 

stimulus could lift GDP significantly over the next two years when this surplus savings 

is converted into expenditures on goods and services.  

 

▪ President Biden’s $550 billion comprehensive infrastructure bill has strong bipartisan 

support in Congress and is virtually assured of passage before the end of this year.  

Conversely, passing his contentious $3.5 trillion “social infrastructure” bill will be far 

more challenging.  

 

▪ The infrastructure spending package should provide a strong boost to economic growth 

in 2023 and 2024. The economic multiplier effect for direct government purchases of 

goods and services is triple that of government transfer payments.   

 

▪ Excluding these two infrastructure programs, federal government spending is expected 

to decline by a record 20% in 2022. The budget deficit is expected to shrink from 

more than 13% of GDP in 2021 to less than 5% in 2022. These two developments 

are normally viewed as contractionary for the economy. 
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1001317-00196-00           Available for Participant Use 
 

2 

September 27, 2021 

 

▪ The economic reality is far more complex. A focus on these two metrics alone can be 

misleading in estimating the government impact on the economy. Instead, investors 

should focus on the enlarged capacity of households to purchase goods and services 

because of accumulated excess savings.  

 

▪ Passage of a tax bill is virtually assured and likely to take effect in early 2022. The 

provisions would likely include an increase in the corporate tax rate to 25%; (2) An 

increase in the top marginal tax rate on individuals to 39.6%; and (3) An increase in 

the tax rate on long-term capital gains to 25%. 

 

▪ The impact of higher tax rates on economic growth is likely to be modest. The 

cumulative increase in taxes would approximate $1.5 trillion spread over ten years, 

significantly lower than the $2.5 trillion previously envisioned. Higher corporate taxes 

would reduce after-tax profits by 5% to 8% in 2022. 

 

▪ The biggest boost to the economy in 2022 could be from lagged spending derived 

from the massive government transfers in the form of COVID-relief legislation passed in 

2020 and 2021. Although government income-transfer payments have ended, 

spending will benefit from this residual excess household savings.   

 

▪ The underlying fundamentals of the household sector are the healthiest since the 

1990s. But consumer spending has been constrained by three powerful factors: 

Depressed consumer confidence, widespread health concerns over the dangerous Delta 

variant, and supply-chain disruptions.  

 

▪ A reversal in these constraints on households should pave the way for a revival in 

consumer spending. Consumer balance sheets are in the best condition in decades, 

disposable personal income is increasing at a rapid clip, and job openings are 

plentiful. 

 

▪ The surge in the Delta variant has undermined the pace of economic growth for the 

foreseeable future. I have reduced my GDP growth forecast for the second half of this 

year but have raised my forecast for the first half of next year.  

 

▪ Investors must refrain from simply extrapolating current headwinds to growth into the 

indefinite future. An increased pace of vaccinations should allow public health 

conditions to gradually improve, supporting solid growth throughout 2022.  

 

 

 

 

Financial markets continue to send clear signals of investor anxiety over worsening 

prospects for economic growth over the next year: The relentless deterioration in 

public health conditions is causing investors to throttle back growth forecasts and 

adopt a more risk-averse mindset. Many economists are predicting a steady decline in 

GDP growth in coming quarters, while some have adopted an outright stagflation 

outlook.  
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The surge in new cases, hospitalizations, and deaths caused by the Delta variant has 

not ended and will continue to undermine the prospects for economic growth in 

coming months. Investor concerns over the economy have been accentuated by 

uncertainty over fiscal stimulus, which on the surface appears to be fading rapidly. 

This week’s Economic Perspective provides an update on current fiscal policy trends 

and the outlook for 2022 and 2023.  

 

US FISCAL POLICY  

 

Fiscal policy refers to spending and tax legislation approved by Congress and signed 

into law by the president. Federal spending consists of two broad categories: Direct 

consumption of goods and services and transfer payments to individuals and 

households. Total federal outlays comprise roughly 20% of GDP, nearly two-thirds of 

which are transfer payments.  

 

Transfer Payments: The past 18 months was a period of unprecedented fiscal 

stimulus, as the federal government provided massive income support for struggling 

households, business firms, and unemployed workers. Emergency government transfer 

payments to the private sector totaled approximately $6 trillion in 2020 and 2021, in 

the form of direct cash payments to individuals; earned income and child tax credits; 

expanded unemployment compensation; outlays to the small business administration; 

and recovery funds for state and local governments.  

 

Shrinking Budget Deficit: An unwinding of these emergency income-support programs 

in 2022 will result in a steep decline in government spending and shrinkage in the 

federal budget deficit. Based on existing legislation, government transfer payments 

will decline by 20% next year while the budget deficit could decline from more than 

13% of GDP to less than 5% of GDP. In isolation, these declines paint a negative 

picture of the impact of fiscal policy on the economy in 2022 and 2023. 

 

GDP Accounting: However, the economic reality is far more nuanced. According to 

government accounting principles, transfer payments to the private sector are not 

directly counted in GDP until the funds are spent by households and businesses. 

Consumer spending has lagged personal income by a considerable margin over the 

past 18 months, resulting in a spike in the personal savings rate.  

 

▪ Lagged Effect on Consumption: Personal consumption expenditures have also 

been constrained by various extraordinary factors, including the rapid 

deterioration in public health conditions and reduced availability of goods and 

services because of supply bottlenecks. The upshot is that these large infusions 

of cash to individuals in 2020 and 2021 should provide significant firepower for 

consumer spending in 2022, as households draw down surplus savings. 
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State and Local Governments: Spending by state and local (S&L) governments 

comprises 15% of GDP. When added to expenditures by the federal government, S&L 

outlays raise total government spending to approximately 35% of GDP. In contrast to 

the federal government, most of S&L spending is in the form of direct purchases of 

goods and services, rather than transfer payments. The outlook for S&L spending is 

positive over the next several years. S&L finances are remarkably healthy, suggesting 

that states and municipalities will be net contributors to GDP growth over the next two 

years. 

 

Infrastructure Spending: President Biden’s $550 billion comprehensive infrastructure 

bill has strong bipartisan support in Congress. The bill passed the Senate by a wide 

margin and is virtually assured of passage in the House before the end of this year. 

There is a significant lag effect between legislative passage of government investment 

projects and actual expenditures, suggesting that infrastructure spending will have its 

greatest impact in 2023 and 2024. Passage of Biden’s contentious $3.5 trillion 

“social infrastructure” bill will be far more challenging because of a large wedge 

between Democratic and Republican lawmakers.  

 

▪ Multiplier Effect: Aggregate spending, output, and employment will benefit from 

government outlays for roads, bridges, ports, rail, waterways, high-speed 

internet, and power infrastructure. The multiplier for direct government 

purchases of goods and services is a powerful 1.5, compared with only 0.5 for 

transfer payments. This means that direct spending by the federal government 

has three times the impact on the economy in relationship to transfer payments.  

 

Political Climate: The appetite within Congress for large spending programs is 

reaching a saturation point, strongly suggesting that further spending beyond this year 

is highly unlikely, perhaps until 2025. Beyond President Biden’s infrastructure bill — 

which has a high probability of passage along bipartisan lines before yearend — his 

ambitious $3.5 trillion American Families Plan (AFP) will only pass by virtue of a 

partisan reconciliation process, which requires a simple majority in the Senate.  

 

▪ Moderates versus Progressives: Because of some resistance from conservative 

Democrats, most notably Senator Joe Manchin from West Virginia, the bill could 

be trimmed to $2 trillion or less. On balance, I would estimate the probability of 

passage of a watered-down bill at roughly 65%. If passed, the AFP would be the 

most progressive social legislation in decades. 

 

Tax Legislation: Passage of a tax bill is virtually assured and likely to take effect in 

early 2022. The provisions would likely include the following: (1) An increase in the 

corporate tax rate from 21% to 25%; (2) An increase in the top marginal tax rates on 

individuals to 39.6%; and (3) An increase in the tax rate on long-term capital gains to 

25%, up from 20%, for taxpayers with incomes above $5 million.  
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▪ Economic Impact: The impact on economic growth is likely to be modest. The 

cumulative increase in taxes would approximate $1.5 trillion over ten years, 

significantly lower than the $2.5 trillion previously envisioned. Higher corporate 

taxes would reduce after-tax profits by 5% to 8% in 2022. Higher taxes on 

wealthy individuals are unlikely to have a significant impact on consumer 

spending because of the low marginal propensity to consume (MPC) and high 

marginal propensity to save (MPS) among this income group.  

 

WILL CONSUMERS SPEND OR SAVE? 

 

The unprecedented size of federal government transfer payments over the past 18 

months means that households have the firepower to boost spending in coming 

months. The key question for investors is whether this excess savings will be spent or 

saved. Consumer spending has weakened in recent months as new COVID-19 cases 

and hospitalizations have increased exponentially. The Delta variant has impacted the 

economy either directly or indirectly in several ways: 

 

▪ Monthly surveys of confidence reveal a sharp deteriorating trend in the attitudes 

of consumers and businesses toward the economic outlook 

 

▪ Data on social mobility reveal a reduction in travel as mitigation measures are 

instituted and individuals resort to shelter-in-place practices 

 

▪ Partial shutdowns of schools have caused parents to exit the labor market to 

care for children engaged in virtual classes 

 

▪ Severe disruptions to supply chains have reduced the availability of goods for 

purchase, thereby deferring consumer purchases 

 

▪ A spike in the selling prices of certain goods and services has led to selective 

pullback in consumer purchases 

 

Each of these factors should be resolved in coming months. Of greatest importance is 

the path of the Delta variant — aggregate spending, output, investment, and 

employment are unlikely to return to normal until the pandemic is under control. 

Although impossible to predict with any degree of accuracy, the pace of new cases 

and hospitalizations is likely to moderate during the next three to six months. The key 

to the outlook is progress toward vaccination of the US and world populations.  

 

Consumer Sector Fundamentals: The future path of the domestic economy is heavily 

dependent upon consumer spending. In that regard, all key measures of the health of 

the household sector are unambiguously positive. Household debt burdens are at 

multi-decade lows; the accumulation of consumer savings is unprecedented; job 

security should boost consumer confidence once the pandemic begins to fade; and 

incomes are growing at the fastest pace in decades.  
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INVESTMENT CONCLUSIONS 

 

Although fiscal policy will inject less stimulus into the economy in 2022, it will still 

be a positive influence on growth. Because a large portion of COVID-relief cash 

payments to households in 2020 and 2021 has been saved, the true expansionary 

impact of fiscal policy will be pushed into 2022. The bipartisan Biden infrastructure 

program should boost economic growth in 2023 and 2024. Passage of the highly 

partisan American Families Plan is far less certain and would almost certainly be 

watered down significantly if passed. Beyond this year, investors should assume no 

further new fiscal policy initiatives until 2025.     

 

Investors must refrain from simply extrapolating current headwinds to growth into the 

indefinite future. The surge in the Delta variant has undermined the current pace of 

economic growth, but public health conditions should gradually improve. I have 

reduced my GDP growth forecast for the second half of this year but have raised my 

forecast for the first half of next year. It seems reasonable to assume that the shortfall 

in economic growth this year will merely be postponed until next year. If so, a revival 

of economic confidence should be manifested in higher bond yields and relative 

strength in commodities and economically sensitive stock groups. 

 

 

 

 

 

 
 
 
 
 
 
 

 

 

 

 
 

 

 

 

 

 

 

 

 

 

 
 

 

 

 

Robert F. DeLucia, CFA, was formerly Senior 

Economist and Portfolio Manager for Prudential 

Retirement. Prior to that role, he spent 25 years at 

CIGNA Investment Management, most recently serving 

as Chief Economist and Senior Portfolio Manager.  

He currently serves as the Consulting Economist for 

Prudential Retirement. Bob has 48 years of 

investment experience. 



 

1001317-00196-00           Available for Participant Use 
 

7 

September 27, 2021 

 

 

 

 

 

 

 

 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

This material is intended to provide information only. This material is not intended as advice or recommendation about investing or managing your retirement 
savings. By sharing this information, Prudential Retirement® is not acting as your fiduciary as defined by the Department of Labor or otherwise. If you need 
investment advice, please consult with a qualified professional. 
 
The opinions and recommendations herein do not take into account individual client circumstances, objectives, or needs and are not intended as 
recommendations of particular securities, financial instruments or strategies to particular clients or prospects. No determination has been made regarding 
the suitability of any securities, financial instruments or strategies for particular clients or prospects. For any securities or financial instruments mentioned 
herein, the recipient(s) of this report must make its own independent decisions. 
 
Certain information contained herein may constitute “forward-looking statements,” (including observations about markets and industry and regulatory 
trends as of the original date of this document). Due to various risks and uncertainties, actual events or results may differ materially from those reflected or 
contemplated in such forward-looking statements. As a result, you should not rely on such forward-looking statements in making any decisions. No 
representation or warranty is made as to future performance or such forward-looking statements. 
 
The financial indices referenced herein are provided for informational purposes only. You cannot invest directly in an index. The statistical data regarding 
such indices has been obtained from sources believed to be reliable but has not been independently verified. 

Bloomberg Barclays US Aggregate Bond Index: is a broad base, market capitalization-weighted bond market index representing intermediate term 
investment grade bonds traded in the United States. Investors frequently use the index as a stand-in for measuring the performance of the US bond market. 

Dow Jones Industrial Average: is a stock market index that measures the stock performance of 30 large companies listed on stock exchanges in the 

United States. 
 
MSCI World Excluding US Equity Index: is a stock market index comprising of non-U.S. stocks from 23 developed markets and 26 emerging markets. 

The index is calculated with a methodology that focuses on liquidity, investability, and replicability.  
 
NASDAQ: is an American stock exchange at One Liberty Plaza in New York City. It is ranked second on the list of stock exchanges by market capitalization 
of shares traded, behind the New York Stock. 
 
Russell 2000 Index: is a small-cap stock market index of the smallest 2,000 stocks in the Russell 3000 Index. It was started by the Frank Russell 
Company in 1984. The index is maintained by FTSE Russell, a subsidiary of the London Stock Exchange Group. 
 
Russell 3000 Growth Index: is a market capitalization-weighted index based on the Russell 3000 index. The Russell 3000 Growth Index includes 
companies that display signs of above-average growth. The index is used to provide a gauge of the performance of growth stocks in the United States. 
 
Russell 3000 Value Index: : is a market-capitalization weighted equity index maintained by the Russell Investment Group and based on the Russell 3000 
Index, which measures how U.S. stocks in the equity value segment perform by including only value stocks. 
 
S&P 500® Index: Measures the performance of 500 widely held stocks in US equity market. Standard and Poor's chooses member companies for the index 
based on market size, liquidity and industry group representation. Included are the stocks of industrial, financial, utility, and transportation companies. Since 
mid-1989, this composition has been more flexible and the number of issues in each sector has varied. It is market capitalization-weighted. 
 
These materials are not intended as an offer or solicitation with respect to the purchase or sale of any security or other financial 
instrument or any investment management services and should not be used as the basis for any investment decision. Past performance is 
not a guarantee or reliable indicator of future results. 

The information provided is not intended to provide investment advice and should not be construed as an investment recommendation by Prudential 
Financial or any of its subsidiaries.     
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