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Abstract

A recession in the US before the presidential election is likely to
benefit the Republicans in the election. On the other hand, an
extension of the economic expansion until after the elections
could save Biden from office.

Zusammenfassung

Eine Rezession in den USA vor der Prasidentenwahl diirfte den
Republikanern bei der Wahl niitzen. Dagegen kénnte eine Ver-
langerung der konjunkturellen Expansion bis nach den Wahlen
Biden das Amt retten.
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The answer to the question of the timing of the next recession in the US is also likely
to depend on whether the rivals for the presidency manage to influence the eco-
nomic cycle in their favour. A recession in the US before the presidential election
on 5 November 2024 is likely to benefit the Republican Party in the elections and
make it considerably more difficult for incumbent President Joe Biden of the Dem-
ocratic Party to defend his office. In contrast, an extension of the expansion until
after the elections could save Biden's office. The expansive and pro-cyclical fiscal
policy of the Biden administration this year (2023)* and the Democratic Party's de-
mands for the continuation of debt-financed spending programmes are therefore
also likely to be aimed at artificially prolonging the current economic cycle in the
US or, to put it negatively, delaying an adjustment recession until after the elec-
tions.

As the economic stimulus and spending programmes are financed by government
debt, the Republicans, with their majority in the House of Representatives, are fo-
cusing on limiting further government debt and can refer to the warnings of the
International Monetary Fund:

"With the economy operating well above potential and inflation a persistent
problem, there is a strong case for greater fiscal restraint in 2023-24. A
tighter fiscal stance would lessen the burden on the Federal Reserve in disin-
flating the economy. A more significant fiscal adjustment will be required
over the medium-term to put public debt on a decisively downward path...
The sooner this adjustment is put in place, the better."?

If they can force the recession through a restrictive fiscal policy before the elec-
tions, this could pave the way for Donald Trump to take the White House.

Based on data from the International Monetary Fund, the US structural budget def-
icit (general government) will rise to 8.8 per cent of estimated GDP in 2023 and fall
slightly to around 7.7 per cent in 2024 (see Figure 1).3 While the fiscal impulse that
the Biden administration is likely to have generated with its spending policy in 2023
(budget deficit in 2023 as a percentage of GDP minus that of 2022) is probably +2.2,
the estimated fiscal impulse in 2024 is likely to reach the negative value of -1.1 (see
chart 2).

1 IMF Country Report No. 23/208, May 26, 2023, p. 5: "On a general government basis, fiscal policy
is expected to be procyclical in 2023."

2 |bid., p. 5 and see also pp. 22-25 and Box 6 "Possible Options for Lowering the Federal Debt" on
p. 25.

3 | would like to thank my colleague Dr Pablo Duarte for creating the charts.
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Chart 1: US structural budget deficit as a percentage of potential GDP
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Source: Flossbach von Storch Research Institute, Macrobond and IMF: World Economic Outlook, data from 9 No-
vember 2023

Chart 2: Fiscal stimulus in the USA in percentage points
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It is difficult to assess whether the boost from the fiscal stimulus in 2023 will be
sufficient to prevent the economy from collapsing before the presidential election
on 5 November 2024, as economic development is of course also influenced by
other variables, not least the Fed's interest rate policy. As things stand at present,
however, the US economy is unlikely to receive a boost in 2024 from further posi-
tive fiscal stimulus.

US President Joe Biden would have to add even more debt-financed spending for
an economic tailwind created by politics, which he is unlikely to succeed in doing
given the Republican majority in the House of Representatives. The current dis-
putes over the US budget could even force US President Biden and the majority of
Democrats in the Senate to compromise with the Republicans, which would further
increase the negative fiscal stimulus estimated for 2024.

However, there is little agreement within the Republican Party on the extent to
which the national debt should be limited. And there is even less agreement within
the Republican Party on the compromises that should be made with US President
Biden and his Democratic Party in the budget dispute. The deselection of Republi-
can Speaker of the House of Representatives Kevin McCarthy was initiated by the
Republican side by radical Republican Congressman Matt Gaetz and justified,
among other things, by the fact that McCarthy had gone too far towards Joe Biden
on the issue of national debt. However, this accusation by Gaetz, who belongs to a
radical group of 10 to a maximum of 15 Republican MPs, was basically directed not
only against McCarthy, but also against the large majority of the 222 Republican
MPs in the House of Representatives who agreed to both the suspension of the
debt ceiling until the end of 2024 and the transition budget agreed until 17 Novem-
ber 2023. From Gaetz's point of view, this looks like electoral support for the Dem-
ocrats.

However, Kevin McCarthy could only be voted out of office because he and the vast
majority of Republicans in the House of Representatives were not helped by the
Democrats, with whom compromises on the debt ceiling and the transition budget
had previously been agreed. The Democrats also voted in favour of voting out
Speaker Kevin McCarthy, although his confirmation in office could possibly have
been helpful for a looser fiscal policy in the election year.

Perhaps the Democrats were hoping that they would somehow benefit in the next
elections from the chaos caused by Congressman Matt Gaetz's motion to dismiss.
However, it remains to be seen whether the negotiations on the budget that will
be necessary from 17 November 2023 with McCarthy's successor, the new Speaker
Mike Johnson, will be easier and more successful for the Democrats. As the radicals
in the Republican party have led their own caucus forward or, from their perspec-
tive, driven it forward, the Republicans could now demand even greater compro-
mises on the national debt, which - as mentioned - could further reduce the already
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negative fiscal impetus for the 2024 election year. As the Republicans would benefit
from an economic downturn or even a recession in time for the elections on 5 No-
vember 2024, they are likely to feel additionally motivated in their demands for
spending and debt restraint for 2024.

Be that as it may, due to many other variables, it remains to be seen whether the
efforts of US President Joe Biden and the Democratic Party to postpone an eco-
nomic slump, let alone a recession, until after the elections, or whether the Repub-
licans' efforts to the contrary will be successful. However, in view of the estimated
structural budget deficit for the US up to 2028 (see chart 1), both the Democrats
and the Republicans are likely to maintain a structural deficit of between 7 and 8
per cent of gross domestic product in the coming years.

The increase in debt triggered by the expansionary fiscal policy means lower future
government debt and spending options in new crises against the backdrop of per-
sistent inflationary pressure and high interest rates. There are already serious warn-
ings that in future crises new aid programmes can only be implemented through
renewed monetary financing, accepting new waves of inflation - if at all.? It is there-
fore not surprising that the rating agency Fitch lowered the USA's credit rating back
in August.

Overcoming the consequences of the high interest rates required to effectively
combat inflation is likely to be ahead of the USA, but also ahead of Europe and many
other countries. The Fed's interest rate hikes to combat inflation have created an
increased need for adjustment in both the financial sector and the real economy.
The first effects in the financial sector were already felt this spring in the form of a
crisis at regional banks in the USA. It should not be ruled out that further adjust-
ment requirements in other areas of the financial sector will trigger smaller or even
larger financial crises in the coming months. As the British financial crisis in autumn
2022, which led to the fall of a government, shows, such crises can break out in
places that no one previously suspected.

Adjustment requirements in the financial sector are usually followed by adjustment
requirements in the real sector via changed financing conditions. The fact that this
causes zombies to disappear from the market and triggers necessary market ad-
justments and creative destruction is certainly an advantage.

4 See JOHN H. CocHRANE: "What We've Learned About Inflation", in: The Wall Street Journal, August 2,
2023, p. Al17.
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In terms of regulatory policy, however, the question arises as to whether politicians
in the US - and this applies equally to the Democrats and the Republicans, but also
to the Fed - are at all prepared to allow necessary adjustments and adjustments to
the financial and real economy that have been delayed since the financial crisis of
2007/2008. The policies of former (and perhaps future) US President Donald Trump
were also not geared towards allowing painful economic adjustments or even an
adjustment recession, but rather the exact opposite, as can be seen from the in-
crease in the US structural budget deficit during his term of office from the begin-
ning of 2017 to the beginning of 2021 (see Figure 1). In the current situation, an
economic slump, or the onset of a recession before the elections on 5 November
2024 would certainly benefit the Republicans. However, it is doubtful whether the
Republicans would really allow a pronounced adjustment recession after winning
the elections. Debt-financed economic stimulus and aid programmes for both the
financial and the real economy are more likely. The question also arises as to
whether the Fed would maintain high interest rates to further combat inflation in
the event of a pronounced adjustment recession affecting both the financial sector
and the real economy.

As the structural budget deficit and debt levels in the US are historically high, not
allowing the necessary painful adjustments in the financial and real sectors would
reignite and perpetuate inflation - depending on the extent of the debt-financed
rescue programmes in the consumer goods or capital goods sector or both. The US
dollar could also come under pressure. In view of the weakness of Europe and Ja-
pan, gold in particular could benefit from this.

In terms of regulatory policy, however, it would be desirable for new growth dy-
namics to emerge through an effective adjustment recession and processes of cre-
ative destruction.

But who represents this recovery programme in the USA? A Volcker and a Reagan
do not seem to be on the political agenda at the moment, even among the Repub-
licans. And although Jerome Powell has consistently pushed through interest rate
hikes to combat inflation, the real challenges in keeping rates on track still lie ahead
of him. But perhaps a self-inflicted debt-induced threat to the US dollar is keeping
him and the Fed as a whole on a regulatory course. The exorbitant privilege of the
US should be worth an adjustment recession.
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