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If the economy came in for credit counseling, the advice would sound
like this: Y ou're smart, ambitious, flexible -- and in better shape than
others. But you're living beyond your means. Y ou spent every penny
you made last year, and then borrowed a further 6% of your income at
favorable rates. Don't count on this continuing.

There is widespread, though not universal, agreement that the U.S.
economy is on an unsustainable tragjectory. It isn't prudent to expect
foreignersto lend the U.S. 6% or more of gross domestic product
indefinitely. It isn't prudent for the U.S. to keep expecting to consume
more than it produces (importing from abroad to make up the difference)
and to invest more than it saves (borrowing from abroad to make up the
difference).
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Europeans and Asians tell us that the global economy would be safer if
we saved more and imported less. The U.S. replies that the economy
would be safer if Europeans and Asians saved less and imported more.
Some analysts say the key isfor Chinato let its currency rise against the
dollar so it imports more and exports less. Other analysts say the key is
for the U.S. to save more so it relies less on borrowing from China
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They're dl right: No one of those solutions will suffice.

But the U.S. government, asis painfully evident, can't make China
revalueits currency or prod European or Japanese consumers to buy
more. It can't even make Americans save more. The one lever the
government controls, sort of, isits own budget deficit, the amount that it
subtracts from overall national saving. Write to him at capital@wsj.com4.
Thereisno hard link
between the budget deficit and the current-account deficit --
the amount (now more than $1.8 billion a day, or $2,250 per
man, woman and child per year) that the U.S. borrows from
abroad. When the U.S. ran budget surplusesin the late
2 1990s, it still borrowed alot; foreigners readily lent to and
invested in the booming U.S. economy.

Digging a Deeper Hole

5. current-account balance as a
percentage of gross domestic product
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2 precisely when -- foreigners aren't going to be willing to put
increasing amounts into U.S. dollars. They'll invest

4 elsewhere or use the money at home. (It's bizarre that a
country like Chinawith so much thirst for improving the lot
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Matroscanaimic Advisers est When that day comes, the dollar will fall and interest rates
will rise. Americans will be forced to borrow less, spend
less (particularly on imports) and thus save more to replace foreigners savings. The challengetothe U.S. is
what to do now to reduce the risk that inevitable belt-tightening will cause arecession. "We shouldn't use all
the rope that the rest of the world will give us to hang ourselves,” advises William Kline, an international

economist at the Center for Global Development, a Washington think tank.

That's where the budget deficit comesin. The bond market and the Federal Reserve will push up interest
rates when the foreign appetite for lending to the U.S. wanes, but the increases will be less sharp if the
government is borrowing less. And the only way to reduce future government borrowing is to act now to
reduce deficits projected for the future. It's unpleasant, but it's the only plausible way to reduce the risk of a
more painful outcome.

In contrast to his deficit-increasing first term, President Bush says he wants to reduce the deficit in his
second term. But his goal is unambitious: His budget shows the deficit falling to 2.3% of GDP by fiscal year
2007 even though he projects the economy will have been operating at full speed for several years by then.

http://onlinewsj.com/article_print/0,,.SB111585617259931203,00.html (2 of 3)5/13/2005 6:18:41 AM


mailto:capital@wsj.com

WSJ.com - Capital

And there'sjustified global skepticism about whether the U.S. will actually hit the target: Congress already
has rejected or reduced Mr. Bush's proposals to restrain Medicaid health spending and farm subsidies.

To reduce the deficit substantially over the next five years, Mr. Bush makes heroic predictions, such as
pretending that Congress will freeze spending other than defense and homeland security. Beyond that, he can
credibly promise asmaller deficit if he either acquiesces in tax increases or finds awinning political strategy
to reduce spending on retirement, health, farm and other benefits programs. So far, there's no sign of that.

The U.S. budget deficit isn't the primary cause of the nation's risky overreliance on foreign savings. But
reducing it isabig part of a prudent solution.

Writeto David Wessel at capital @wsj.com®
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