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What about Those Deficits?
Brief Analysis No. 704

by Robert McTeer

Each year, foreign governments and investors increase their
holdings of U.S. debt. In effect, they are lending the United States
money to finance its excess of imports over exports. However,
continued excessive deficits could make U.S. trading partners
reluctant to continue the process. Reluctance to buy or efforts to
sell dollar holdings by foreign investors would cause U.S. equities
to decline, interest rates to spike and the dollar to plunge.
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Problem: Not Enough Domestic
Saving. Economists often refer to
the U.S. trade deficit (when more
goods and services are imported than
exported) and the federal budget
deficit (when government spends
more than it receives in tax revenues)
as problems of inadequate domestic
saving (income minus consumption).
The trade deficit, the budget deficit
and the balance between domestic
saving and investment (output not
consumed) are all closely related. For
example, tax incentives to encourage
saving would likely stimulate investment, lower both the budget and trade
deficits ($1.4 trillion and $381 billion,
respectively, in 2009), and reduce
reliance on foreign investment.
In an economy with no external
trade and no government, market
forces — such as interest rates, incomes and prices — will adjust until
actual saving and investment balance.
If planned saving exceeds investment, interest rates will tend to fall
until saving and investment balance.
Likewise, if planned investment is
greater than saving, interest rates and
income will rise and pull up saving.
Introducing government into the
equation, a budget deficit (negative
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saving) exacerbates the shortage of
domestic saving to finance domestic
investment. More foreign saving will
be needed to supplement domestic
saving, which in turn allows the
United States to consume more
goods and services than it produces.
Problem: Rising Government
Spending. Government budget
deficits and inadequate private
saving are causing the federal
government to become ever more
reliant on foreign funding for federal
programs, especially retirement and
health care entitlement programs.
The 2009 Social Security and
Medicare Trustees Report shows the
combined unfunded liability of these
two programs has reached nearly
$107 trillion in today’s dollars. The
unfunded liability is the difference
between the benefits that have been
promised to current and future
retirees, and what will be collected in
dedicated taxes and Medicare premiums. The amount is expected to increase further as baby boomers retire.
The United States’ unfunded
obligations under Social Security
and Medicare, combined with rising
public debt, are a source of concern
for foreign investors. In March
2009, Chinese Premier Wen Jiabao
noted he was “a little worried” about
the safety of China’s U.S. holdings. This unease was reinforced
in October 2009 when the rating
agency Moody’s warned that the
United States could lose its AAA
credit rating (the top rating possible)
if expanding deficits are not tamed.
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