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US fiscal policy may burst asset bubble
Painful repricing of credit will damage emerging

markets

Desmond Lachman'

Last year, President Donald Trump opted for a highly expansionary budget policy
stance at a time when the US economy was at or beyond full employment. In 2018,
ignoring economic troubles abroad, the administration is reinforcing its commitment to
'‘America first' policies, raising the risk of retaliation from trade partners.

The principles of sound budget management dictate that while budget deficits
might be helpful during times of economic weakness, they should not be tolerated in
times of strength. If not, the government's debt would be on an ever increasing path. In
addition, as the budget deficit widens during times of strength, the government would
not have the room for fiscal policy stimulus in times of weakness.

Seemingly oblivious to these principles, the Trump administration opted in 2017
for an unfunded tax cut that will increase the public debt by an estimated $1.5tn over
the next decade. The administration also assented to a $300bn congressional increase
in public spending.

Years of easy monetary policy by the world's major central banks have led to
overvaluation in global equity and housing markets. At the same time, ample global
liquidity has caused credit risk to be seriously mispriced around the world.

Pursuing expansionary fiscal policy risks causing long-term interest rates to rise
sharply. As the Federal Reserve shrinks its bloated balance sheet, an increase in the US

budget deficit is bound to push long-term rates markedly higher.

1 Desmond Lachman is a Resident Fellow at the American Enterprise Institute. He was formerly a Deputy
Director in the International Monetary Fund's Policy Development and Review Department and the Chief
Emerging Market Economic Strategist at Salomon Smith Barney.
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That threatens to burst asset price bubbles and could lead to a painful repricing of

credit around the world. It risks suddenly halting capital flows to emerging markets.
That could be especially damaging for countries like Argentina, Brazil, Indonesia,
South Africa and Turkey.

Escalation in Trump's protectionist posturing on trade policy further exacerbates
already tense global conditions. This goes well beyond taking punitive trade actions
against China, where such measures might well be justified. Rather, it includes the
imposition of steel and aluminium import tariffs on US allies in the Americas and
Europe. It also includes the adoption of a much tougher stance in negotiations around
the North American Free Trade Agreement, an antipathy towards trade agreements in
general, and the threat of much higher tariffs on imports of German cars.

The reason given for increasing import tariffs is that the administration wishes to
eliminate the country's trade deficit. But this contradicts its expansionary budget policy.

If there is one point on which almost all economists can agree, it is that a country's
trade balance is arithmetically the difference between its savings and its investment
rates. By following policies that increase the budget deficit and reduce the country's
savings rate, Washington is increasing the probability that the US will return to the twin
deficit problem of the 1980s. That, in turn, raises the chances that the administration
will intensify its protectionist stance on trade policy when the country's trade deficit
widens.

The timing of Washington's beggar-thy-neighbour policies is especially
unfortunate for Europe. At a time when developments in Italy threaten the return of the
European sovereign debt crisis, the last thing the region needs is a trade war with the
US that might further undermine investor confidence.

If Trump's budget and trade policies trigger a global economic recession, the US
will hopefully be compelled to co-operate with trade partners to promote a quick
recovery. However, such optimism seems misplaced in the light of the administration's

major macroeconomic mistakes and high-handed treatment of US allies.
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Merkel, Macron and euro-CACs

Taming the spectre haunting Europe

Mark Sobel*

Debt in Europe is very high. The chief debtors at the government level aside from
Greece are Italy and Portugal, but France, Spain, and Belgium too have government
debt close to or beyond 100% of GDP.

European debates rage about risk reduction v. risk sharing. Additionally, history is
littered with sovereign debt restructurings; and history repeats itself.

Questions over private sector involvement in bearing the cost of high or
unsustainable debt are inevitable. For Europe, this is an area of extraordinary sensitivity.
Every step carries risks of political setbacks and market upsets, particularly in view of
tensions displayed at the Brussels summit on 29 June over sharing the burdens of
migration.

German Chancellor Angela Merkel and French President Emmanuel Macron
added to this debate by introducing into their pre-summit '‘Meseberg declaration'
(named after their meeting in a Baroque palace near Berlin) this recondite sentence: 'To
improve the existing framework promoting debt sustainability and to improve their
effectiveness, we should start working on the possible introduction of euro-CACs
(collective action clauses) with single-limb aggregation.’

Behind this bewildering phrase lurks a spectre haunting Europe: a spirited
controversy between countries with low and high debt about what to do in the event
private sector lenders head for the exit and subject indebted governments, needing

European Stability Mechanism support, to an escalating spiral of distress and default.

1 Mark Sobel is a former Deputy Assistant Secretary for International Monetary and Financial Policy at the US
Treasury. Until earlier this year he was US representative at the International Monetary Fund. He chaired the
international public-private group that developed the single-limb clauses in 2014.
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CACs are written into sovereign bond contracts to allow a bond to be restructured

under certain conditions, including that a large majority of the bondholders agrees to
write-downs. This reflects the reality that, unlike in a national bankruptcy, international
creditors cannot be constrained to bear losses in court; a global sovereign bankruptcy
court does not exist, and probably never will, in view of national sovereignty.

The Meseberg CAC reference mirrors long-standing euro area reform battles.
Germany and the Netherlands wish to impose 'automatic’ write-downs on private sector
holders of government debt for any country seeking support from the ESM, due to
become the European Monetary Fund. France and Italy, however, fearing that would
lead to higher spreads and market instability, say such action crosses a 'red line'.

In principle, the Germans and Dutch are right — investors take risks to earn rewards
and they should bear the consequences of their actions, rather than taxpayers. Market
discipline is salubrious. Moral hazard is to be avoided. Unfortunately, the real world is
not so simple. Imposing write-downs automatically on private holders in return for
ESM support is a bad idea, for four reasons.

First, if a state faces illiquidity rather than insolvency, providing financial support
and avoiding a restructuring is far less harmful to the country. But determining whether
a country is illiquid or insolvent is not straightforward. Judgements about debt
sustainability are subjective and many cases offer up shades of grey. One must assess
the country's debt burdens and deficits, its potential growth rate, and its capacity to
adjust and run primary surpluses. Responsible policy-makers should not push countries
into insolvency.

Second, write-downs are often needed to eliminate a debt overhang. But they can
be highly costly. Countries can lose access to credit markets for long periods. Large
national balance sheet losses can emerge and decapitalise banks when they hold
significant amounts of national sovereign bonds.

Third, automaticity can set off self-fulfilling market runs and contagion. Market
participants, fearing an automatic restructuring in a country, would have every incentive

to be the first mover and dump paper. Short-term positioning would be rewarded, buy-
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and-hold investors penalised. Market selling might then move to the next vulnerable

country.

Fourth, the external climate matters. A restructuring of private sector holdings of
Greek debt in May 2010 could have engendered massive contagion in global markets.
By 2012, markets were able to accommodate it.

In 2010, Merkel and then French President Nicolas Sarkozy took a stroll on the
beach in the French seaside town of Deauville. They decided losses could be imposed
on private creditors of indebted European states, as a condition for the country receiving
support from the European bail-out mechanism. Greek, Irish and Portuguese bond
spreads immediately soared. Ireland and Portugal lost market access. European
taxpayers did not save money. Future solutions over CACs must learn the lessons of

Deauville.
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