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The COVID crisis has both raised immediate policy questions and highlighted key
structural relationships in the economy. Inequality has risen, rich households have
cut back spending on services, and firms have been pushed to the brink of exit in the
face of rigid capital operating costs. We develop a model capable of addressing the
roles of inequality and other key features of the pandemic economy. Our results have
general implications for the macroeconomic effects of inequality and fiscal policy,
while also providing guidance on the relative merits of alternative fiscal policies in the
face of COVID restrictions on economic activity.

Our framework implies that rising inequality will drag down GDP, as will any
additional reallocation of spending by rich households away from service sectors in
which low-income households work. In the absence of these developments, the
strongest macroeconomic threat associated with COVID19 is firm exit resulting from
restrictions on the exchange of services and rigid capital costs, a pattern clearly
observed in the data. Our model suggests that the adverse effects may be offset by
transfers to households and firms. Furthermore, we show that transfers to firms on
the margin of exit are particularly effective in countering economic contraction.

Our framework indicates a number of metrics that will be useful to monitor as the
COVID19 crisis evolves. In the absence of rising inequality or reductions in spending
by high-income households, nominal GDP will rebound to a level at or potentially
beyond what it would have been in the absence of COVID. Rising inequality or
reductions in spending by high-income households can mitigate this boom or cause a
prolonged slump. Fiscal stimulus will be especially useful in the event of a slump,
although its effect per dollar spent is decreasing in inequality. The other important
metric is the prices of firms’ operating capital, especially for firms that have large fixed
operating costs relative to revenues and for multiproduct firms. Downward
adjustment of capital prices can mitigate large restriction multipliers.

(Alan J. Auerbach, Yuriy Gorodnichenko and Daniel Murphy, Inequality,
Fiscal Policy and COVID19 Restrictions in a Demand-Determined Economy,
National Bureau of Economic Research Working Papers No.27366, 2020)
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