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MR MAKIN.  Thank you very much, M. Chairman. As

always, it is a pleasure to address a distinguished panel, and |

see nmany friends and col | eagues on the panel

"Il try to nmove quickly.

Basically, I'mgoing to say that the causes of the

trade deficit may actually be good news rather than bad news.

But let me start at the beginning. | want to offer
some basic definitions, and |I'Il go quickly here, because | think
this group is pretty well informed on these matters.

The trade balance as wusually neasured for the

United States is the difference between the dollar value of goods

and services sold abroad and the dollar value of goods and

servi ces purchased abroad. W have a bal ance on nerchandi se trade

and services trade, and then the other najor category of externa

accounts is net incone on foreign investmnents.

Wien we put all these things together, we find that

in 1998 the U S econony, | should say, had a current account

bal ance that was in deficit at about 2.6 percent of GDP, or about

$220 billion.

I don't think it’s too misleading to use the trade

bal ance and the current account bal ance interchangeably, because,

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS
1323 RHODE ISLAND AVE., N.W.
(202) 2344433 WASHINGTON, D.C. 20005-3701 www.nealrgross.com




10

11

12

13

14

15

16

17

18

19

20

21

22

90

conceptual ly, the current account balance is a nuch nore useful

concept. So | will be, in the course of ny discussion, swtching

between them and in ny witten testinony, |’ m sonmewhat nore

detailed in terns of the connection between them

Wth the U S. net foreign asset position at about a

negative $1 trillion; that is, the cumulative value of past
current account deficits runs about $1 trillion and U S. GDP at
about $8.5 trillion, | don't take U S. global indebtedness to be

too alarming; that is, oftentines it's suggested that we have a

trade deficit and a current account deficit, and this neans we owe

a lot of noney to the rest of the world, and isn't it terrible.

As |'ve said, US. net indebtedness to the rest of

the world is something on the order of $1 trillion whole US.
annual incone is $8.5 trillion. It’s something like a young
prof essional household with about $85,000 in annual income

carrying $10,000 in net debt.

It’s hardly surprising that foreign clainms on the
United States have grown nore rapidly than US. clains on
foreigners during the last decade when the United States has
experi enced a remar kabl y Vi gor ous, i nvestnent - ed, non-
i nflationary expansion.

These characteristics have led foreigners to be
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anxious to invest nore in the United States than the U S invests
abr oad. More specifically, with the US. stock market rising
rapidly, foreign investors want to participate just as nuch as
Anmerican investors. Wien they do so, net foreign clains on the
US rise nore rapidly than U S. clains on foreigners rise

In sum the rise in US. liabilities to foreigners
is anmre asign of US strength as an attractive destination for
gl obal investors than it is a sign of U S weakness.

A useful way to view the trade or current account
bal ance of the United States when considering policy or other
practical inplications is to express it in terms of some basic
accounting identities. This will take ne to sone discussion of
the causes of the trade deficit.

The U.S. current account balance is by definition
the sum of private net saving and public net saving. Mor e
concretely, if private net saving is zero and all Covernnent
budgets are in balance, the current account balance will be zero.

Alternatively, if US investnent exceeds U S
savings while the Covernment accounts are in balance, the US.
will have a current account deficit that measures the net capital
inflows required to finance the excess of donestic investnent over

domesti ¢ savi ng.
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This last condition reflects another identity that

the U S. current account balance is equal to net capital flows

into our out of the country. Wen the U S. current account is in

deficit, it sinply measures U. S. spending in excess of incone that

must in turn be financed by capital inflows, alternatively, net

borrow ng from abr oad.

That definition of spending, of course, includes

i nvest ment .

I"m suggesting here that when we look at the

current account, it’'s inmportant to look at it and say: Do we have

a current account deficit that is net capital inflows, because

i nvestnent opportunities are rising nore rapidly in the U S than

savi ngs or because we’'re spending nore than we ought to?

In the past decade, | would argue that part of the

reason we’'ve had a rising current account deficit is a rapid

increase in investment opportunities in the United States relative

to the increase in savings at hone. The mirror imge would be

Japan where investment opportunities are nore linmted and |ess

t han Japanese savi ng.

Househol ds in Japan are seeking outlets, productive

outlets, for saving and sending noney to the United States.

Whether or not that puts Japan in an advantageous or a
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di sadvant ageous position, is perhaps alnost a netaphysical

guesti on. | would rather live in the country where there is an

excess of attractive investnment opportunities recognizing that

that would mean that I'd be running a current account deficit

unl ess donestic savings rose as rapidly as donestic investnent

opportunities.

Turning to the causes of the U S. trade deficit,

fundanentally, the U S. current account deficit largely conposed

of the trade deficit neasures the excess of US. spending over

U S. inconme, including investnent and consunption. Proxi mat el y,

if US incone grows rapidly relative to incone growth abroad,

then U'S. inmports will grow nore rapidly than U S. exports, which

after all are just a mirror inage of inports by foreigners.

One of the causes of a trade deficit could be an

extraordinarily rapid period of U S. growth. | ndeed, the I ast

time the U S. had a current account surplus was during the brief

1990- 91 recession when U S. inports fell rapidly with U S. growh.

Si mul t aneously, of course, the U S experienced a

rapid and tenporary inflow of funds at that tinme from abroad as

contributions of our allies and the conduct of the Qulf Wr.

Still, even after adjusting for the inmpact of the @lf Wr, the

U S current account was nearly in balance during the 1990-91
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recessi on.

One way to get back to balance is to -- |'m not

saying to have a recession, but certainly the current account and

trade deficits typically fall for the U S. in a recession, because

the rate at which we absorb inports is reduced.

Since 1991, the U S. current account deficit has

risen steadily as a result of rapid US growth and,

simul taneously, the eagerness of foreign investors to push funds

into the US which in turn inplies that U S spending rises even

nore rapidly since it's financed on easier terms than would be

available if the US. econony were not able to absorb foreign

capital inflows.

Sonetines | say that we don't have a current

account surplus in the U 'S., because foreigners won't let us.

They are so eager to invest in the United States on terns that

| ook very attractive to U. S. borrowers that they end up financing

a high level of US. investnment relative to donestic savings.

That’'s got to show up as a current account deficit.

Therefore, if the US is growing rapidly,

absorbing inmports, using those inports to produce goods, add to

its capital stock, add to its wealth, we probably are going to see

a current account deficit for the U S If we go rapidly into a
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recession, we're probably going to see the trade deficit and the
current account deficit fall.

M/ time is getting limted, so | want to add here a
little general conmmentary on where we might be today and then
cl ose.

Clearly, right now, the situation for the United
States is beconing interesting, and the question we’'re trying to
answer is the follow ng: As the U 'S current account deficit
rises this year -- and it is rising -- the question we have to ask
are will foreign investors finance net capital flows to the United
States of about $25 billion per nmonth on terns -- that is interest
rates -- that will be attractive to the stock narket?

This is where we get to the problem side of this.
W may have an adjustnent underway here where foreign growth and
recovery that we're seeing this year is a good thing, but it means
that investment opportunities in the rest of the world have grown
relative to investment opportunities in the United States.

And, so now when gl obal asset managers are asking
t hensel ves, "Were should | put ny noney," they may be thinking,
"Well, maybe | should put a little nore into Japan, a little nore
into Europe." There's a big restructuring decade conming in both

of those countries.
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W’'ve probably been through our restructuring

decade, and what we may see is that the terms on which we can

finance a current account deficit of $25 to $30 billion will not

be as attractive as they were; that is, US interest rates wll

rise because of an external constraint, and that nay put sone

pressure on equity prices. Pressure on equity prices, of course,

reduces U.S. absorption and spending and is a part of the process

of working this out.

I guess | raise this issue because | think the best

thing to do in these circunstances is not to get alarned. | f

market prices, in terns of the willingness of the rest of the

world to lend to the United States, suggests higher interest rates

and a weaker dollar and a | ower stock market, so be it.

We'll just have to -- it's better to let that

happen, let a natural process of adjustnent happen, than to

intervene in foreign exchange narkets and nake believe the dollar

doesn’t have to go down, artificially try to support the stock

market, et cetera. Here, again, | think the Japanese have shown

us the way not to go over the past decade.

M. Chairman, | sense --

VI CE CHAI RMAN PAPADI M TRI QU: Thank you.

MR MAKIN. -- that nmy tine is up.
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VI CE CHAI RVAN PAPADI M TRI QU: It’s a good thing we

don't give traffic tickets, because you, | think, have passed nore

than one red |ight.

MR MAKIN: M apol ogi es.

VI CE CHAI RVAN PAPADI M TRI QU:  Thank you, Dr. Makin.

MR MAKIN:  Thank you for your indul gence.

VI CE CHAI RVAN PAPADI M TRIQU:  The next panelist is

Ms. Jenny Bates, who's a policy analyst from the Progressive

Policy Institute.
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