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a. 1998 values are based on first-quarter data.

SOURCES: U.S. Department of Commerce, Bureau of the Census and Bureau of Economic Analysis; and International Monetary Fund, International

Financial Statistics.

One way nations spend beyond
their means is by incurring debts
to the rest of the world. The U.S.
current-account deficit indicates that
Americans have been consuming in
excess of their income by amassing
foreign liabilities for more than
15 years. With the situation in
Southeast Asia threatening a further
deterioration in U.S. international
accounts, some might wonder how
long we can continue to service ris-
ing debts without a sharp hike in in-
terest rates, a rapid depreciation of
the dollar, or some other financial
market disruption.

Foreigners will lend to the U.S. as
long as they believe the nation can
make interest payments on time and
repay any maturing principle. Be-
cause our capacity to do so is ulti-
mately linked with our ability to pro-
duce, foreigners will consider the
ratio of U.S. international indebted-
ness to GDP in gauging our credit-
worthiness. The U.S. shifted to
debtor status in the late 1980s, and
although the debt has since mounted
rapidly, it equaled only about 15%
of GDP in 1997. Economists do not
know how high the ratio can rise be-
fore foreign investors attach a signifi-

cant default risk to it, but Canada
and Australia have carried substan-
tially larger debt burdens for many
years without any obvious financial-
market meltdowns.

Stabilizing our debt-to-GDP ratio
depends primarily on our ability to
fix our trade deficit (and unilateral
transfers) relative to GDP. To do
so—holding other things equal—
foreign economic growth must ex-
ceed U.S. economic growth by ap-
proximately two percentage points,
which seems unlikely to occur over
the next two years. Moreover, the
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Sustainable Current-Account Deficits (cont.)

Bil(\)ions of dollars Perceng Index, 1990 = 100 Billions of dollars
GROWTH DIFFERENTIALS AND TRADE DEFICIT2P 150 [ 1R ADE-WEIGHTED REAL DOLLAR EXCHANGE RATE 180
[ GOP growth differentials ~ — Trade deficit® CANDURAIS IS T
150 - - 4 140 |- — 150
Trade-
_— weighted
dollar
120 -3 130 |- — 120
— Trade deficit®
0| ] - 2 120 — %0
60 - = 10 — 60
30 \/ \/ —l 0 100 — 30
o1 1 1 1 L L1 gl % | | 1 1 1 1 | | 1 0
1980 1984 1988 1992 1996 2000 1980 1982 1984 1986 1988 1990 1992 1994 1996 1998
Percent Billions of dollars
14 300

AND NOMINAL GDP GROWTH

Nominal GDP growth®

RATE OF RETURN ON FOREIGN ASSETS IN THE U.S.

250 =

200 =

150

100

50
Rate of returnd

| | | 0 l

RETURN ON INVESTMENT

Payments on foreign
assets in the U.S.

Receipts on U.S.
assets abroad

2
1980 1982 1984 1986 1988 1990 1992

1994 1996

1998 1980 1982 1984

1986 1988 1990 1992 1994 1996

a. The growth differential equals the trade-weighted average growth rate for the top 15 U.S. trading partners in 1990-95 minus the U.S. growth rate. Projections

for 1997-99 utilize various sources.

b. The real effective dollar index includes the top 15 U.S. trading partners, 1990-95.

c. 1998 values are based on first-quarter data.

d. The rate of return equals current income payments on foreign assets in the U.S. divided by the market value of foreign assets in the U.S.
SOURCES: U.S. Department of Commerce, Bureau of the Census and Bureau of Economic Analysis; Organisation for Economic Co-operation and Develop-
ment, Economic Outlook; International Monetary Fund, International Financial Statistics; DRI/McGraw-Hill; and Blue Chip Economic Indicators, July 10, 1998.

dollar's steady real appreciation
since 1991 does not favor a nar-
rower trade deficit.

Even if the trade deficit stabilizes
relative to GDP, holding the overall
foreign-debt-to-GDP ratio constant
requires that the rate of return on
our foreign liabilities, which affects
the proportion’s numerator, be less
than our economic growth, which
affects its denominator. Over the
long term, one would expect the
rate of return to approximate our

nominal growth rate, making this
second criterion rather inconsequen-
tial. If, however, foreign investors at-
tach a risk premium to their ex-
pected return (possibly because our
trade-deficit-to-GDP ratio reached a
very high level), maintaining credit-
worthiness might necessitate a de-
clining trade deficit or a trade sur-
plus, instead of just a stable ratio.
This situation could force some
rather unpleasant outcomes: rela-
tively slower real U.S. economic

growth or a rapid real depreciation
of the dollar.

Creditworthiness aside, persistent
current-account deficits could still
affect real interest rates if U.S. for-
eign borrowing increased faster than
the rest of the world’s savings. The
U.S. is a large borrowers; its liabilities
equal about one-third of the rest of
the world’s assets. Over the past 10
years, however, U.S. liabilities and
foreign assets have grown in sync.



