Red is the new black

In a triumphant ceremony on 20 January 2005 George Bush was inaugurated for a second term. However, once the celebrations were over, it was back to the Oval Office to tackle a difficult economic situation. On the face of it, prospects seem very positive. US GDP growth in the fourth quarter of 2004 was 3.1%, down from 4% in the third quarter, but still a respectable performance. Growth for the whole of 2004 was set to be 4.4%, the best performance since 1999.

However, underlying this performance is the constant worry of ballooning trade and budget deficits. The trade deficit for 2003 was $530bn. The 2004 deficit was larger still: at $618bn, it accounted for 5.3% of GDP. Part of the problem can be attributed to falling US oil production and the resultant need to import more, the price of which has risen rapidly in recent months. However, this is only a part of the picture. The average trade deficit for the EU15 countries is just 0.4% of GDP and even the considerably larger UK trade deficit is only a mere 1.7% of GDP. This helps put the US figures into context.

The picture for the US budget deficit was not a lot better. The White House’s projected deficit for the 2004 fiscal year is $521bn, or 4.5% of GDP, well up from $377bn in the previous fiscal year. Things don’t look much better for 2005 either with White House forecasters expecting the deficit to be well over $450bn. High military costs in Afghanistan and Iraq are a part of this reason, but a radical tax-cutting budget in the early years of his presidency have also left a hole in the public finances. The administration has pledged to cut the deficit to 1.6% of GDP by 2009, although it is difficult to see exactly how it will do this with continued commitments in Iraq and elsewhere.

The White House has also been sending mixed signals in terms of policy for the second term. It would appear that high on the President’s agenda is reform of the social security and pension systems.  The President wants to move the pension system away from one where pensions are paid from taxes to one where workers are obliged to save for their old age. One snag of the plan is that it also means cutting pension benefits by pegging them to price changes rather than changes in wage levels. Wages generally rise faster than prices and so this could leave many people worse off in their old age than they would have been under the previous system. The scheme is also likely to lead to high transitional costs, something that will make the budget deficit worse in the short term. As one leaked memo from Peter Wehner, Mr. Bush’s director of strategic initiatives put it:

"If we borrow $1-2 trillion to cover transition costs for personal savings accounts and make no changes to wage indexing, we will have borrowed trillions and will still confront more than $10 trillion in unfunded liabilities. This could easily cause an economic chain-reaction: the markets go south, interest rates go up, and the economy stalls out."

If economic growth slows and tax revenues therefore start to fall, the possible problems could worsen further still. If you want to try to balance the budget and see the scale of the problem, why not try the National Budget Simulator? Promised spending cuts may be hard to deliver if the economy slows down or if growth looks precarious and very little spending was cut in the first term.

The President is also known to be keen on tax reform. There have even been calls from some in the Republican movement for income tax to be swept out and replaced totally with various indirect taxes. This is likely to be far too extreme, but we are quite likely to see a further shift in the balance of taxation from progressive direct taxation towards regressive indirect taxation.

The trade deficit is just as difficult to sort out and the President will be getting conflicting advice. The trade deficit has been one of the main contributory factors behind the fall in the dollar in recent months. A trade deficit will lead to a rapid growth in supply of dollars (to buy foreign currency and pay for high levels of imports), but little or no growth in the demand for dollars. The result is a rapidly depreciating dollar. Some economists will argue that the fall in the dollar will make US exports cheaper overseas and imports more expensive. This will mean an automatic adjustment of the balance of payments over time. Others, however, argue that intervention is needed and the scale of the deficit raises concerns in many parts of the world that the natural protectionist tendencies of many in America will come to the fore. The result could be more tariffs, quotas and other protectionist policies, and as a result more work for the World Trade Organisation (WTO).
Whatever policies are chosen to sort out these deficits, they are now of a scale where they cannot be avoided and, given the importance of US performance to the global economy, many will be watching with baited breath.

Want to find out more?

The nature and effectiveness of fiscal policy is covered in more detail in Economics (5th ed.), sections 20.1 and 20.2 and Box 20.2 looks at the problems of managing the US economy. On p.554 there is a postscript on the relative merits of changing government expenditure and changing taxes. Chapters 15, 24 and 25 look at issues of the balance of payments and exchange rates. Section 23.2 examines the topic of protection.

In Essentials of Economics (3rd ed.), sections 8.5 and 8.6 examine the role and effectiveness of fiscal policy. See also section 11.3 and Chapter 12 for details on protection and the balance of payments respectively.

Demand-side policy and international economic policy are covered in Chapters 30 and 32 respectively in Economics for Business (3rd ed.). Balance of payments and exchange-rate issues are covered in Chapter 27.

The Economic Environment of Business covers these topics in Chapters 10 and 11.

For more detail on the US deficits and web links to related articles see News Item 11 in the January 2004 edition and also News Item 22 in the September 2004 edition.
