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GLOBAL & REGIONAL FOCUS NOTES

Trump: Strategies of Tension
An assessment of the economic impact of the president elect’s policy proposals

e Trump in stronger position than at start of first term in 2017

e Markets currently betting on higher US inflation and Fed interest rate path

e Has proposed a more protectionist trade policy, closely associated with the “America
First” agenda

e Promised stricter immigration policy, to protect American jobs, reduce illegal immigra-
tion, and strengthen national security

e President-elect has proposed a more expansionary fiscal policy; seen as a boost to
GDP growth, while concerns about US long-term fiscal sustainability might intensify

e Wants European countries to take on more responsibility for Ukraine defence, raise
their own defence spending

e Rollback of environmental regulation could lead to more oil and gas production

Introduction

The immediate focus after Donald Trump assumes the US presidency for a second time on 20 January
2025 will probably be on immigration, having promised during the election campaign that he will carry out
mass deportations of undocumented workers, one of several Trump policies that will have deep macroe-
conomic impacts for the US and the world. His tariff policy, closely associated with the “America First”
agenda, could be even more consequential on a global scale, potentially increasing trade protectionism if

he follows through on his campaign pledges.

Whether he does follow through is the big question that hangs over this transition period. If he wants to,
he will. Trump is in a much stronger position than he was when he first won office in 2016 — the Republican
party controls all three levers of government after their election sweep meant they also flipped the Senate
while retaining the House of Representatives; he has consolidated his grip over the party to the point where
he is now in a position where he can staff all key positions in his administration with MAGA loyalists; and

he has the added legitimacy of winning the popular vote, something that eluded him in 2016.
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However, Trump’s style of governance during his first term also led to the common observation that the
things he says should be “taken seriously, but not literally”.! This could be particularly relevant when it comes
to trade policy, where the president elect’s transactional approach suggests there might be off ramps for

an extreme scenario to be averted.

In any case, below is an outline of the key aspects of Trump’s proposed policy agenda that could have
implications for both the US and the global economy. If we do take his proposals literally, several of these
point to inflation reaccelerating — although this could be partially offset by downward pressure on oil prices
— and a higher path from the Federal Reserve for US interest rates. In addition, promises for deregulation
in several sectors could support growth and push prices down by reducing compliance cost. Those factors
explain the “Trump trade” currently favoured by markets, which is driving up the USD and US equities while

pushing down Treasuries and other countries’ equities.

Trade Policy and Protectionism

As president, Trump will have considerable authority to modify trade policy unilaterally using existing pow-
ers granted by various statutes, which enable such actions without the need for Congressional approval.
His return to the presidency could see an intensification of the trade war between the US and its trading
partners, reshaping global supply chains in favour of US domestic production. He has proposed raising
tariffs on Chinese goods from 25% currently to at least 60%, along with implementing tariffs of 10% to 20%
on imports from all other countries. In response to this threat, several of the US’s trading partners might
seek to negotiate concessions to ease tensions. However, if these efforts are rejected, retaliatory measures

are likely to follow.

The imposition of higher tariffs could be seen as a policy shock, potentially leading to temporarily higher
inflation, and lower output both in the US and globally. In the medium to long term, the impact would
depend on how these policies distort resource allocation, as well as the degree to which trade policy un-

certainty and strained relations with trading
The US runs a bilateral trade deficit with nearly

partners influence business and consumer confi- all major trading partners
dence. However, as seen during the first Trump
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pecially vulnerable.? A recent study by a German

economic institute estimated that in a scenario Source: BEA, Eurobank Research

'This is a phrase that first appeared in an article for The Atlantic to contrast the way his supporters and the media interpreted
his comments — the quote being “the press takes him literally, but not seriously; his supporters take him seriously, but not
literally” — and was quickly taken up by allies including Peter Thiel. https://www.theatlantic.com/politics/ar-
chive/2016/09/trump-makes-his-case-in-pittsburgh/501335/

2 Those countries where exports to the US account for more 10% of the total include China, Canada, Mexico, Germany, Indiq,
South Korea, Japan and Vietnam.
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where the US increases tariffs on Chinese goods to an average 60% and imposes a 10% tariff on imports
from all other economies, with China retaliating by increasing its tariffs on US imports to 40%, global GDP
could fall by 0.6% in 2025 relative to its baseline, and by around 1% annually in 2026-2028.3 The same
study also estimates that US GDP could drop by 1.1% in 2025 relative to the baseline scenario, with annual
reductions ranging from 0.06% to 1.4% between 2026-2028, depending on the extent of retaliation. For
Germany, the projected GDP impact is a decrease of 0.3% in 2025 and a potential annual decline of 0.9%
to 1.4% in 2026-2028. A more protectionist trade policy is closely associated with the “America First”
agenda, which emphasizes bringing production back to the US, especially in industries that have been
adversely impacted by globalization and outsourcing. This shift aims to boost domestic manufacturing
output, create new jobs, raise real disposable income and stimulate GDP growth, all of which would gen-
erate additional government revenue. By increasing the production and consumption of US-made goods,
the policy could also help reduce the US trade deficit and lessen the country's reliance on foreign nations,
providing greater resilience against potential supply chain disruptions. For US trading partners, higher tar-
iffs may initially cause economic challenges, but
over time, they could lead to positive outcomes. In The US has lower tariff rates on average com-
response to more US protectionism, vulnerable pared to several trading partners
countries may seek new trading partners or 2023 Simple Average MFN applied rate % (all products)
strengthen existing trade agreements (such as the 170 .
CPTPP and RCEP), which could bolster their supply *
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job creation.

Immigration Policy

Trump called during the election campaign for stricter immigration policy, including large-scale deporta-
tions of undocumented workers, ending birthright citizenship, and expanding the US-Mexico border wall.
The president elect argued that these measures were necessary to protect American jobs, reduce illegal
immigration, and strengthen national security. According to data from the U.S. Census Bureau, the foreign-
born population in the US has grown considerably in both size and share of the population in recent years.
In 2022, foreign-born individuals made up 13.9% of the US population (46.2mn), up from 12.9% (40mn) in
2010. The same data shows that net international migration peaked at 3.3mn in 2023, driven in part by an
increase in asylum seekers and refugees who were granted work permits while awaiting court hearings, a
pace roughly three times higher than the annual flow during the 2010s. A reduction in migration flows could

have negative economic consequences, potentially slowing economic growth and even fuelling inflation as

3 IW. What if Trump is re-elected? Trade policy implications, March 2024, https://www.iwkoeln.de/en/studies/thomas-obst-
juergen-matthes-samina-sultan-what-if-trump-is-re-elected.html. This study is indicative out of many such examples con-
ducted by multilateral organization and think tanks
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reduced labour supply in key sectors could lead to
. . L . Undocumented immigrants are estimated at
wage increases, particularly in industries that rely around 11mn, mainly coming from Mexico

heavily on immigrant workers. However, recent polls
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services. At the same time, the presence of undocu-
mented immigrants has raised issues related to

crime, national security, and border control, particularly in regions with high numbers of border crossings.

Fiscal policy
Trump has proposed extending the individual tax cuts from the 2017 Tax Cuts and Jobs Act (TCJA), which
are set to expire in late 2025 (the TCJA lowered the corporate tax rate from 35% to 21% and introduced
significant cuts to personal taxes). He has also called for a further reduction in the corporate tax rate to
15%. Additionally, the president-elect has proposed increased military spending, enhanced border security
and greater support for housing, health care, and long-term care as well as eliminating taxes on tip income,
overtime pay, and social security benefits. The federal budget has been in deficit since 2001, and the Con-
gressional Budget Office’s (CBO) most recent forecasts have the deficit remaining at high levels over the
next decade.* Under its baseline scenario, the CBO projects the deficit at around 7% of GDP by 2034,
significantly higher than an average deficit of 3.7%
over the past 50 years. If Trump's proposed fiscal

. Trump’s proposed fiscal policy would intensify
measures were fully implemented, concerns about US long-term fiscal sustainability concerns
US long-term fiscal sustainability would intensify, in-
cluding the potential for crowding out private Z : I | I I I I I ©
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USD'’s role as a reserve currency.® Expectations of a
Source: Federal Reserve Bank of St. Louis, IMF, Eurobank Research

more expansionary fiscal policy, which is likely to

4 An Update of the Budget and Economic Outlook: 2024-2034, June 18, 2024, Congressional Budget Office,
https://www.cbo.gov/publication/60039

5 The Fiscal Impact of the Harris and Trump Campaign Plans, October 28, 2024, Congressional Budget Office,
https://www.crfb.org/papers/fiscal-impact-harris-and-trump-campaign-plans
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lead to increased Treasury issuance, along with concerns about inflation, have driven yields sharply higher
in recent weeks. As of November 15, the 10-yr Treasury yield surpassed 4.50% for the first time in five months,
rising more than 20bps since the November 5 US. elections. On the other hand, US equities have surged,
supported by strong US economic fundamentals and expectations of lower Fed rates. In addition, potential
for tax cuts and a more expansionary fiscal policy is seen as a boost to GDP growth, with the S&P 500

briefly rising above 6,000 for the first time ever, up more 23% since the beginning of the year.

Regarding the monetary policy outlook, stronger domestic demand driven by a more expansionary fiscal
policy, combined with supply-side shocks from higher tariffs and reduced immigration, would likely prompt
the Fed to shift to a more hawkish stance. This would result in interest rates being kept higher than currently
expected, especially from 2026 onwards, assuming any issues related to the US federal debt limit have
been addressed before the 2 January 2025 deadline. However, a factor to look out for here is on the con-
tinued independence of the Fed. Trump often has criticised Fed Chair Jerome Powell and may wish to
replace him with someone he considers more amenable. If he does, that might be challenged in court since
Powell’s term as Fed chair does not expire until 2026. At the press conference following the Fed’s policy
meeting two days after the election, Powell said when questioned on the subject that he would not resign

if Trump asked him to.

NATO defence spending, Russian-Ukraine war

The Republican clean sweep raises important questions about the US’s commitment to NATO and Euro-
pean security, including the extent of its support for Ukraine. Trump has long been a vocal critic of NATO,
accusing European members of failing to meet the alliance’s defence spending target of 2% of GDP. By
contrast, the US contributes around 3.5% of its GDP, making it the largest contributor to NATO. During
his election campaign, the president elect warned that the US would only defend NATO countries from
Russian aggression if they meet this defence spending target, effectively undermining the principle of
collective defence enshrined in Article 5 of the

NATO treaty, which holds that an attack on one NATO's European members have increased de-
member is considered an attack on all. In reality, fence spending over the last decade
European NATO members have been steadily in-
creasing their defence budgets over the last m——0 ZO21 w2024 nom 2% NATO guideline
decade, especially after Russia’s 2022 invasion of

Ukraine. NATO now estimates that 23 of its 32

members will meet the 2% target this year, a ma- || T . munm om
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new US president may push for an even higher de- o

fence spending target, potentially raising it from
2% to 3% of GDP. This would place additional fis-

cal pressure on European nations.

Source: NATO, Eurobank Research
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Trump has also repeatedly criticized the level of US aid to Ukraine, arguing that European nations should
take on more of the responsibility for Ukraine's defence. So far, the US has committed around $175bn in
aid to Ukraine, accounting for nearly half of total international assistance. Given Trump’s ongoing criticism
of US involvement in foreign conflicts, and his focus on reducing the US financial burden, there are concerns
that he might seek to reduce or even halt US military and financial support for Ukraine. Such a shift would
raise questions about how Europe would respond to security challenges, especially in the absence of a
unified European army or a common defence policy. It would also create significant difficulties for Ukraine

and its allies if European nations are either unable or unwilling to fill the funding gap left by the US.

Deregulation, Energy and Environmental Policy

When President Joe Biden took office in 2021, one of his first major actions was rejoining the Paris Agree-
ment, reaffirming the US's commitment to reducing greenhouse gas emissions and tackling climate
change. This commitment was further reflected in the Inflation Reduction Act (IRA), signed into law in Au-
gust 2022, which allocated around $300bn to combat climate change and accelerate the transition to
clean energy, mainly by providing tax incentives for renewable energy, electric vehicles and clean energy
manufacturing. However, Trump has voiced strong criticism of the IRA’s climate provisions, describing these
measures as costly and burdensome for businesses. These critiques have raised questions about the direc-
tion of climate policy under a Trump administration. As president, Trump might seek to restrict or eliminate
many of the IRA’s clean energy and manufacturing tax incentives, reversing efforts to curb carbon emis-
sions and promote renewable energy development. Such a shift could potentially undermine international
efforts to address climate change and slow the US's progress toward meeting its own climate targets. In
addition to scaling back clean energy regulations, Trump is expected to prioritize policies that promote
greater energy independence. This might involve increasing domestic oil and gas production, particularly
shale, with the goal of reducing reliance on OPEC and foreign energy imports. In an environment of weak
global demand, this scenario could contribute to lower oil prices and/or significant supply cuts by OPEC,

given that the US is the world’s biggest oil producer.
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