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5. Economic impact of Trump’s policies

During the presidential election, the then-president-candidate Donald Trump proposed various plans aiming to boost the
U.S. economy to a state of high economic growth, high labor participation rate, low unemployment, and reduced trade
deficits. Specifically, those plans asked for increasing infrastructure spending and protectionist trade policies. As outsiders
to Washington politics, President Trump and his economic counselors view the U.S. economy in a perspective that seems
extremely different from other veteran policymakers. Therefore, the interpretation of his policy proposals is often subject to
remarkable uncertainty and ambiguity.

In this section, our goal regarding the analysis of today’s economic policies is two-fold. First, we try to use dynamic
stochastic general-equilibrium (DSGE) models as a tool to analyze the implications of the policies under the Trump
government. The tractability of DSGE models is a desirable feature that enables us to eliminate as much ambiguity as
possible. Second, based on the estimates from the DSGE model, we attempt to shed light on the consequences of certain
economic proposals and provide an anchor to further policy discussions. For this purpose, our benchmark model is the
Federal Reserve’s Estimated Dynamic Optimization (EDO) Model, which features the latest parameterization and desirable
specifications on economic structures and exogenous shocks. In the rest of this section, we will utilize the EDO model and
discuss two economic policies that are frequently brought up by the Trump administration.

Infrastructure spending

Using fiscal policy to stimulate the economy has a long history since Keynes’s General Theory permanently changed the
landscape of economics. However, mainstream opinions toward its effectiveness have swung significantly during the last
six decades. In 1961, the Kennedy government managed to increase defense expenditure dramatically, and the subsequent
strong economic growth convinced policymakers that discretionary fiscal policies combined with expansionary monetary
policies were the key to a prosperous economy. However, upon repeated usage in the next two decades, this stimulative
recipe, which is essentially an instrument to boost aggregate demand, reached its limit. A series of disastrous recessions with
high inflation and unemployment in the 1970s put the discretionary fiscal policy under scrutiny (Lucas and Sargent, 1981). As
thoughts on fiscal policies evolve, most macro economists tended to agree that “discretionary fiscal policy has not contributed
to economic stability and may have actually been destabilizing at particular times in the past,” and “monetary policy is the
superior tool for macroeconomic stabilization.”(Feldstein, 2002) In fact, Solow (2004) effectively summarized such change of
political and intellectual landscape stating that “serious discussion of fiscal policy has almost disappeared.”

The slow recovery from the Great Recession, however, urges economists and policymakers to explore more options to jumpstart
the economy and reconsider the role of the fiscal policy. As the “Make America Great Again” slogan and a series of speeches
reveal, President Trump and his economic advisors have looked into the past, and shown strong interests in discretionary fiscal
policies such as expanding the defense budget and infrastructure investment. According to the “Rebuild America’s Infrastructure”
plan released by the White House," the President “has dedicated $200 billion in his budget for infrastructure.”

1: https://www.whitehouse.gov/blog/2017/06/08/president-trumps-plan-rebuild-americas-infrastructure
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Although fiscal policy is still being negotiated, the proposed magnitude of the infrastructure plan should not be considered
as completely irrelevant. Even if $200bn in investment may seem overly aggressive, it can still help us to estimate the
largest possible economic impact from the fiscal stimulus. Therefore, in this section, we assume that the President
convinces lawmakers and Congress approves a budget with $200bn dedicated to infrastructure. We further assume that
the extra expenditure will be spent in eight quarters at steady growth rates. Figures 5.1 — 5.4 show the effects of such fiscal
stimulus according to the EDO model.

Figure 5.1 Impulse responses: government expenditure Figure 5.2 Impulse responses: government expenditure
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Figure 5.3 Impulse responses: government expenditure Figure 5.4 Impulse responses: government expenditure
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As we can see from the figures, the $200bn infrastructure investment can boost real GDP growth by 0.8% at the peak.
However, the positive effect will quickly converge to zero when the fiscal stimulus program ends at the eighth quarter. The
temporary effect is consistent with the experience from the 1960’s in which fiscal stimulus only has a short-term effect and
should not be used as a cure for structural problems. Moreover, the EDO model also helps to estimate the “crowd out”
effect on private consumption and investment. The negative impact on their short-term growth rates is significant.
Additionally, the estimated effect on inflation is also consistent with existing literature. As Dupor and Li (2015) summarize,
the fiscal stimulus will have little impact on the price level.

Protectionist trade policies

International trade has been one of the key issues in President Trump’s political agenda. In our previous discussions, we
have examined the effect of Trump’s speeches® and stylized facts of the trade balance. In this section, we try to shed light
on potential trade policies and how they would influence the economy.

Although the Trump government has had talks with leaders of other countries on trade issues, under the current rules on
trade negotiations, the change of trade policies would require the collaboration of different bodies of the government. Given
the highly complicated input-output structure of the U.S. economy and its sheer importance in the global economy, any
trade reform would require a lengthy process of deliberation and negotiation. For example, the House Republicans’ border-
adjustment tax (BAT) plan has been widely criticized for generating “unintended consequences” and thus is not expected to
pass the legislation.

On the other hand, even though the BAT plan could be axed, the President can still use other ways to impose trade barriers
that increase the costs of foreign goods and protect domestic manufacturers. For example, the investigation on imported
steels is widely expected to results in higher import tariffs. As the government also plans to investigate other imports such
as sugar and lumber, higher costs of international trade seem inevitable for the U.S.

The rising cost of international trade will have adverse effects on the economy. First, trade barriers will introduce market
frictions and thus increase price markups of affected goods. Second, higher costs of international trade will also cause
structural changes in the globally integrated supply chain, which reduce productivity. Given the highly complex input-output
structure of the U.S. economy, we assume that more trade barriers will increase the markups of capital goods and
consumption goods by one tenth of their standard deviation, and decrease the economy-wide productivity by one tenth of
their standard deviation. The results are in Figures 5.5 to 5.8.

2: https://www.bbvaresearch.com/en/publicaciones/u-s-big-data-analysis-trump-effect-on-trade-narratives/
3: https://www.bbvaresearch.com/en/publicaciones/u-s-the-trade-deficit-dont-fear-the-beast/
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Figure 5.5 Impulse responses: trade policy shock (%)
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Figure 5.7 Impulse responses: trade policy shock (%)
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Based on estimates from EDO, protectionist trade policies will increase the price markups in the economy, and their effect
will be transitory and mostly disappear after two years. On the other hand, the loss of productivity caused by trade barriers
will have a dominant and permanent effect on economic variables. This estimate is consistent with the theoretical and
empirical literature on openness and productivity growth. That is, when trade barriers increase, the productivity will fall
either because the less competitive firms can remain in the market (Melitz, 2003), or because cheaper imported
intermediate goods would become unavailable for domestic firms (Goldberg et al., 2010). Since productivity growth is

Figure 5.6 Impulse responses: trade policy shock (%)
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Figure 5.8 Impulse responses: trade policy shock (%)
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incremental, the negative productivity shock will permanently damage the economy.
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The mediocre economic growth since the end of the recession has been challenging economists and policymakers in both
theory and practice. As many economists have suggested, headwinds are more likely to be secular than temporary.
Moreover, the key to achieving the goal of 3% growth is to provide a strong boost to productivity, and such increase would
require a policy package that aggressively incentivizes private investment (Cogan et al., 2017). According to our estimation,
the implementation of the president’s agenda will have mixed effects on the economy. Increasing infrastructure spending by
itself can only provide short-run stimulus at the cost of crowding out private investment. On the other hand, a well-thought-
out plan that includes higher infrastructure spending could boost long-term productivity, and generate larger benefits than
what our model predicts. Furthermore, although renegotiating out-of-date trade agreements can eliminate frictions and
make the market more competitive, using protectionist policies as leverage would risk weakening productivity growth and
inflicting permanent damages to the economy.
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DISCLAIMER

This document and the information, opinions, estimates and recommendations expressed herein, have been prepared by Banco Bilbao Vizcaya
Argentaria, S.A. (hereinafter called “BBVA”) to provide its customers with general information regarding the date of issue of the report and are subject to
changes without prior notice. BBVA is not liable for giving notice of such changes or for updating the contents hereof.
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considered to be reliable. However, such information has not been independently verified by BBVA and therefore no warranty, either express or implicit, is
given regarding its accuracy, integrity or correctness. BBVA accepts no liability of any type for any direct or indirect losses arising from the use of the
document or its contents. Investors should note that the past performance of securities or instruments or the historical results of investments do not
guarantee future performance.

The market prices of securities or instruments or the results of investments could fluctuate against the interests of investors. Investors should
be aware that they could even face a loss of their investment. Transactions in futures, options and securities or high-yield securities can
involve high risks and are not appropriate for every investor. Indeed, in the case of some investments, the potential losses may exceed the
amount of initial investment and, in such circumstances, investors may be required to pay more money to support those losses. Thus, before
undertaking any transaction with these instruments, investors should be aware of their operation, as well as the rights, liabilities and risks
implied by the same and the underlying stocks. Investors should also be aware that secondary markets for the said instruments may be limited
or even not exist.

BBVA or any of its affiliates, as well as their respective executives and employees, may have a position in any of the securities or instruments referred to,
directly or indirectly, in this document, or in any other related thereto; they may trade for their own account or for third-party account in those securities,
provide consulting or other services to the issuer of the aforementioned securities or instruments or to companies related thereto or to their shareholders,
executives or employees, or may have interests or perform transactions in those securities or instruments or related investments before or after the
publication of this report, to the extent permitted by the applicable law.

BBVA or any of its affiliates” salespeople, traders, and other professionals may provide oral or written market commentary or trading strategies to its
clients that reflect opinions that are contrary to the opinions expressed herein. Furthermore, BBVA or any of its affiliates’ proprietary trading and investing
businesses may make investment decisions that are inconsistent with the recommendations expressed herein. No part of this document may be (i) copied,
photocopied or duplicated by any other form or means (ii) redistributed or (iii) quoted, without the prior written consent of BBVA. No part of this report may
be copied, conveyed, distributed or furnished to any person or entity in any country (or persons or entities in the same) in which its distribution is prohibited
by law. Failure to comply with these restrictions may breach the laws of the relevant jurisdiction.

In the United Kingdom, this document is directed only at persons who (i) have professional experience in matters relating to investments falling within
article 19(5) of the financial services and markets act 2000 (financial promotion) order 2005 (as amended, the “financial promotion order”), (ii) are persons
falling within article 49(2) (a) to (d) (“high net worth companies, unincorporated associations, etc.”) Of the financial promotion order, or (iii) are persons to
whom an invitation or inducement to engage in investment activity (within the meaning of section 21 of the financial services and markets act 2000) may
otherwise lawfully be communicated (all such persons together being referred to as “relevant persons”). This document is directed only at relevant persons
and must not be acted on or relied on by persons who are not relevant persons. Any investment or investment activity to which this document relates is
available only to relevant persons and will be engaged in only with relevant persons. The remuneration system concerning the analyst/s author/s of this
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specific transaction in investment banking.

BBVA is not a member of the FINRA and is not subject to the rules of disclosure affecting such members.

“BBVA is subject to the BBVA Group Code of Conduct for Security Market Operations which, among other regulations, includes rules to
prevent and avoid conflicts of interests with the ratings given, including information barriers. The BBVA Group Code of Conduct for Security
Market Operations is available for reference at the following web site: www.bbva.com / Corporate Governance”.

BBVA, S.A. is a bank supervised by the Bank of Spain and by Spain’s Stock Exchange Commission (CNMV), registered with the Bank of Spain
with number 0182.
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