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that is unsustainable,” he says. “The question is whether the ad-
justment will be a gradual one, in which case it is not likely to be
terribly disruptive, or will be a sudden one. If there was a sudden
interruption, that would complicate the system of economic man-
agement in the United States and around the world”—in ways
that might be far less benign than Summers’s language suggests.

Kenneth Rogo≠ agrees: “The real danger is that the current ac-
count might change very rapidly.” The United States would have
a harder time adjusting than did other countries cut o≠ by for-
eign lending in the past, he says, because its exports are a smaller
percentage of GDP. Instead of having to increase exports 10 per-
cent to make up for the lost flow of capital, for example, exports
might need to increase twice as much, implying a hefty deprecia-
tion of the dollar. Rogo≠ has estimated that in a sudden adjust-
ment, the dollar might lose as much as 40 percent of its value
compared to 2005 levels, with the result that “the dollar would
fall like a rock and interest rates would skyrocket.”

The price of imported goods would go up almost overnight, as

happened to Mexico within a few months in 1994. Gasoline, food,
foreign parts for cars, tools, toys, and television sets would cost so
much more that it would put an enormous strain on middle- and
lower-income Americans. And even though the United States has
a robust financial system, a hard landing would mean reduced eco-
nomic activity. This, says Summers, “would in turn reduce
confidence, lead to larger budget deficits, lead to more pressure on
interest rates, and so there are a variety of vicious cycles that could
kick in.” In such a situation, the Federal Reserve Board would face
“a di∞cult dilemma,” he continues, “because on the one hand you
want to provide liquidity [by reducing interest rates] at a moment
when foreigners are withdrawing assets, and on the other hand
you want to strengthen the currency and strengthen credibility
[by raising rates], and you can’t both ease and tighten with one
policy instrument.” Nor could the federal government easily help,
given that it is already running annual budget deficits of about
$270 billion and facing increasing interest costs ($406 billion in
2006) to service the national debt of $8.8 trillion—$2 trillion of it

held by foreigners.
A dollar crisis for the United States

would be in nobody’s interests, of course.
If the currency dropped 40 percent, na-
tions holding dollar reserves would see
the value of their holdings drop by a like
amount. Doing anything that might pre-
cipitate a dollar crisis, including sus-
pending purchases of dollar debt, would
therefore hurt everyone. (Summers refers
to this as a “financial balance of terror.”)
But that is not enough to guarantee that
such a thing might not happen, either by
accident or as the result of a diplomatic
crisis, says the Business School’s Rawi
Abdelal. “World politics is about coun-
tries doing things that are not in their
narrow economic interests, but that
serve some political agenda,” whether a
crisis like Suez, or the long-term mainte-
nance of export-related jobs. 

“The nightmare scenario,” says Mo-
hamed El-Erian, who as chief executive
o∞cer and president of Harvard Manage-
ment Company (HMC) oversees the in-
vestment of Harvard’s $30-billion en-
dowment, “includes the possibility, for
example, that Taiwan does something to
upset China; the U.S. allies itself fully
with Taiwan; and you have a political 
crisis with economic implications.” A
conflict over the Taiwan Strait, agrees
Abdelal, “could lead China to diversify
quickly out of dollars. I think that things
could turn out very badly, very quickly.”

The most important domestic remedy,
says Je≠rey Frankel, who served as a
member of the Council of Economic Ad-
visers under President Bill Clinton, and
on its sta≠ under Martin Feldstein during
the Reagan ad- (please turn to page 87)

Not Your Daddy’s Deficit

I
n the reagan era, the federal government ran budget deficits almost as big as the
current account deficit is today—at their peak, on the order of 6 percent of GDP. At
the time, economists worried that government borrowing would suck up most of the

funds available for investment in domestic productive capacity—the engine of future
economic growth. The concept was called “crowding out,” and in a closed economy, that
is exactly what would have happened: government borrowing would have crowded pri-
vate borrowers out of the lending market. But that didn’t happen to the extent expected.
Instead, the United States began running current account deficits of 2 or 3 percent as
capital flowed in from abroad. “The positive side of financial integration and globaliza-
tion of capital markets,” says Je≠ry Frieden, Stanfield professor of international peace,
“is that it makes it possible for governments, private firms, and individuals to borrow
from anywhere. Mortgage holders in Belgium can finance their mortgages in Germany,
Japan, or the United States. A Belgian mortgage broker could then sell those mortgages
on the global financial markets. And they do.” The pool of capital available to govern-
ments and individual borrowers has expanded dramatically with financial globalization. 

Federal deficits thus contribute to current account deficits, but not on a one-to-one
basis. “The spillover e≠ect might be 50 percent or less,” explains Benjamin Friedman,
Maier professor of political economy and author of Day of Reckoning, a 1988 analysis of the
consequences of President Reagan’s economic policy. Back then, “If the government
deficit was 4 percent of the national income, and the foreign deficit was about 2 percent
of the national income, eliminating the government deficit would have balanced the
foreign account also. These days, the federal deficit is on the order of 2 percent of GDP
or less,” he notes, “while the current account deficit is something like 6.5 percent of
GDP.” Private borrowing, rather than federal borrowing, explains most of the current
account deficit today. “Narrowing the government deficit by 2 percent might therefore
cause the current account to go down by just 1 percent,” to 5.5 percent of GDP.

This does not mean we should ignore the federal deficit, Friedman says. Cyclical
deficits to stimulate the economy when unemployment is high are fine, but we are at a
high point in the business cycle: “We are at full employment, maybe more than full em-
ployment.” Furthermore, he notes, we have large liabilities ahead of us associated with
an aging workforce, due not so much to Social Security as to the rising healthcare costs
covered by Medicare. “There is absolutely no excuse to be running a government deficit
of even 2 percent in the federal account, as we are doing now, when we are at full em-
ployment and the retirement of the baby-boom generation is right around the corner,”
he charges. “That is irresponsible.” Even so, he emphasizes, eliminating the government
deficit “is not going to solve the current account problems.”


