President Bush Takes Us From Biggest
Surplus to Biggest Deficit in TThree Years
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Deficits 1 2003 and! 2004 Far Exceed
Previous; Record i Doellar Tierms
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Deficit as a Share: ofif Eceonemy: Nears
Highest Level Since End ofi World\War: |
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The Next Ten Years:
The Budget “Sweet” Spot
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lax Cuts Explode as hrust Eunae

Cash Sulrpluses; Become Deficits
FY 2003-2023
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Revenues as a Percent of GDP
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Dollar Declines AlImost 30 Percent
Against Euro
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Fed Chairman Greenspan Warns Again of
Long-Term Danger of Current Eiscal Course

“The...relatively optimistic short-term outlook
for the U.S. economy is playing out against a
packdrop of growing lenger-term concern in
fimnancial markets about our federal budget.”

— Federal Reserve Chairman Alan Greenspan
Videoconference Speech to Securities
Industry Association
November 6, 2003
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IMF Report Sees U.S. Budget Gap
Driving Up Rates

By GreG Ir

WASHINGTON-Soaring U.S. govern-
ment debt will drive up interest rates
world-wide by as much as a full percent-
age point, hampering investment and
growth, the International Monetary
Fund says.

According to an IMF report, if cumula-
tive budget deficits rise by 15% of gross
domestic product, as the Congressional

Soaring and Sliding
® The euro’s rise may yet force the Eu-
ropean Central Bank’s hand ....... Al4
8 Will the dollar crash? Everyone’s got
an opinion—read all about it ..... C13

Budget Office expects, world interest
rates would be pushed up by one-half to
one percentage point over 10 years.

The IMF said that U.S. deficits have
helped the world economy in the short
term by cushioning the effect of the burst
stock-market bubble and the September
2001 terrorist attacks. But in coming
years, as the economy recovers and the
cost of Medicare, Social Security and the
Bush tax cuts mount, the deficits will
increasingly put a drag on growth.

World capital markets are more and
more integrated, and budget deficits in
one country draw on a global pool of
savings. For example, foreigners own
31% of all Treasury debt outstanding, ac-
cording to Bianco Research LLC, a finan-
cial research firm. IMF researchers
found that when U.S. inflation-adjusted
interest rates move oOne percentage
point, average world rates move 0.6
point.

Federal Reserve Governor Donald
Kohn sounded a similar warning yester-
day, saying that “If the fiscal path does
not change ... interest rates will be
higher than they otherwise would be.”
That would reduce capital spending and
purchases of houses and autos, he said.
In the late 1990s, large inflows of foreign
investment and a government surplus
helped finance domestic investment, he
said in a speech to the Federal Reserve
Bank of Atlanta. “A few years from now
we may have less of the former and none
of the latter.”

The Bush administration expects the
budget deficit to top $500 billion in the
current fiscal year, or about 4.5% of
GDP. Yesterday, Treasury Secretary
John Snpow said the administration
would cut the deficit to 2% of GDP over
five years. “The current deficit is cer-
tainly larger than we like, and it’s unwel-
come and it has to be addressed.” Mr.

Snow told the U.S. Chamber of Com-
merce.

The Fed’s Mr. Kohn said the decline
in the dollar’s value in recent years sug-
gests foreign investors may be less will-
ing to buy U.S. stocks and bonds to fi-
nance the U.S. current account gap—the
shortfall on U.S. trade and investment
income with the rest of the world. But he
discounted concerns that this could
abruptly push down the dollar and stock
prices and push up bond yields. These
markets are “highly liquid” and can ab-
sorb even a big drop in demand with
“very small changes in prices.”
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[.LM.F. Says Rise in U.S. Debts
[s Threat to World’s E.conomy

By ELIZABETH BECKER and EDMUND L. ANDREWS

WASHINGTON, Jan. 7 — With its
rising budget deficit and ballooning
trade imbalance, the United States is
running up a foreign debt of such
record-breaking proportions that it
threatens the financial stability of
the global economy, according to a
report released Wednesday by the
International Monetary Fund.

Prepared by a team of I.M.F. econ-
omists, the report sounded a loud
alarm about the shaky fiscal founda-
tion of the United States, questioning
the wisdom of the Bush administra-
tion’s tax cuts and warning that
large budget deficits pose ‘‘signifi-
cant risks’ not just for the United
States but for the rest of the world.

The report warns that the United
States’ net financial obligations to
the rest of the world could be equal to
40 percent of its total economy within
a few years — ‘‘an unprecedented
level of external debt for a large
industrial country,” according to the
fund, that could play havoc with the
value of the dollar and international
exchange rates.

The danger, according to the re-

port, is that the United States’ vora-
cious appetite for borrowing could
push up global interest rates and
thus slow global investment and eco-
nomic growth.

“Higher borrowing costs abroad
would mean that the adverse effects
of U.S. fiscal deficits would spill over
into global investment and output,”
the report said.

White House officials dismissed
the report as alarmist, saying that
President Bush has already vowed to
reduce the budget deficit by half over
the next five years. The deficit
reached $374 billion last year, a
record in dollar terms but not as a
share of the total economy, and it is
expected to exceed $400 billion this
year.

But many international econo-
mists said they were pleased that the
report raised the issue.

“The I.LM.F. is right,”” said C. Fred
Bergsten, director of the Institute for
International Economics in Wash-
ington. ““If those twin deficits — of

Continued on Page C6
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IM.F. Report Warns That U.S. Foreign Debt Is Threatening Global Financial Stability

Continued From Page Al

the federal budget and the trade defi-
cit — continue to grow you are in-

went to lengths to publicize the re-
port and seemed intent on getting
American attention.

“I think it's encouraging that these
are issues that are now at play in the

creasing the risk of a day of reckon-
ing when things can get pretty nas-

Administration officials have
made it clear they are not alarmed
about the United States’ rapidly ex-
panding external debt or the declin-
ing value of the dollar, which has lost
more than one-quarter of its value
against the euro in the last 18 months
and hit new lows this week.

“Without those tax cuts I do not be-
lieve the downturn would have been
one of the shortest and shallowest in
U.S. history,” said John B. Taylor, un-
der secretary of the Treasury for in-
ternational affairs.

Though the fund has criticized the
United States on its budget and trade
deficits repeatedly in the last few
years, this report was unusually
lengthy and pointed. And the 1L.M.F.

presidential that's just
now getting under way,” said Charles
Collyns, deputy director of the
ILM.F.’s Western Hemisphere de-
partment. “We're trying to contrib-
ute to persuade the climate of public
opinion that this is an important is-
sue that has to be dealt with, and po-
litical capital will need to be expend-
ed "

The LM.F. has often been accused
of being an adjunct of the United
States, its largest shareholder.

But in the report, fund economists
warned that the long-term fiscal out-
look was far grimmer, predicting
that underfunding for Social Security
and Medicare will lead to shortages
as high as $47 trillion over the next 70
years or nearly 500 percent of the
current gross domestic product in
the coming decades.

Some outside economists remain
sanguine, noting that the United
States is hardly the only country to
run big budget deficits and that the
nation’s underlying economic condi-
tions continue to be robust.

“Is the U.S. fiscal position unique?
Probably not,” said 'Kermit L.
Schoenholtz, chief economist at Citi-
group Global Markets. Japan's budg-
et deficit is much higher than that of
the United States, Mr. Schoenholtz
sald, and those of Germany and
France are climbing rapidly.

In a paper presented last weekend,
Robert E. Rubin, the former secre-
tary of the Treasury, said that the
federal budget was “on an unsustain-
able path” and that the “scale of the
nation’s projected budgetary imbal-
ance is now so large that the risk of
severe adverse consequences must
be taken very seriously, although it is
impossible to predict when such con-
sequences may occur.”

Other economists said they were
afraid that this was a replay of the

1980's when the United States went
from the world’s largest creditor na-
tion to its biggest debtor after tax
cuts and a large military buildup un-
der President Ronald Reagan.

John WVail, senior strategist for
Mizuho Securities USA, said the
LM.F. report reflected the concerns
of many foreign investors.

“I would say they reflect the ma-
jority of international opinion about
the United States,” he said. And he
added, “The currency doesn't have
the safe-haven status that it has had
in recent years."”

Many economists predict that the
dollar will continue to decline, and
that the declining dollar will help lift
American industry by making Amer-
ican products cheaper in countries
with strengthening currencies.

“In the short term, it is probably
helping the United States,” said Rob-
ert D, Hormats, vice chairman of
Goldman Sachs International.

Fund officials and most econo-
mists agreed that the short-term im-

Fears of higher
interest rates and
lower growth and
investment.

pact of deficit spending has helped
pull the economy through a succes-
sion of crises. And unlike Argentina
and other developing nations that
suffered through debt crises, the
United States remains a magnet for
foreign investment.

Treasury Secretary John W. Snow
did not address the fund’s report di-
rectly. But in a speech to the Cham-
ber of C ce on Wednesday, he
said Mr. Bush's tax cuts were central
to spurring growth and reiterated
the Bush pledge to reduce the deficit
by half within five years.

“The deficit’s important,”

Mr.

Snow said. “It's going to be ad-
dressed. We're going to cut it in half.
You're going to see the administra-
tion committed to it. But we need
that growth in the economy. We had
an obligation to the American work
force and the American businesses
to get the economy on a stronger
path. We've done it and we have time
to deal with the deficit.”

But the report said that even if the
administration succeeded it would
not be enough to address the long-
term problems posed by retiring
baby boomers.

Moreover, the fund economists
said that the administration’s tax
cuts could eventually lower United
States productivity and the budget
deficits could raise interest rates by
as much as one percentage point in
the iridustrialized world.

“An abrupt weakening of investor
sentiments vis-a-vis the dollar could
possibly lead to adverse conse-
quences both domestically and
abroad,” the report said.






