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Trump vs Clinton: Polarization & uncertainty

Economist The impact of Mr. Trump’s policy proposals would range from a modest

slowdown in economic activity to a recession within the first 18 months
of his presidency - significantly weaker than his recent statement of
Head of US Macroeconomics reaching 3.5% growth over the next decade. Under Mrs. Clinton, the
+1 646 503 3055 economic impact would range from neutral to a modest positive boost.

Gregory Daco

Income polarization is an important factor behind the increasingly populist
stance of the US electorate, and populist movements need not win elections
to see their ideas triumph.

Every presidential election tends to generate a certain amount of uncertainty.
However, the 2016 race is characterized by a particularly high degree of
uncertainty — with both elevated ex-ante uncertainty (the “who”) and
tremendous ex-post uncertainty (the “what”).

In terms of ex-post uncertainty, a “trial and error” presidency whereby Mr.
Trump would implement policies regardless of advice from his Cabinet and
subsequently reverse course would be an important risk.

Four key factors would explain diverging economic trajectories under a Trump
and Clinton presidency: fiscal, trade and immigration policy and confidence.

On the fiscal front, the fiscal multiplier from increased government spending
under Mrs. Clinton would be greater than that of the tax cuts for high income
earners under Mr. Trump.

On trade, Mr. Trump’s aggressive protectionist stance would hurt the economy
much more than under a “neutral” Clinton stance.

The anti-immigration stance under Mr. Trump as well as increased ex-post
uncertainty would further weigh on the economy.
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Mrs. Clinton holds
onto a small lead
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Income polarization
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With Election Day less than two months away, the latest polls favor Hillary Clinton in the
race to the White House. However, the slow trickle of emails stemming from the FBI's
investigation into Mrs. Clinton’s use of a private server to handle classified information,
combined with recent health concerns have reduced her lead since early August. The
Real Clear Politics poll of polls now shows Mrs. Clinton with 41% of voting intentions and
Mr. Trump with 40.3% in a four party contest (with the most recent CBS News/New York
Times survey showing them in a virtual tie). Further, if the past twelve months have taught
us anything, it is that we shouldn’t under-estimate Mr. Trump’s ability to bounce back from
gaffes, and that early survey readings may not always be the best guide to vote results
(Brexit is perhaps the best such example).
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While some may be questioning the underlying factors that have led voters into a more
populist stance — both on the right and the left — we would argue that income polarization
is probably an essential part of the puzzle. Indeed, while the latest Census Bureau report
showed the largest one year gain in inflation-adjusted median household income on
record (since 1967), we continue to observe a significant polarization in the US — the top
5% of income earners taking a fifth of the overall income pie and the bottom 40% of
income earners taking only a tenth of it. We believe that this phenomenon has and will
continue to play an important role in driving the electorate. And, perhaps more importantly
than is commonly believed, history shows that populist movements do not necessarily
need to win elections to see their ideas triumph.

Income polarization on the
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Ex-ante and ex-post
uncertainty collide
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Every presidential election tends to generate a certain amount of uncertainty. However,
the 2016 race is characterized by a particularly high degree of uncertainty — with both
elevated ex-ante uncertainty and tremendous ex-post uncertainty. The ex-ante component
relates to the “who will win” the primaries and now the election; the ex-post relates to the
“what policies” will the candidates implement.

The ex-ante uncertainty was quite high for the Republican Party during the Primaries
with 17 candidates in the running. To be sure, not many expected that the flamboyant
Donald Trump, with virtually no policy experience or expertise, would emerge victorious in
the race. But, there was also a decent amount of uncertainty on the Democratic side with
Bernie Sanders given Hillary Clinton a solid run. While in the end Mrs. Clinton prevailed,
Mr. Sanders’ populist message forced her to move to the left on some of her previously
stated views. Although the primaries now seem a distant memory, the ex-ante uncertainty
has not dissipated given that the race between Mrs. Clinton and Mr. Trump appears quite
close.

The ex-post uncertainty also appears to be higher than usual during election cycles for
three reasons: the two candidates have extremely divergent policy proposals; there are
substantial questions surrounding the feasibility of some of Mr. Trump’s policy proposals;
and frequent revisions of Mr. Trump’s proposals give the impression that he could very
well be a “trial and error” president deciding to implement and subsequently deciding
against them if they don’t work out.
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With extensive academic research showing that uncertainty causes businesses to delay
investment, hurts employment in policy-sensitive sectors, causes households to restrain
spending and puts upward pressure on interest rates, we believe the upcoming elections
cycle is currently weighing on economic activity, and will continue to do so into 2017. A
recent survey of business economists conducted by the National Association for Business
Economics recently confirmed this with more than 60% of panellists saying the uncertainty
was hurting the economy.

Beyond the uncertainty though, the actual policies put in place by the respective
candidates will have the greatest bearing on the economy. Having done extensive
research on Mr. Trump and Mrs. Clinton’s policy proposals for taxes, spending, wages,
immigration and trade and their impact on the economy and financial markets, we offer a
side-by-side comparison.
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Here below we provide a succinct comparisons of the respective proposals.

I T S

Taxes Initially -$9 trillion (40% for top 1% income)  Raise +$1.1 tn (90% on top 5% income)
Reduced to $4 tn; Watered down $1tn? * 4% surcharge on AGI >$5mil
Collapse tax brackets (12-25-33%) * 30% min on AGI >1mil
Repeal AMT *  Limitdeductions
Reduce corporate tax rate to 15% * Increase capital gains
Spending Against cuts to Medicare, Social Security &  Spend ~+%$1.5 tn:
Medicaid; vowed to +defense spend & »  New college compact (free access)
childcare assist but no details *+  Expand early childhood edu

Assume 75%-100% revenue loss is offset el (T T

Deficit Static increase if 75% spending cut Static increase by 1.5% of GDP

Dynamic increase (less growth) Dynamic decrease 0.2% 2020 (+ growth)
Trade 45% & 35% tariffs on China and Mexico Shift to the left during primaries (TPP)

- Dialed back to 15% and 10%? = DNC platform evasive (LT protectionismrisk )
|mmig ration 600,000 illegals deported/year Immigration reform +600,000/year
Min wage No concrete proposal Increase to $15/hour ($1 per year?)

Dynamic versus static deficits. Under Mr. Trump’s initial proposal of reducing taxes by
more than $9 trillion over the next decade, the federal deficit would increase by 4.6
percentage point (pp) of GDP in 2020 (from 3.3% in the baseline to 7.9%). Speaking at
the Economic Club of New York, Mr. Trump recently suggested reducing the overall tax
cuts to $4.4 trillion. Since we believe this type of proposal wouldn’t pass Congress, we
examined a more realistic variation including a tax reduction worth $1 trillion over the next
decade. Assuming 75% of the government revenue loss would be offset by back-loaded
government spending cuts (in the central Trump scenario), the plan would increase the
deficit by 1.5pp of GDP to 4.8% in 2020. Under a budget neutral proposal (with front
loaded government spending cuts in the Trump Adverse scenario), the effect on the static
deficit would by definition be neutral. However, we estimate that the dynamic effects of his
proposals — incorporating lower economic activity stemming from the important
government spending cuts as well as higher tariffs and a strict anti-immigration stance —
would lead to a widening the deficit of 1.3pp (i.e. the federal deficit would reach 4.6% of
GDP in 2020 compared with 3.3% in the baseline). Mrs. Clinton’s tax and spending
proposals meanwhile would lead to a static increase of the deficit worth around 1.5pp of
GDP (to 4.8% of GDP). However, factoring in stronger economic activity from increased
government spending and immigration, her proposal would actually lead to a modest
0.2pp dynamic reduction in the budget deficit by the end of 2020 (to 3.1% of GDP).

Economy in 2020

Deficit static 3.3 4.8 4.8 33
Deficit w/ dynamic effects 3.1 43 4.6
The tax paradox. On the face of it, traditional economic text books would indicate that Mr.
Trump’s stated desire to lower taxes would boost private sector activity, and Mrs. Clinton’s
plan to raise taxes would lower private sector incentives to spend. However, the skewed
nature of both tax plans, and the related government spending proposals (as stated or
estimated) would actually lead to the opposite economic effects. For example, the Tax
Policy Center’s has shown that Mr. Trump’s plan is heavily skewed towards high income

earners: the top 0.1 percent of households would receive nearly 20% of the tax cuts while
the top 1 percent would receive nearly 40% of the tax cuts. One would expect a tax cut
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predominantly focused on higher income individuals to generate less of a boost to
consumer spending than an otherwise targeted tax cut for lower income families.
Meanwhile, Mrs. Clinton’s plan would generate $1.1 trillion over the next decade through
higher taxes. However, about three quarter of the revenue gains would emanate from
higher individual income taxes while the remaining 25% would be split almost evenly
between increased estate and corporate tax revenues — thus lessening the negative
externality on private spending.

The importance of fiscal multipliers — spending. While Mrs. Clinton has put forth a
fairly detailed $1.5 trillion spending proposals ranging from free college access for low
income families to increased infrastructure outlays, we have received very little details on
Mr. Trump’s plan. He has stated his desire to protect Medicare, Social Security and
Medicaid and vowed to increase defense spending, infrastructure outlays and childcare
assistance but details are lacking. Our general take however is that in order to offset the
impact of the Mr. Trump’s tax cuts, there would need to be substantial accompanying
spending cuts which would hurt growth with a larger fiscal multiplier than his tax
reductions for high income earners. Conversely, the fiscal multiplier on economic activity
from Mrs. Clinton’s spending plan would be greater than that of her tax increase on high
income earners.

More protectionism on both sides, but greater risk from Trump. Interestingly, both
candidates have (voluntarily or not) embraced a more protectionist stance over the past
few months. Mr. Trump’s has been the most vocal, stating his desire to impose trade
tariffs of 45% on China and 35% on Mexico and perhaps reconsider NAFTA. With the
Super 301 section of the 1974 Trade Act giving the “President the authority to retaliate
(with selected protection) against any country found to maintain unfair, unreasonable, or
discriminatory practices that restrict US exports to their markets,” the risk would be a
broader trade war with increased protectionism having dire economic consequences for
the US (and the global economy). In our central Trump scenario, we would expect these
tariffs to be dialled back and imposed only temporarily (once the negative economic
impact is observed) with a lesser but still significant negative economic impact.
Meanwhile, in a surprising move to the left, Hillary Clinton has also adopted a more
protectionist stance, criticizing the Tran-Pacific Partnership (that she had previously
supported) — reflecting how populist movements (even if unelected as in the case of
Bernie Sanders) can influence policy making. Importantly though, we note that the DNC
platform has remained quite evasive on the subject of trade and therefore assumed no
changes in trade policy in the Clinton scenario. This represents a significant divergence
between the two candidates’ economic plans.

Immigration inflow or outflow. Mr. Trump’s proposals on immigration include the build-
up of a wall along the Mexican border and increased deportation of illegal immigrants. In
our scenarios, we examined the impact of deporting 600,000 illegal immigrants per year
(estimated to be 50% higher than the maximum achieved under the Obama
administration) and deporting 1.4 million immigrants per year (in line with a stated goal of
11.3million over two terms. The impact of these proposals would be quite dramatic for an
already rapidly aging US labor force: we would expect weaker growth in the near-term as
well as in the long-run. Meanwhile, Mrs. Clinton’s proposal to create a path to citizenship
for 600,000 illegal immigrants a year would be expected to boost activity in the near term,
and increases the economy’s potential growth rate by preventing an accelerated
slowdown in the labor force.
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recession under Mr.
Trump while neutral
to modest boost
under Mrs. Clinton
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Minimum wage battles. On the minimum wage front, the lines are less clear. Mr. Trump
initially resisted any changed to the federal minimum wage, but has since show some
desire to increase it — although he has yet to put forth a concrete proposal in terms of
target and timing. Mrs. Clinton has also been evasive, proposing to increase the federal
minimum wage to $15 per hour “over time”. We assume that means at a pace of one
dollar a year. This increase in labor cost would likely lead to higher consumer price
inflation and attempts by businesses to substitute labor — hence weighing on private
sector outlays — but since 30 million individuals would see an increase in their wages this
would provide some offsets.

Confidence and market perceptions. The final important divergence between both
candidates has to do with psyche and confidence. Under our Trump adverse scenario, we
assume a more significant negative confidence shock as ex-post uncertainty remains
elevated and private sector actors retrench. The adverse domestic confidence shock
would likely be accompanied by global concerns and increased market turbulence. In this
environment, there would likely be opportunities to “buy the dip” for the non-risk adverse
investors, but timing would be key. In particular, the risk of a “trial and error” approach to
policy making would be high. In our central Trump scenario, the confidence impact at
home and abroad would be more modest, with much less of a stock market correction and
less capital inflows into safe-haven assets. Meanwhile, a Clinton victory would likely lead
to a very short-lived positive confidence shock indicating global market relief and much
reduced ex-post uncertainty.

Analyzing Mr. Trump and Mrs. Clinton’s economic policy proposals, we find that the
economic impact of implementing Mr. Trump’s proposals would range from a modest
slowdown in economic activity to a recession within the first eighteen months of his
presidency. Under Mrs. Clinton’s proposed policies, we would observe a modest positive
boost to economic activity. Our baseline scenario meanwhile represents a negotiated
agreement between Mrs. Clinton and a split Congress and assumes a continuation of
current policies with spending caps.

Economy in 2017

GDP 2.3 2.9 1.9 14
Consumer spending 2.6 2.7 2.1 1.7
Business investment 2.8 3.6 2.2 0.8
Federal government outlays -0.5 3.1 -0.7 -1.5
Employment 1.1 1.3 0.9 0.7
Unemployment rate, level 4.6 4.5 4.7 4.8
CPl inflation 2.2 2.4 2.2 2.1
Federal funds rate, EOP 1.1% 1.2% 0.8% 0.4%
10Yr Treasury yield, EOP 2.4% 2.8% 2.1% 1.8%

* calculations based on annual averages

Economy by 2020

GDP 0.7 -0.9 -4.6
Employment, thousands 290 -900 -3,600
S&P 500 3.4 -5.9 -21.6
Federal funds rate, EOP level 2.8% 3.1% 2.5% 0.1%
10Yr Treasury yield, EOP level 3.6% 3.9% 3.3% 1.7%

* calculations based on annual averages
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