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Three Major Structural Problems

In recent reports we have identified three main structural impediments to a robust,
sustainable recovery:

1 high income inequality

2 weak net-export demand

3 the fiscal conservatism

Michalis Nikiforos “America First,” Fiscal Policy, and Financial Stability 2 / 19



Three Major Structural Problems

If an economy faces weak net-export demand and at the same time there is a
restrictive fiscal policy, economic growth becomes dependent on rising private
borrowing

Growth is the result of a spectacular rise in private expenditure relative to income
and thus an increase in the debt to income ratio of the private sector

Because of rising inequality this increase in the debt-to-income ratio falls unevenly
on households at the bottom of the distribution.

This process is facilitated by asset inflation; the “Main St” is at the mercy of the
Wall St to an unusual extent.
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Baseline Scenario

Builds on the CBO’s The Budget and Economic Outlook: 2017–2027 (June 2017
update)

Examines the conditions necessary for these projections to materialize.

Assumptions as neutral as possible (e.g. US trading partners growth and inflation
rates as projected by the IMF WEO, FED rate according to the median projection of
the FOMC etc.)

“Business As Usual” Scenario (pressures on foreign sector)
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Tax Cuts and Jobs Act
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Tax Cuts and Jobs Act
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What happens to investment?

Supporters of the law have emphasized the major boost in investment

Higher cash flows provide internal funds for new investment, boost firms’ expectations
of future profitability.

A central macroeconomic stylized fact of the last decades has been the gradual
decoupling of investment from cash flows.

Example

Tax holiday in the 2004 American Jobs Creation Act

Move toward a territorial US tax system: disincentive for US firms to increase their
domestic investment

Corporate tax cuts in the United States are imitated by the other major economies
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Tax Cuts and Jobs Act
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Tax Cuts and Jobs Act
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A Public Infrastructure Plan
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A Public Infrastructure Plan
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Fiscal Expenditure

Bipartisan Budget Act of 2018 & Consolidated Appropriations Act, 2018 (omnibus
bill)

Raise the caps on discretionary spending for the 2018 and 2019 fiscal years by $143
and $153 billion
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BBA & Omnibus
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Financial Markets
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Financial Markets
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Scenario 4

Coupled with

1 Elevated indebtedness of households and firms

2 Increase in the size of the shadow-banking sector

3 Increasing interest rates and unwinding of QE

Scenario 4:

Stock market falls in the second half of 2018 and the first half of 2019, then stabilizes
for the rest of the projection period

The S&P 500 Index falls to around 1800 by the second quarter of 2018—still above
its precrisis levels in 2000 and 2007

The fall in the stock market induces a second round of deleveraging lasting from the
end of 2017 to the end of the projection period.
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Tarrifs

Tariffs on steel and aluminum and Chinese products

Political motivation

Unlikely to have significant results:

1 Global Value Chains: Bilateral trade deficit with China reflects to a large extent the
role of China as world’s assembly line (overall and not bilateral deficits matter most)

2 Possibility of retaliation (likely to be very painful for some sectors)

G.W. Bush tariffs of 2002

Contradiction with move to territorial tax system
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Conclusion

Fiscal expansion will have some significant positive short run results

Inequality will increase

Trade policy unlikely to solve the weak net export demand

Likelihood of reversal to fiscal orthodoxy

Recovery is threatened by the fragility of the financial markets

Echoes of early 2000s
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