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Yanni Partners monitors key economic, political, and social trends

to ascertain the investment implications, and we advise clients how

to respond to major trends in the capital markets. One major

trend that warrants close scrutiny is the growth of the twin deficits.

Since 2002, the U.S. dollar has declined 50%
relative to the Euro and 35% versus the Canadian
dollar. ' Two possible contributors to the drop of the
dollar are the increasing current account deficit
coupled with a budget deficit in the United States.
Collectively, these shortfalls are known as the twin
deficits. As of fiscal year end 2004, the budget
deficit was 3.6%? of Gross Domestic Product
(GDP), and the current account deficit was
approximately 6%° of GDP. In this issue of
Measuring Up, Yanni Partners will discuss the origins
of the deficits and their relationships, the potential
problems of running twin deficits, and possible
solutions proposed by policy makers. We also
discuss how Yanni Partners can position clients’

portfolios appropriately.

Origins of the Budget and
Current Account Deficits

A budget deficit arises when the Federal
Government spends more during the year than it

collects in receipts (i.e., taxes). The United States

incurred a $413 billion budget deficit as of fiscal
year end 2004 (9/30/04) (see Figure One).* The
main contributors to the deficit have been lower tax
revenue from the past recession combined with a
weak economic recovery, and higher government
spending on homeland security programs coupled
with the war in Iraq.” Budget deficits result in
reduced national savings (the sum of private savings
and the current budget deficit). Since 2000,
personal savings have declined, while the budget
deficit has widened, thus leading to a decrease in
national savings.®As national savings drops so does
future income, and Americans’ ability to accumulate
real and financial assets decreases. A smaller pool of
monies will be available for investment, leading to

higher interest rates and slower economic growth.”

The other component of the twin deficits is the
current account deficit. It is composed of three
factors: international trade in goods and services
(the largest piece), followed by net investment

income and net unilateral transfers, which have a
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much smaller effect on the overall balance of the
current account.® The trade imbalance represents
the difference between what the U.S. exports and
what it imports. Based on the strong U.S. economy
relative to the rest of the world, imports have
exceeded exports, leading to a deficit (see Figure Two).
In fact, if U.S. economic growth were to equal
world growth (if the U.S. growth rate fell to the
lower world growth rate), the U.S. would still
import more than it exports to the rest of the
world.” When the United States imports goods,
dollars flow to the foreign exporting company,
which can then either use those dollars to buy
American exports or financial assets, or sell the

dollars to another investor, who has the same options.

How the Deficits are Related

When the U.S. Government runs a budget deficit, it
raises money by issuing Treasury securities, such as

three-month, six-month, and ten-year issues. There

securities. The increased money supply will result in
rising inflation, as the surplus dollars bid up the
prices of goods and services. Rising inflation can
then lead to slower economic growth and eventually
arecession. On an international level, rising
inflation will result in a wider trade deficit since
imports will be relatively cheaper than their
domestic counterparts, while exports will slow as

higher input costs raise prices. "

From an international perspective, when foreign
countries lend to the Federal Government by
buying U.S. Treasury securities with monies
received from exporting goods to the U.S., they are
funding the budget deficit. However, by buying
U.S. Treasury securities instead of American goods,
foreign countries increase the trade gap, thereby
widening the current account deficit. ** In fact,
foreigners own 50% of outstanding U.S. Treasuries,
12% of U.S. Agency securities, and 25% of

ULS. corporate bonds. "’ Currently, Japanese and

Current Account Deficit Relative to GDP

YEAR 1999 2000 2001 2002 2003 2004*
Current Account
Deficit (millions) $263,252 $378,344 $362,692 $421,735 $496,508 $693,168
% of GDP 2.9% 3.9% 3.6% 4.1% 4.6% 6.0%

*Estimated Source: U.S. Census Bureau




Chinese central banks have been financing much of
the trade deficit by purchasing U.S. Treasury securi-
ties, in an effort to keep their currencies from
appreciating against the dollar. From the American
point of view, these Treasury purchases are keeping
interest rates low and the Dollar/Yen relationship
less volatile.'* Since the “Asian crisis” in 1997, the
Asian central banks have relied on the stability of
the U.S. Government and financial market to stim-
ulate domestic growth and keep employment high.
Over the years, Asian central banks have purchased
nearly $1 trillion of U.S. Government securities
with a roughly zero real rate of return, presumably
to support the dollar in order to maintain the

competitiveness of their export industries. "’

Potential Problems

From 1985 to 1987, the U.S. was running twin
deficits. By 1987, the budget and current account
deficits were approximately 3% and 3.5% respec-
tively of GDP. ' During that time, interest rates rose
in order to attract foreign funds to finance the
deficit and raise capital. In October 1987, this
imbalance corrected and led to a collapse in the
values of the dollar and stock market, which
eventually led to a recession. "’ Based on this past
experience and a current budget deficit running
3.6% and current account deficit of 6% of GDP,
some speculate that this imbalance will lead to the

same result as the 1987 correction.

As the dollar continues to decline (see Figure Three),
foreign investors may demand higher interest rates
to compensate for the foreign currency exchange
loss, which could increase domestic borrowing
rates, or foreign investors may sell their U.S. holdings
outright. The sell-oft could lead to a collapse in the
financial markets and dollar; import prices would
then rise, potentially leading to higher inflation.
Inflation would likely prompt higher interest rates.
However, with a dearth of current attractive invest-
ment opportunities around the world, the likelihood

of a severe run on the dollar appears quite low. **

Solutions

Economists have proposed various solutions to
correct the twin deficits, however each solution
poses drawbacks. The most commonly cited
solution is to balance the federal budget by
establishing yearly budget targets that will
eventually eliminate the deficit. " Eliminating the
budget deficit will promote sustainable economic
growth through stable interest rates, while
continuing to attract foreign investment. However,

to eliminate the deficit, a combination of spending
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cuts and tax hikes may be necessary. For example, in
the proposed budget for 2006, more than 150
reductions and eliminations in non-defense
discretionary programs have been proposed, which
will save about $20 billion in 2006, as well as an
additional set of reforms in mandatory programs,
saving about $137 billion over the next ten years.
Reduced spending such as the examples provided,
as well as higher taxes, might however lead to a
slowdown in economic growth. Despite this
possibility, the spending cuts will help slash the
deficit by half from its originally estimated 2004
peak to just 1.5% of GDP by the year 2009.*

A second possible solution would be to allow the
dollar to depreciate further against major trading
partners’ currencies and/or force China to remove
its currency peg. * This currency realignment would

force domestic interest rates up, as foreign investors
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would demand a higher return to compensate for
the lower dollar. The lower dollar could benefit U.S.
exporters, which could then sell more due to

cheaper UL.S. goods overseas.

Another option is to simply do nothing. The U.S. is
growing faster than the rest of the world; therefore
it is logical that we are running a trade deficit, as
higher personal income leads to increased demand
for imports, while lower growth abroad curbs
demand for American exports.* Strong economic
growth and demand for imports are signs of
economic prosperity, and this growth will attract
foreign investment. Even if U.S. growth cools in the
near future, foreign investors will probably continue
to invest in the U.S. due to a lack of attractive
investment opportunities abroad.** Also, because of
the political and economic stability of the United
States, foreign governments may value the liquidity
of the dollar in these uncertain times.* As discussed
earlier, however, if the deficits continue and the
dollar depreciates, foreign investors will eventually
demand higher interest rates, which could slow

domestic economic growth.

How Yanni Partners Can Help

Yanni Partners closely monitors global economic
issues and will continue to educate clients on these
issues and their effects. We will closely monitor
developments with the twin deficits and ascertain
the investment implications. Persuasive evidence of
risks of higher interest rates will prompt Yanni
Partners to recommend more defensive fixed
income portfolios for clients, such as shortening the
duration of their fixed income portfolios to limit
risk exposure to rising rates. If Yanni Partners
foresees the risks of increases in inflation,
appropriate responses would be recommended,
such as potentially higher allocations to investments
with explicit inflation protection such as TIPS and
possible exposure to real estate and/or other “real

return” assets.
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