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Is the Sky Falling?
Questioning the Conventional Wisdom on the
U.S. Trade and Budget Deficits

William Milberg

The fixation on balancing the federal budget deficit
may be self-destructive, argues this economist.
Washington is not making the right choices.

COMMON SENSE SAYS THAT DEFICITS ARE BAD and surpluses are good.
With its $600 billion swing from government budget surplus
to deficit l and a steady deterioration of its foreign trade defi

cit to over $800 billion in 2006, the United States would appear to
be in bad shape. The conventional wisdom from many economists
supports this view. It says that recurring fiscal deficits have caused
higher interest rates and thus dampened business investment. And the
trade deficit, in this view, is unsustainable. Borrowing from abroad
to finance it is likely to cause a "hard landing" as the dollar falls rap
idly against other currencies and interest rates rise, undermining the
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economy. Moreover, the conventional wisdom goes, the two deficits
are twins: When one deficit rises, so does the other.

This conventional wisdom exerts enormous influence on Ameri
can politics. Many Democrats and Republicans espouse the view that
fiscal deficits must be reduced. After six years of deficits, the Bush
administration's recent budget proposal would eliminate the deficit
by 2012. Many Democratic presidential aspirants support a "pay-go"
policy that would require all new federal outlays to be offset by spend
ing cuts elsewhere or tax increases. And the most prominent economic
research group on the Democratic side, the Hamilton Group, places
deficit reduction as one of its central policy goals.

As for trade, the Bush administration has repeatedly sent its treasury
secretary and its trade ambassador to China to negotiate a revalu
ation, or increase in value, of the Chinese currency. The notion is
that the value of the renminbi rises against the dollar, Chinese goods
will become more expensive here, so we will buy fewer of them, and
China's trade surplus with the United States will decline. Thinking
along the same lines, Senate Democrats have threatened retaliation
against the Chinese if they fail to revalue the currency and reduce
their trade surplus with the United States.

A growing body of research questions these conventional views on
both fiscal and foreign deficits. There is little evidence that fiscal deficits
have caused higher interest rates. At most, their effects are minor. Nor
do fiscal deficits necessarily drive trade deficits-very little government
spending is on imports, and government borrowing does not necessarily
translate into U.S. foreign borrowing. Witness the late 1990s, when gov
ernment budgets shifted sharply from deficit to surplus, yet the amounts
that the United States borrowed from abroad more than doubled, from
under 2 percent of the gross domestic product (GDP) to more than 4
percent. Indeed, U.S. budget and foreign deficits have generally moved
in opposite directions since World War II. Of course, government bor
rowing is one element of the nation's total borrowing. But given the
strength of the U.S. economy and the depth of global capital markets,
at current levels, budget deficits do not pose a dire threat.
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At stake here is much more than an academic debating point. If the
conventional wisdom is correct, the Bush administration's fiscal defi
cits have forced the Democrats into a corner on fiscal policy. If they
capture the White House in 2008, their main challenge in managing
the economy will be to clean up the Bush-era deficits.

If the conventional wisdom is wrong-and we argue that it is-the
urgency of cutting the U.S. fiscal and foreign deficits diminishes. 2

These deficits are not unsustainable but have been squandered. The
Bush administration has used tax breaks to benefit those at the top,
while it has left those at the bottom unprotected, and its wasteful
spending has eroded the foundations of American prosperity.

A new set of policy challenges emerges: how to mobilize the historic
expansion of economic wealth to ensure America's future opportu
nity. While U.S. GOP grew (in nominal terms) at an average rate of 4.9
percent per year over the past decade, the value of U.S. wealth grew at a
pace of 5.8 percent, driven in part by the stock and real estate markets.
This wealth should not be left simply to support private consump
tion. The government should mobilize it to invest in infrastructure,
health care, education, new technologies, and environmental protec
tion-areas that will spur innovation and growth. It should also help
reduce income disparities by developing a serious program to retrain
Americans who lose work to foreign competition.

It would be useful to reduce the budget deficit, but not at the cost
of these vital needs. It would also be useful to reduce the U.S. trade
deficit, but not by just cutting imports-for example, forcing China
to raise the value of its currency against the dollar and reduce its
exports. One result would be to erode Americans' real disposable
income by making many manufactured goods more expensive. True,
the worst squeeze on most Americans' pocketbooks is paying for
housing, health care, and education, which are not imported. But
a concerted effort to reduce U.S. imports could have serious global
effects. It would weaken demand for many other nations' goods,
hurting their economies. At worst, it could initiate a protectionist
war among nations.
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Figure I. General Government Debt for Selected Countries, 2006
(percentage of GOP)

Source: GEeD Public Governance and Management Statistics, Government debt defined as "general
government gross financial liabilities,"

The Budget Deficit

The conventional view sees government budget deficits and interest
rates in a supply and demand framework: deficit spending is an in
crease in the demand for credit, and if the money supply is limited to
keep inflation in check, interest rates must increase. Higher interest
rates in turn reduce business investment, undermining growth.

The conventional view raises doubts just on the face of it. Although
it relentlessly emphasizes the budget deficit, the government's actual
demand for credit is not its annual deficit but its total accumulated
debt, which, of course, must be renewed as bonds come due. By
international comparisons, U.S. government debt is not alarming.
At 61 percent of GDP, it is in the same range as government debts
of Germany, Canada, and France, and well below those of Italy and
Japan-both valuing more than 100 percent of GOP.

How do U.S. budget deficits affect interest rates in practice? Huge
U.S. fiscal reversals since the 1990s provide something of an experi
ment to test the conventional view that the effect is substantial-and
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it does not fare well. After growing steadily for a decade, the federal
budget deficit peaked at 4.7 percent of GDP in 1992, then swung into
a record surplus of 2.4 percent of GDP in 2000.

Interest rates did fall as predicted, but by practically nothing for
such a huge budget swing. Nominal ten-year Treasury bill rates fell
from 7 percent to 6 percent. A better measure is the" real" interest
rate-the nominal rate deflated using ten-year forecasts of inflation
from the Survey of Professional Forecasters. It barely changed at all,
from 3.5 percent in 1994 to 3.4 percent in 2000. After 2000, the
budget surplus sank to a deficit of 3.6 percent of GDP in 2004. Now
interest rates should have risen, according to the conventional view,
but in fact they fell rapidly. Then as the budget deficit moderated to
2.6 percent of GDP in 2005, interest rates should have fallen; instead,
they rose.

The conclusion that recent experience shows no clear link between
U.S. fiscal policy and interest rates is admittedly based on a cursory
look at evidence, and it does not consider that interest rates might rise
only after a lag. But more sophisticated investigations that do capture
such lags reach the same conclusion. In a recent econometric analysis
covering the United States from 1953 to 2004, Engen and Hubbard
(2004) conclude that a 1 percent increase in federal debt (relative to
GDP) is associated with only a 0.03 percentage point increase in long
term rates (that is, 3 basis points). Terzi (2007) analyzes the eurozone
and fails to find any significant connection between deficits and inter
est rates. A survey of the literature on the topic by economists from
the Federal Reserve Bank of St. Louis concludes that the link between
fiscal policy and interest rates is empirically "weak" (Kliesen 2002).

William Gale and Peter Orszag argue in a series of articles that
most studies underestimate the effect of budget deficits because they
fail to adequately consider financial markets' expectations of future
deficits (Gale and Orszag 2002, 2004; Rubin et al. 2004). They point
out that substantial deficit projections by official sources such as the
Congressional Budget Office (CBO) may "severely and adversely" affect
these expectations. As bondholders fear that large deficits will make
interest rates rise in the future, they insist on receiving higher interest
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rates in the present-Dtherwise they would expect the value of their
bonds to erode. Pessimistic expectations thus do actually make real
interest rates rise, they argue, and investment falls in "a self-reinforc
ing negative cycle among the fiscal deficit, financial market, and the
real economy" (Orszag 2006, 5). Gale and Orszag (2002) find that a
1 percent increase in the CBO's projections of government debt to
GOP ratio lead to a 0.5 percentage point increase in expected long
term real interest rates. Gale and Orszag's argument has three prob
lems. One concerns the way they did their statistical estimate. After
Laubach (2003) pointed out that they had not taken business cycles
into account, they adopted his procedure to do so and conceded that
their earlier estimate was exaggerated. Their model controlling for
business cycles projects that a 1 percent increase in the government
debt-to-GOP ratio causes a 0.25 to 0.35 percentage point increase in
expected interest rates (Gale and Orszag 2004).

A more fundamental problem is that, while Gale and Orszag con
struct a vicious cycle between projected deficits and expected interest
rates, they do not show that it really affects interest rates in the market.
As Galbraith (2005, 20-21) noticed, in a statistical estimate including
effects of the same extraneous factors that Gale and Orszag exclude,
projected deficits have no effect whatsoever on actual interest rates.

There is a good reason why. If bondholders are clever enough to
factor in CBO deficit projections, they are also clever enough to realize
that in the past those projections have been "widely inaccurate," as
Reynolds (2004, 3) points out. He continues, ''If interest rates actually
depended on such unreliable estimates ... bond yields would have
been extremely low in early 2001 and would be much higher today."
In fact, as can be seen in Figure 2, interest rates were not extremely
high in early 2001, nor are they much higher today.

Finally, a careful reading of Gale and Orszag's own argument sug
gests that their narrow focus on fiscal deficits will lead us astray. They
say that just because long-term interest rates are low "does not mean
they would not have been lower" if the fiscal outlook had been better
(Gale and Orszag 2002). The implication, notes Terzi (2007), is that
other, more important factors determine interest rates. We should at
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Figure 2. U.S. Fiscal Balance as a Percent of GOP and Interest Rates,
1992-2006

Sources: The fiscal balance as a percent of GDP is for the federal government only and is pub
lished by the White House Office of Management and Budget (www.whitehouse.gov/omb/budgetl
fy200B/sheets/histO Iz2.xls).The IO-year nominal interest rate is the average annual interest rate
on a 10-year U.S. treasury note as published by the Federal Reserve System (www.federalreserve.
gov/releases/h 15/data/Annual/H 15_TCMNOM_YIO.txt).The 10-year real interest rate is the 10
year nominal interest rate deflated using the IO-year expected inflation rate from the Survey of
Professional Forecasters as published by the Federal Reserve Bank of Philadelphia (www.phil.frb.
org/files/spf/cpie 10.txt).

the very least consider these more important factors. But what are
they? Until Gale and Orszag identify them, Terzi points out, their
argument carries little weight.

Trade and Budget Deficits: Twins or Siblings?

One reason u.s. government budget deficits hardly affect interest rates
is the size of global financial markets. One indicator of the incredible
growth of financial markets is derivatives. According to the Bank of
International Settlement, the outstanding notional amounts of over
the-counter (OTC) derivatives almost quadrupled between 1998 and
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2005, and almost tripled relative to U.S. GDP. Thus, in principle, it
should not be the U.S. government budget deficit (or even total U.S.
government debt) but total global demand for credit that affects inter
est rates. As DeLong (2007) says:

What seems to matter is not whether the United States government
is a source or sink of U.S. funds, but whether world governments, as
a whole, are a source or sink of funds. You can explain interest rate
anomalies and conundrums over the past several years by adding up
what the governments of the United States, Japan, and China are doing.
The deficit that matters is the sum of those three governments' demands
on the U.S. Treasury market, not that of the U.S. government alone.

Given the substantial U.S. reliance on global financial markets,
the question is whether sustained U.S. government borroWing-fiscal
deficits---could translate into such a high level of U.S. borrowing from
abroad-foreign deficits-as to cause a dollar crisis, or "hard landing,"
badly damaging the economy. For this scenario to play out, two sepa
rate problems would have to arise. First, the fiscal deficit would have
to actually produce a foreign deficit. The idea that fiscal deficits drive
foreign deficits-that they move essentially in lockstep-is the "twin
deficits" theory of conventional wisdom. In general it does not hold.
Second, even if the tWin-deficits theory did hold, U.S. foreign deficits
would have to be at unsustainable levels to cause a "hard landing."
They are not.

First consider the twin deficits theory. The U.S. budget deficit is, of
course, the difference between annual government revenues-mostly
taxes-and expenditures. It was $197 billion in 2006. The U.S. foreign,
or "current account," deficit-these terms will be used interchange
ably-is the sum that the nation borrows each year from abroad. It

includes the amount that the United States pays for net imports of
goods and services, foreigners' income such as interest on bonds they
own, and remittances from U.S. residents to families overseas. It was
over $856.6 billion in 2006.

"The current account deficit and the budget deficit are not twins,"
says Solow (2007). "They are siblings." It is true that if other things
about the economy were the same-in particular, if household sav-
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Figure 3. "Twin Deficits," Current Account and Federal Government
Fiscal Balance Relative to GDp, 1975-2006

Sources: U.S. Bureau of Economic Analysis (BEA) and author's calculations.The current account
and GOP data are from the BEA (www.bea.gov/international/xlsitable I.xls). The ratio "current
account/GOP" is the author's calculation.The fiscal balance as a percent of GOP is for the federal
government only and is published by the White House Office of Management and Budget (www.
whitehouse.gov/omb/budgetlfy2008/sheets/histO Iz2.xls).

ings, business savings (that is, retained profits), and business invest
ment were the same-then a larger government budget deficit would
translate into a larger current-account deficit. The reason is based on
simple accounting. If the government borrows more, and the private
sector (business plus households) does not save more or use less sav
ings by reducing investment, then the nation must borrow more. The
only place it can borrow from is abroad. The current-account deficit
increases. The problem with the twin-deficits argument is that other
factors-especially household savings, business savings, and business
investment-are not fixed.

Figure 3 shows that, as an empirical matter, U.S. budget deficits do
not move in lockstep with the current account. Although the twin
deficits relation appeared to hold during the ten-year period from
1978 to 1988, and then again from 2001 to 2003, it has not held either
before or since.
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In particular, as fiscal deficits declined during the 1990s and swung
toward a large surplus, they did not reduce the current account deficit.
On the contrary, it grew substantially, from $50 billion in 1992 to
$472 billion in 2000, or-a better gauge-from 0.8 percent of GOP to
4.2 percent of GOP. Why? Because other things did change. Business
investment surged above retained business profits, so it had to finance
that investment by borrowing. Retained earnings, that is, undistrib
uted corporate profits after inventory adjustments and depreciation,
financed 31 percent of nonresidential fixed investment in 2005, the
most since 1975. Household saving, at low positive levels in the early
1990s, turned negative, and by the end of the decade the average u.s.
household was spending more than it earned. Barbosa et al. (2005)
identIfy household borrowing as the major factor underlying the
rising current-account deficit in recent years. Among possible causes
of household borrowing, rising health-care spending correlated best
with the current account deficit.

The Foreign Trade Deficit

Under current circumstances, U.S. budget deficits are not driving cur
rent account deficits. But though they are not twin deficits, as Solow
says, neither are they unrelated. If governments run large enough
deficits for long enough, they can spill over into current-account
deficits. There are limits to the extent that other factors-household
and business savings and business investment-will change. If U.S.
budget deficits did spill significantly over into current-account defi
cits, should we be worried?

In 2006, the U.S. current account deficit soared past $800 bil
lion-a historic high, both in absolute terms and as a share of
GOP-and the bilateral deficit with China, a particular source of
concern, exceeded $200 billion. The largest component of the
current-account deficit is the trade deficit in goods, the difference
in value between tangible goods we import and those we export.
The leading imports are in petroleum and related products, which
account for 18 percent of total merchandise imports-up from
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roughly 10 percent between 2000 and 2003. The leading merchan
dise exports are capital goods, which, excluding automotive goods,
account for 41 percent of exports.

The United States continues to run a net surplus in services such
as royalties on movies and patents. A longstanding surplus of net
foreign income flows ended in 2006, as for the first time in decades
U.S. residents' investments overseas yielded less than did foreigners'
investments here. Total U.S. current account deficits show little sign
of diminishing on their own.

Prominent economists have predicted that bringing the U.S. current
account deficit into balance would require a 30-40 percent deprecia
tion of the dollar (Godley et al. 2004; Obstfeld 2005; Obstfeld and
Rogoff 2004). If the dollar depreciated against foreign currencies over
a decade or so, it would not cause worrisome problems. As imported
goods came to cost more here, U.S. residents would increasingly shop
for domestically produced goods, while as U.S. exports became cheaper
overseas, foreigners would buy more of them. U.S. manufacturers and
other firms in traded sectors would increase production, eventually
hiring millions of workers, who would leave jobs in nontraded sectors
such as construction or real estate. The U.S. current account would
come into balance or run a surplus.

The concern is not such a gradual dollar depreciation, but a "hard
landing" as foreigners suddenly balk at lending to the United States.
There are several ways a hard landing might play out. The Federal
Reserve might precipitously raise interest rates to continue attracting
funds from abroad. When the Fed more than doubled interest rates
in 1979 and 1980, it undermined domestic investment, causing the
deepest recession since the Great Depression. The recession would
effectively reduce U.S. demand for imports, since residents would
have less money to spend, and the U.S. current account balance would
improve.

If the Fed did not raise interest rates, the dollar might fall rapidly
against other currencies. In this case, too, imports would decline as
their cost in dollars increased, and at some point the current account
would come into balance or run a surplus. The rapid rise in prices of
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basic manufactured goods would accelerate inflation, erode residents'
real incomes, and cause a recession. To sustain output, the United
States would have to move 8 million workers out of nontraded sectors
into manufacturing in six months or a year, DeLong (2007) estimates.
Of course, factories cannot be built so fast, so many would find them
selves unemployed. DeLong describes the even worse problems our
principal trading partners would face: "Nations in Asia would have
to move 40 million workers out of exporting to the United States and
into other industries. And they would have to find demand for those
other industries in less than a year."

The doubt about these scenarios is why foreigners would suddenly
balk at lending to the United States. U.S. foreign deficits have been
substantial-and economists have been ringing periodic alarms about
them-for a quarter of a century. It is not clear why they suddenly
become unsustainable. On the contrary, there are a number of sound
reasons they may be more sustainable than many fear.

To begin with, the dollar has already depreciated considerably
against the currencies of its major trading partners, in particular 23
percent against the euro since 2001. Some additional depreciation of
the dollar against the Japanese yen and the Chinese renminbi would be
useful, but even the depreciation that has occurred so far lessens the
likelihood of sudden collapse. Over time, this weakening dollar will
improve the U.S. trade balance, and it has already limited the growth
of net U.S. foreign debt. The value of U.S. residents' foreign assets,
whether investments in factories or financial instruments, depends on
the currencies of the nations where those assets are held. As the dollar
depreciates against those currencies, the dollar value of U.S. foreign
assets increases. However, U.S. foreign liabilities are denominated in
dollars: Treasury bonds promise to pay foreigners a certain number of
dollars. Thus, as the dollar depreciates, U.S. assets increase in relation
to U.S. liabilities (Papadimitriou et al. 2006, figure 2).

Another reason to doubt the hard-landing scenario is that, wide
spread concerns to the contrary, the Chinese have every interest in
preventing it. Concerns revolve around the U.S. bilateral current
account deficit with China, which reached $261.7 billion in 2006
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and will likely be larger in 2007. The fear is that China will suddenly
divest its dollar holdings in favor or euro or yen assets, causing the
dollar to collapse. In calling for Chinese action to raise the value of
the renminbi relative to the dollar, both the Bush administration and
Senate Democrats hope to reduce U.S. dependence on Chinese lending
as well as the trade deficit with China.

But why should China risk a dollar crash? The Chinese central bank,
the entity that actually holds some $320 billion in U.S. Treasury securi
ties, knows that the nation's booming export industries depend on the
U.S. market. If it allowed the dollar to collapse, those industries would
enter a severe recession, devastating export centers such as Shanghai
and, as DeLong points out, leaving tens of millions of workers unem
ployed. The political ramifications for the Chinese government could
be immense. The central bank surely prefers to continue the current
arrangement, support exports, and invest in dollars, where it earns
relatively safe returns. Moreover, it is not obvious that the proposed
remedy of pressuring China to raise the value of the renminbi would
do any good for the U.S. trade balance. Most likely, other countries
would replace the Chinese goods by expanding their exports to the
United States, and U.S. domestic production would not increase.

A closer look at the structure of U.S.-Chinese trade, not just the
macroeconomic data, suggests that it helps sustain the U.S. foreign
deficit. A large share of U.S. imports from China is not consumer goods
but intermediate inputs for production, largely between parents and
affiliates of the same transnational corporations. As U.S. imports of
intermediate goods and services have risen steadily over the past fifteen
years, the resulting cost reductions for American corporations have
significantly helped maintain profit margins, even though prices of
final goods have not increased much. The positive impact on corpo
rations' profits is one of the factors that serves to attract capital from
abroad (Kregel and Milberg 2006).

More broadly, the expansion of global capital markets over the past
ten to twenty years means that previously unsustainable foreign defi
cits can now be financed without putting great stress on the world
financial system. According to Robert Hormats (2007), "We are drawing
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Table I

Sources of Finance for the U.S. Current Account Deficit, 1980-2006
(percentage of GOP)

1980- 1990- 2000-
2004 2005 2006 1989 1999 2006

Current

account -5.7 -6.4 -6.6 -1.7 -1.6 -5.2

Financed by:

Direct

investment -0.9 0.8 -0.4 0.3 -0.1 -0.01

Other private

capital 2.6 3.7 3.0 0.8 0.9 3.3

Official reserves

abroad 3.3 1.6 2.4 0.4 0.7 1.7

Sources: All data on current account. direct investment, other private capital, official reserves
abroad, and GDP originated from the U.S. Bureau of Economic Analysis, available at www.bea.
gov/international/bp_web/list.cfm?anon=71 &registered=O/.The ratios are the author's calculations.
The sources of finance and the current account do not add up perfectly due to the statistical
discrepancy.

on foreign private and government savings from OPEC [Organization
of Petroleum Exporting Countries], China, Japan, Hong Kong, and
other sources." And despite all the concern about China, it is far from
the largest source. Its $320 billion of Treasury securities accounts for
just 16 percent of foreign holdings. Japan holds twice that amount, the
United Kingdom holds another 8 percent, and oil-exporting countries
own 5 percent. Moreover, private capital inflows playa much more
significant role than official flows. For the period from 2000 to 2006,
in which the current-account deficit averaged 5.2 percent of GOP, only
1. 7 percent of GOP came from official reserve flows and 3.3 percent
of GDP came in the form of private direct investment or other capi
tal inflows (see Table 1). These capital inflows continue in good part
because U.S. corporations are highly profitable and liquid.

In sum, international payments imbalances, though large, appear
to be self-reinforcing. Capital inflows to finance them are premised
on good future returns on investment-and U.S. corporate profits are
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Source: Economic Policy Institute, The State of Working America 2006/2007, see www.epi.org/con
tent.cfm/datazone_dznational/.

high in part because of business reliance on cost-reducing offshore
suppliers. Offshore suppliers also reduce risks for U.S. corporations,
since if one supplier cannot meet demand, another can be found.

None of these considerations completely eliminates the possibility
of a hard landing. Moreover, while the U.S. current account deficit
appears sustainable, it is not necessarily desirable. It reflects the low
level of saving in the U.S. economy, outside of the corporate sector.
It also reflects U.S. firms' dramatic move to outsource production,
mainly in low-skill sectors but increasingly in high-skill sectors, too.
The resulting job loss and softening demand for U.S. workers has
contributed to rising income inequality in the United States (Milberg
et a1. 2007). Another undesirable feature of the U.S. current account
deficit is that it drains capital from global markets. Much of this capital
should go to developing nations to help them invest and grow.

Conclusion

While it would be better for the budget and current account deficits
to be smaller, the current preoccupation with them distracts attention
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from more critical economic problems that the government should be
addressing. These problems undermine the well-being of Americans
and erode the nation's economic prospects.

One of the worst problems is the way disparities between rich and
poor have been worsening for decades. Figure 4 shows the increase
in the ratio of high to low income quintiles of the u.s. population.
Rising inequality is particularly distressing because median real wages
have gone up so little over the past thirty years.

Another issue is the long-term sustainability of u.s. economic
growth and innovation. This is connected to the inequality issue, since
a productive and dynamic workforce needs the stability of health in
surance, access to good care for preschool children, a system of quality
training and retraining, the security of a pension, and the protection
that temporary losses from dynamism and competition may require.
But the issue goes further, to questions of access to higher education
to the need to maintain and upgrade the country's infrastructure, to
support for cutting-edge research on new technologies in the areas
of information, medicine, energy, and the environment.

Given these needs, we conclude that there are good and bad defi
cits. The Bush administration's tax breaks mostly for the top income
earners have caused bad deficits. They have supported an increase
in consumption for the wealthy while exacerbating longstanding
income disparities between them and the rest of the population.
The administration's failure in Iraq is widely recognized as not only
a foreign-policy fiasco but a massive economic waste. The Medicare
drug program was a response to a real social need, but ultimately has
given too much away to drug and insurance companies.

But making deficit reduction per se the top priority carries too
high a price-forgoing public initiatives in health care, education,
training, infrastructure, and R&D that could significantly improve
Americans' well-being and strengthen the economy. Deficits to in
vest in the future are good deficits. A careful program of spending
on health insurance coverage, child care, college scholarships, and
infrastructure investments that include broadband and new environ
mentally sound technologies might involve a fiscal deficit of levels
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being experienced today. But it would serve to promote the sustain
able economic growth and social protection that Americans should
demand of their economy.'

The United States borrowed heavily in the nineteenth century but
invested what it borrowed, and the ensuing growth helped repay
much of that debt. Just as it may be excessively pessimistic to predict
a hard landing for the dollar, it may be excessively optimistic to ex
pect growth driven by vigorous private and public investment to end
U.S. fiscal and current account deficits any time soon. It also seems
doubtful that rapid foreign growth, which would raise demand for U.S.
goods and services, will be sufficient to balance international accounts
very soon. For the time being, the United States is running deficits.
If it invests them wisely, it will support the economic dynamism and
security that attract the foreign capital, and thus, over the medium
term, make the deficits sustainable.

Notes
1. The surplus was $190 billion in 2000, the deficit $430 billion in 2004 (U.S.

Department of Commerce, Bureau of Economic Analysis, National Income and
Product Account tables).

2. Conventional wisdom is misleading even on the politics of fiscal deficits.
It sees Democrats as deficit spenders and Republicans as fiscal conservatives. This
has not been true for more than twenty-five years. Since President Ronald Reagan's
election in 1980, Republicans have stated a commitment to smaller government
and balanced budgets but their actions have produced the opposite. The Clinton
administration-the only Democratic administration since 1980-promised to reduce
the budget deficit and did so.

3. The costs of such a program are discussed in Madrick et a!. (2006).
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