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These monthly comments are politically nonpartisan and, 
consequently, have not delved into issues in the upcoming 
presidential election in the United States. The purpose of this 
commentary is to examine key international economic problems 
the next U.S. president will face. These are the large federal 
fiscal deficit, the outsized current account deficit, shaping trade 
policy, and what to do about the growing dependence on 
foreign oil. The value of the dollar with respect to other 
currencies is obviously relevant to these issues, and I doubt that 
this matter can be left solely to the workings of the market 
when other countries frustrate the workings of the market to 
engineer deliberately undervalued currencies. These are 
interrelated issues: budget deficits affect interest rates, which in 
turn, influence the value of the dollar; further growth in trade 
and current account deficits will make it harder to pursue an 
open trade regime; and vast sums of capital inflows strengthen 
the U.S. exchange rate. 
 
The least serious of these issues, in my judgment, is the size of 
the fiscal deficit for this year. This is projected to be about 4 
percent of gross domestic product, not a trivial number, but not 
necessarily alarming in its own right coming out of a recession. 
However, the fear is that nothing will be done to stem 
continued growth in the fiscal deficit/GDP ratio in the years 
ahead. The International Monetary Fund has expressed its 
misgivings along these lines. The two main presidential 
candidates have said they would reduce the budget deficit in the 
next four years, but they have provided few details. The 
impression both have left is that they have no specifics to offer. 
The Congressional Budget Office has projected a 10-year 
budget deficit of more than $5 trillion, and growing further 
after that. The estimate is conservative in that it omits many 
probable expenditures over those years and assumes that the tax 
cuts made early in the Bush administration will terminate as 
specified in the original legislation.  
 
The growing budget deficit is best examined together with the 
ballooning current account deficit, which is likely to be about 
5.7 percent of GDP this year, or more than $700 billion. (The 
trade deficit (goods and services), which is part of the current 
account, is expected to be more than $600 billion this year.) 
Under balance-of-payments accounting, this deficit is financed 
by capital inflows, largely debt financing. The United States 
already owes the world more than $2.5 trillion.  
 

Another way to put this is that the United States is able to run a 
current account deficit of this magnitude because foreigners, 
largely central banks of other countries, are prepared to lend the 
money to the United States. Can this go on forever? Some 
analysts apparently believe that it can. They tend to argue that 
“alarmists” like me keep saying that this cannot last, even as it 
has lasted now for some time. My reaction is that they are 
describing a person on the way down after jumping from a 100-
storey building who shouts, “Look, everything is fine.” The 
danger is not necessarily that other countries and lenders will 
withdraw these loans precipitately, but they may become wary 
of further lending. In any event, the United States has to service 
this debt and the budget burden could become onerous. 
 
It has now become commonplace to note that Asian 
countries—Japan, China, South Korea, and others—are 
building up large dollar reserves from the combination of 
undervalued exchange rates designed to promote exports and 
then using the resources from these trade surpluses to buy U.S. 
government paper.1 This puts U.S. policymakers in the 
anomalous position of deploring the resulting U.S. trade 
deficits while also relying on the capital inflows that stem from 
this. Bill Clinton made this point not long ago when he noted 
that it was hard to press these countries on the trade front when 
they are also our bankers. My judgment is that the basis of the 
behavior of the Asian countries is to use exports as a key 
engine of growth, and also to keep the value of the dollar high 
in relation to their currencies by sending the accumulated assets 
to the United States. This dicey issue will have to be fully 
confronted by the next administration. 
 
Trade policy is an issue for every administration, particularly 
since the consensus in favor of open global markets, including 
that of the United States, broke down in the 1980s and 1990s. 
One of the first tasks of the next administration will be to 
secure the continuation of trade promotion authority (fast 
track). Decisions will have to be made on the relative vigor 
with which each component of existing policy will be pursued, 
namely, the global negotiations, the regional efforts in this 
hemisphere, and the bilateral conclusion of free trade 
agreements. One aspect of this priority is whether to put the 
focus on the most-favored-nation practice (that is, 

                                                 
1 This is the theme of my Issues in International Political 
Economy, no. 52 (April 2004). 
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nondiscrimination) in the Doha Round or preferential 
arrangements (the Free Trade Area of the Americas bilateral or 
plurilateral free trade agreements). The more advanced 
developing countries, such as China, India, and Brazil, have 
become important players in the world trading system, but their 
priorities vary despite formal unity. The emergence of these 
countries requires much rethinking of how to shape U.S. trade 
policy. All these tasks will not be easy as the United States 
simultaneously seeks to reduce its global current account 
deficit.  
 
Finally, a brief note on the growing dependence on foreign oil 
and natural gas. Much has been written about this during the 
past year, particularly as crude prices rise amid predictions that 
they will rise further from about $53 to $54 a barrel where they 
are as this is written. There are competing energy proposals in 
the political arena but no agreement on the policy that should 
be followed, whether on drilling in the Artic National Wildlife 
Refuge, the role that renewable sources can play, building 
facilities to receive liquefied natural gas, or moving to smaller, 
more fuel efficient vehicles. Energy plays such a large role in 
the U.S. (and global) economy that we have a right to expect 
the next administration to address this issue early in its tenure.  

 
It is normally a good rule that if something is too good to last, it 
won’t. If high U.S. consumption is based on growing foreign 
debt, this is unlikely to be durable. If growing government 
deficits provide a way to maintain spending and simultaneously 
reduce taxes, this happy combination will one day come to an 
end. The issue, consequently, is not whether this situation will 
last, but the nature and timing of the collapse. This, in turn, 
requires that the next administration make some early decisions 
about what to do. The choices will be painful. 
 
The current account deficit would be reduced if economic 
growth, and hence demand, in major U.S. markets were 
higher—at least in theory. Economic growth in China is high, 
but the U.S. trade deficit keeps increasing, in large measure 
from a combination of high U.S. demand and the undervalued 
Chinese exchange rate. The Canadian dollar has been 
appreciating with respect to the U.S. dollar, and this should 
have trade consequences, although not that much so far except 
for individual traders and producers. The third most important 
U.S. market after Canada and China is Mexico, and it is 
showing signs of good economic growth this year after three 
years of stagnation, and this might stimulate some U.S. exports. 
Growth rates in Europe remain modest.  
 
The conclusion from these observations is that it is unlikely that 
higher economic growth in the major U.S. markets will, by 
itself, do much to turn around the U.S. trade and current 
account situation in the short term. China is resisting revaluing 
the renminbi, and the consequences of a modest revaluation are 
unlikely to be substantial. If China does revalue its currency, 
there is no assurance that other Asian countries will do the 
same. This leads to the conclusion that correction of the U.S. 
current account deficit will not come from currency actions by 
others.  
 

Yet, many analysts are convinced that the dollar must be 
depreciated with respect to other currencies, perhaps by as 
much as 20 percent.2 Fred Bergsten (in an article in The 
Economist [September 11, 2004, p. 64]) cites Paul Volcker as 
predicting that there is a 75 percent probability of a sharp fall in 
the dollar over five years. If done gradually, the fallout may be 
manageable. If the devaluation comes all at once, the shock 
would be substantial. There will be resistance to depreciation of 
the dollar from Asian and other countries that rely on their 
exports to the United States as their engines of growth, which 
means that a gradual devaluation of the dollar, year after year, 
will not be achieved without considerable pressure. This, then, 
must be part of the analysis of the next president—how much 
pressure and how it should be exerted. 
 
All the issues discussed here are important and, except for oil 
prices, have been little debated in the presidential campaign, 
certainly as compared to dealing with terrorism or building 
relations with our allies. None of the issues deals exclusively 
with the international economy, even though how they are 
handled—or neglected—will significantly affect the health of 
the U.S. economy.  
 
I have a preference in each case: a concerted effort to reduce 
spending and roll back the tax benefits granted to the highest 
income people in the country is necessary in order to gradually 
eliminate the budget deficit; a gradual depreciation of the 
dollar, using substantial pressure on others to accomplish this; a 
high priority to concluding the Doha Round of trade 
negotiations and the next highest priority to achieving a 
meaningful Free Trade Area of the Americas; and significant 
conservation measures to reduce dependency on oil and gas 
imports. (I think that achieving energy independence is not an 
achievable goal.) I know many competent economists disagree 
with my judgments on these issues and even whether they need 
correction—but I think more agree with me about the problems. 
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2 An analysis by Wynne Godley, Alex Izurieta, and Gennaro 
Zezza, “Why Net Exports Must Now be the Motor for U.S. 
Growth,” The Levy Economics Institute of Bard College, 
August 2004, uses a gradual devaluation of 5 percent a year over 
six years, or 33 percent, as the basis of its calculation on the 
strong need for a currency realignment.  


