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 There Ain't No Free Lunch 
 
 Articles about the alarming $15.5 billion U.S. trade deficit in November for goods and 
services and the rise in the trade deficit for 1998 did not focus sufficient attention on the serious, long-
term consequence of America's trade deficits -- the United States has become the world's largest 
debtor nation.  This dubious status is the cumulative effect of the United States' annual trade deficits 
since 1983.  The solid line on the accompanying chart illustrates how the U.S. net debtor position has 
grown as a percentage of U.S. GDP, reaching 16.4% at the end of last year.   
 If there is any solace in the solid line, it is that the net debtor picture at the end of 1997 
probably was not as bad as it initially looks.  This is the case because future adjustments to this annual 
estimate of the net debtor position probably will reduce it as a percentage of GDP.  As you will note 
from the accompanying figure, the year-end 1997 estimate for past years, as a percentage of GDP, 
was less than estimates made at the end of 1993 and 1995 (the dashed lines).  These revisions reflect 
the fact that these balance sheet figures represent what often are very rough estimates.  Nonetheless, 
unless changes in the foreign exchange value of the U.S. dollar have a powerful offsetting effect, the 
U.S. net debtor position, as a percent of GDP, probably worsened last year.  The year-end 1998 
estimates will not be available until this summer. 
 
 In case you are not familiar with the government's calculation of the United States' net debtor 
position (called the International Investment Position of the United States), the accompanying table 
shows this calculation.  It appeared on page 32 of the July 1998 issue of the Survey of Current 
Business, which is published by the Department of Commerce.  The data on the chart reflect direct 
investments at market value (lines 18 and 36) rather than at book value.  As you will note from the 
table, U.S. assets abroad (at market values) were about $5 trillion while foreign-owned assets in the 
United States (in effect, the estimated market value of claims the rest of the world has on the United 
States and its citizens) were approximately $6.3 trillion.  In effect, the U.S. net debtor position was 
slightly more than one-fourth of U.S. claims on the rest of the world and slightly more than one-fifth 
the rest of the world's claims on the United States.  It is only a matter of coincidence that the amount 
of U.S. Treasury securities owned abroad (line 28 plus line 37), at $1.25 trillion, almost equaled the 
U.S. net debtor position.  As big as that number is, it equals just 20% of gross foreign claims on the 
United States. 
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 How high can the net debtor percentage go -- it is anyone's guess, but at some point in time, it 
must begin to reverse through a sharply lower trade deficit and/or a weaker dollar.  As our friend, Al 
Greenspan, observed on Wednesday during his testimony to the House Ways & Means Committee, 
"the continued increase in our net external debt and its growing servicing costs clearly are not 
sustainable indefinitely."  This statement highlights an especially troubling aspect of the net debtor 
situation -- in 1997, net U.S. international income (income on U.S. assets abroad minus income on 
foreign assets in the United States) shifted from positive to negative.  After decades of positive net 
income (reaching 1.1% of GDP in 1981), which helped to offset trade deficits, the United States, due 
to its growing net debtor position, now has negative investment income which worsens its net debtor 
position. 
 
 At some point, America will start paying an even higher price for this net debtor position as 
foreigners demand higher interest rates and returns on equity capital for having taken such a large 
investment and foreign exchange risk in the United States.  The relatively free lunch we have enjoyed 
because of the willingness of foreigners to extend credit to us may soon end.  How soon depends on 
that willingness.  Many economists argue that we have such a high net debtor position because 
foreigners want to invest in the United States.  In other words, we are forced to have a trade deficit 
because foreigners are flooding the United States with investment dollars.  That's nonsense.  
Foreigners accept financial claims on the United States because they want to sell their goods and 
services here.  In effect, the United States has a big accounts payable with the rest of the world, some 
portion of which has since been converted into direct investment and stock market investments.  
Nonetheless, it is an accounts payable.  As it continues to grow, the risk of collecting on it could grow, 
which would drive up interest rates.  What may be postponing higher rates is the fact that numerous 
other countries, particularly in East Asia and South America, are (1) economically troubled and (2) 
more than willing to sell us as much as we want to buy, and will take our IOUs in exchange, for now. 
 
 The growth in the U.S. net debtor position helps to explain another recent phenomenon  
-- the continuing drop in the U.S. inflation rate even as the savings rate declines.  In effect, we (or at 
least those with equity investments) are having our cake and eating it, too, as people cash in their gains 
from the Greenspan stock market bubble (see EFF #77, December 10, 1998) to spend on current 
consumption.  In other words, in a variant of having both guns and butter, the willingness of 
foreigners to become even bigger creditors of the United States lets us enjoy both a high level of 
consumption as well as sufficient domestic investment, particularly in housing. 
 
 When this goldilocks world will end, and what will happen in its aftermath, is the  
multi-trillion dollar question with a multi-part answer.  Here are some speculations.  One, the trade 
deficit eventually will decline as a percent of GDP.  Two, eventually the net debtor position, as a 
percentage of GDP, will begin to decline.  Three, real interest rates will climb as we bid higher to hang 
onto the world's savings that have been invested in the United States.  Four, the dollar will not weaken 
materially because higher real interest rates will hold sufficient funds in the United States.  Five, higher 
interest rates will knock some air, and maybe a lot of air, out of the Greenspan stock market bubble.  
Six, a lower trade deficit will mean a higher portion of goods consumed in the United States will be 
produced in the United States.  Seven, a combination of lower stock prices and a lower trade deficit 
implies that there will be a higher savings rate, which suggests less domestic consumption and a higher 
unemployment rate.  
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 However, eight, increased domestic manufacturing, due to import substitution, will cushion 
the unemployment effects of lower consumption.  In other words, the job impact of reduced U.S. 
consumption will be felt to some extent outside the United States -- just what troubled economies 
need.  Nine, foreigners will steadily convert their claims on the United States into direct investments, 
which means more physical assets in the United States will be  
foreign-owned while corporate globalization will see the ownership of many U.S. businesses shift to 
other countries.  Witness DaimlerChrysler.  Ten, the United States may not travel a smooth path after 
its net debtor position starts to shrink. 
 
 In sum, the U.S. may survive the bottoming out of the U.S. net debtor position, as a 
percentage of GDP, better than some might expect, but at a not insubstantial cost -- the world's 
leading nation will be a significant debtor to the rest of the world for many years to come. 
 

 Short Takes 
 
I was wrong about the Euro  
 
 In EFF #44 (June 30, 1997), I boldly predicted that the Euro would not launch at the first of 
this year.  I was wrong because I underestimated the desire of Europe's bureaucrats, and particularly 
its central bankers, to make Euroland a reality.  But now that the Euro is a reality, how will Europe 
fare and will it fare well enough for the Euro to survive?  Mechanically, it can survive, as evidenced 
by the Euro's extremely smooth launch and recent talk about advancing the date for putting Euro 
coins and currency into circulation.  The Euro's real test will be the ability of an economically diverse 
Euroland to live with a uniform short-term interest rate as some countries start to overheat (Ireland, 
for example) while others cool economically (Germany, for example).  It will be interesting to see how 
appealing the Euro looks a year from now. 
 
More bad news about Japan 
 
 Accompanying this issue of EFF is a recent Wall Street Journal op-ed of mine, headlined "Is 
Creditor Better Than Debtor?"  While it is not great to be a debtor nation, creditor status is not a 
panacea if your domestic economy is going to hell, as Japan's is. 
 
Giving the devil his due 
 
 As intrepid readers of EFF know, I am not a big Greenspan fan because of his success in 
strengthening the harmful myth that Fed monetary policy is good for America and the world.  But I 
must give Al credit, in his Ways & Means testimony Wednesday, for strongly attacking the Clinton 
proposal to invest a portion of the Social Security trust fund in the stock market.  As David Wessel 
reported in yesterday's Wall Street Journal, "the Fed chairman was explicit" in his criticism of the 
Clinton proposal, which raises this question: Why can't Al be equally explicit when pontificating about 
monetary policy?  If he were, of course, it would be difficult for him to avoid undermining the myths 
about monetary policy which have laid the foundation for his forthcoming sainthood.  Now the big 
question:  Did Al's comments on Social Security hurt his reappointment chances? 
 
 The Greenspan Countdown . . . . . 515 days are left in his present term as Fed Chairman 










