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Economists are in
agreement that
the United States
cannot continue
to sell financial
assets at this rate
to the rest of the
world for an
indefinite period
of time.

The paper finds
that under any
plausible set of
assumptions
about the
adjustment
process, U.S.
imports —
measured in non-
dollar terms in
order to reflect
their value to
other countries —
will actually
decline.
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Executive Summary

[-or developing countries, themain selling point
of new commercial agreements such asthe Free
Trade Area of the Americas (FTAA) or the
Central American Free Trade Agreement
(CAFTA) has been the lure of increased access
to U.S. markets. Andindeed these markets have
grown considerably in recent years.

However, it is not clear that most developing
countries will be able to increase their exports
to the United States in the foreseeable future.
The United States is now running an
unsustai nabl e trade and current account deficit,
with the latter now at more than 5 percent of
GDP. Economists are in agreement that the
United States cannot continue to sell financial
assets at thisrate to the rest of the world for an
indefinite period of time. Theimplication of the
required adjustment is that the market for
exportsto the United States will shrink.

This paper looks at the U.S. market for imports
over the next decade under the assumption that
the United States' foreign borrowing, while not
disappearing, will haveto at least stabilize. The
authors assume that the United States' foreign
debt stabilizes at 50 percent of GDP, an
unprecedented level of foreign debt for a
devel oped country.

The paper finds that under any plausible set of
assumptions about the adjustment process, U.S.
imports— measured in non-dollar termsin order
to reflect their value to other countries — will
actually decline. The estimated decline is
between $90 billion and $375 billion, intoday’s
(2003) dollars. The range of estimates varies
with assumptions about the growth of U.S.
exports, theelasticity of demand for U.S. imports
and exports, and the percentage of currency
depreciation that is* passed through” to import
and export prices.

Thisinevitable adjustment process hasenormous
implications for developing countries seeking

access to U.S. markets. It means that, as a
group, they can no longer expect to increase
their exports earnings from U.S. marketsin the
foreseeable future, regardless of the terms of
present or future commercial agreements. The
only countries that can gain from increased
accessto U.S. markets will be those that do so
at the expense of other countries.

Commercial agreements such as the WTO,
proposed FTAA, and bilateral agreements
typically require developing countries to make
important and sometimes economically costly
concessions in such areas as intellectual
property, rules governing investment and
government procurement, or other policies. For
most countries, the costs of such concessions
can be expected to exceed any gain they might
anticipate from increased access to a shrinking
U.S. market for their exports.
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| ntroduction

Many devel oping country governments see accessto the United States
import market asakey part of their development strategy. Thishas
been their mainmotivation in seeking out trade pactssuch asthe Centra
AmericaFree TradeAgreement or the Free TradeAreaof theAmericas.
Theexpansoninthismarket certainly hasprovided apath for growth
for some devel oping countriesin recent years. Over thelast dozen
years, annual importsinto the United Stateshaveincreased by nearly
$780 billion, measured in 2003 dollars.* Sincethereal value of the
dollar has appreciated against other currenciesover thisperiod, the
increaseinthevaueof U.S. importsmeasuredin other currencieswould
beevenlarger. Measured againgt aweighted basket of other currencies,
theincreasein annua importsto the United States between 1991 and
2003 would be the equivalent of morethan $860 billion 2003 dollars.?

However, it isquestionable whether accessto the United Statesimport
market will turn out to be of much valuein the coming decade. The
extraordinary growthin U.S. importsover thelast twelve years cannot
possibly berepeated. Thisrun-upinimportshasaready led the United
Statesto becometheworld'slargest debtor nation, with anegative net
asset position that will amost certainly exceed $3trillion at theend of
2003.2 At present, the U.S. current account deficit isrunning at an
annual rate of more than $540 billion ayear, adeficit that can be
sustained only aslong as the United States can sell this amount of
financia assetstoforeigners.

Theprojectionsinthispaper show that, in contrast totheir extraordinary
growth over thelast decade, theannua vaueof U.S. importswill amost
certainly shrink over the next decade, when measured in non-dollar
currencies. If developing countrieswant toincreasetheir exportstothe
United Statesover thisperiod, they will haveto beat out other exporters,
like Mexico and China. On net, therewill be no opportunity to gain
market shareinthe United Statesat the expense of domestic production.
If countriesenter into trade agreementswith the United States under
the assumption that the import growth of the last dozen yearswill
continue, then they will be serioudy disappointed.

Over the last
dozen years,
annual imports
into the United
States have
increased by
nearly $780
billion, measured
in 2003 dollars.

The
extraordinary
growth in U.S.

imports over the
last twelve years
cannot possibly
be repeated.



In the absence of
asharp
downturn, it is
difficult to
imagine a
scenario in which
the debt-to-GDP
ratio does not rise
close to 50
percent by 2013.

The rising debt-
to-GDP ratio
implies larger
future interest/
dividend
payments to
people living
abroad. U.S.
export earnings
will have to be
used to make
these payments
rather than
paying for
imports.
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The Congtruction of the Projections

Itisnecessary to make aseriesof assumptions
onthepath of key economic variablesinorder
to construct projections for imports. These
variablesinclude the growth path of foreign
indebtedness, the growth of U.S. exports, the
responsivenessof thedemand for importsand
exports to changes in prices, and the price
response of importsand exportsto changesin
thevalueof thedollar. Theseassumptionsare
discussed inturn bel ow.

Thebasic assumption for the growth path of
net foreign indebtednessisthat it stabilizesat
50 percent of GDPin 2013. Thisimpliesan
increase of gpproximately 23 percentage points
fromthe 27 percent debt-to-GDPratio that the
United Statesislikely to have at the end of
2003. Since the current account deficit is
currently morethan 5 percent of GDP (which
impliesthat the U.S. isborrowing an amount
equal to 5 percent of GDP each year), the
assumption that the debt-to-GDP ratio
stabilizesat 50 percent in 2013 impliesafairly
rapid pace of adjustment. Whilethe debt-to-
GDPratio could stabilizeat alower leve, this
would almost certainly require a sharp
downturnintheU.S. economy, whichwould
lower importsand bring thetrade deficit closer
to balance. Intheabsence of asharp downturn,
itisdifficult toimagineascenarioinwhichthe
debt-to-GDP ratio does not rise close to 50
percent by 2013.4

Itisentirely possiblethat the debt-to-GDPwill
have not yet stabilized by 2013. Thiswould
mean that imports could be higher thaninthe
projections constructed in thispaper in 2013,
but will haveto belower at somefuturedate.
Therising debt-to-GDPratio implieslarger
futureinterest/dividend paymentsto people
living abroad. U.S. export earningswill have

to be used to make these paymentsrather than
payingfor imports.

The projectionsassumethat the averagereal
return onforeign holdingsof U.S. assetsis 3.5
percent. Thisassumptioniscongderably higher
than thereturn that these assetsarereceiving
at present. There are severa reasons for
assuming ahigher returninthefuture. First, a
large portion of foreign assetsiscurrently held
asofficia reservesby centra banks. Theseare
short-term depositsthat offer very low interest
rates. Whileitislikely that asubstantia amount
of dollarswill continueto beheld asshort-term
reserves, it is reasonable to believe that the
amount held for thispurposewill bereducedin
the future.® In any case, the portion of U.S.
assetsheld asreservesisamost certaintofall
as the absolute size of foreign holdings
increases. Second, the current interest rate
gructureintheUnited Statesisextremely low.
Higtorically, short-term depositshave provided
real returnsof closeto 2.0 percent (compared
tominus 1.0 percent a present). Thered return
on government bonds has averaged closeto
3.0 percent, with corporate bonds offering a
return that averages more than a percentage
point higher. If thereturn on equity remainsnear
its historic average of 7.0 percent, then a
consarvativemix of assetsshould easily provide
areal return of 3.5 percent.®

Using the 50 percent ratio of foreign debt-to-
GDP, and the assumption of a3.5 percent redl
return on assets, by adding in agrowth rate
assumptionitispossibleto caculatethetrade
deficit that iscongi stent with astable debt-to-
GDPratio. Thisanalysisassumesthat annual
GDPgrowth averages2.5 percentinthemiddle
of the next decade, somewhat faster than the
2.0 percent growth rate projected by the



Congressiond Budget Officeand considerably
faster than the 1.8 percent growth rate
projected in the Social Security Trustees
Report. The 2.5 percent growth rateimplies
that a current account deficit equal to 1.25
percent of GDPiscons stent with astabledebt-
to-GDP ratio, which in turnimplies atrade
surplusequal to 0.5 percent of GDP, giventhe
necessary interest and dividend paymentson
thedebt.’

Thenext step isto project apath for exports.
The simplest method for projecting baseline
exportsisto assume that the real growth of
exportsover the next decadeisthe sameasit
has been in prior decades. The central
assumption in these projections assumesthat
real exportsgrow at therate of 2.87 percent
annudly, their averagerate of growth over the
yearsfrom 1960to 2002.8 Thisbasdinegrowth
pathimpliesthat exportswill beequal to$1,350
billion in 2013 (measured in 2003 dollars).
Separate highimport andlow import scenarios
aternatively assume that the growth rate of
exportsishalf apercentage point higher (3.37
percent) or half apercentage point lower (2.37
percent).

Findly, itisnecessary to pecify an adjustment
processthat will allow the current account to
adjust to a sustainable level. This requires
assumptions about both the sensitivity of
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importsand exportsto changesin price, and
assumptionsabout the extent towhich changes
inthevalue of thedollar arereflected inthe
price of imports and exports. In the case of
both imports and exports, the central
assumptionisthat theeagticity of bothimports
and exportswith respect to price changesis2,
whichimpliesthat a10 percentincreaseinthe
priceof importswill lead toa20 percent decline
indemand. Andternativehighimport scenario
assumesthat the e asticity of demand for both
importsand exportsis2.5.

The central assumption on the sensitivity of
import and export pricesto changesin currency
vaues(the* passthrough”) is0.5, whichmeans
that the changein the price of the product is
half of what would beimplied by thechangein
the currency value. For example, thismeans
that if thedallar falsby 10 percent, thenimport
pricesrise by an average of 5 percent. The
implicationisthat the other half of theincrease
incogsisabsorbedintheform of lower profits
by suppliers. High import and low import
scenarios assume alternatively that the pass
through rateis 0.6 or 0.4, respectively.®

Table 1 below shows projectionsfor import
levelsin 2013 and the declinein the value of
thedoallar that will be needed to bring thecurrent
account deficit downtoasustainablelevel. The
import levelsare shown in both dollar terms

Since the real
value of the dollar
will have to
decline in order to
bring the current
account into
balance, the
dollars earned by
these imports will
have considerably
less value
elsewhere in the
world than do
dollars today —
even after
adjusting for
domestic inflation
in the United
States.

Table 1
Projections of U.S. Imports in 2013

Imports Decline in Dollar Non-dollar value Change 2003-2013

(2003 dollars) (2003 dollars)
Middle  $1779 billion -22.8% 1374 billion -163 billion
Low $2002 billion -42.0% 1161 billion -375 billion
High $1678 billion -13.8% 446 billion -90 billion

Source: Congressional Budget Office, Bureau of Economic Analysis, and authors’ calculations; see text.




Optimistic
assumptions
about the future
reduce the size of
the implied
decline in imports,
but it is not
possible to
construct a
plausible scenario
in which the U.S.
can even sustain
its current level of
imports.

...the implied
decline in the
dollar means that
not only will the
value of exports
to the United
States decline
over the next
decade, but the
unit profits of
these exports will
almost certainly
fall as well.
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and measured in real units of non-dollar
currencies. Sincethered vaueof thedollar will
have to declinein order to bring the current
account into baance, thedollarsearned by these
imports will have considerably less value
elsawhereintheworld than do dollarstoday —
even after adjugtingfor domesticinflationinthe
United States. In additionto showingthemiddle
iImport scenario, thetable also showsthehigh
import and low import scenarios described
above.

All three scenarios show that theimportswill
only increasemodestly when measuredindollar
termsover the next decade, fromtheir level in
the second quarter of 2003 ($1,540 billion).
However, becausethedollar will havetofall
substantially fromitscurrent level in order to
bring the current account deficit toasustainable
levd, thevaueof U.S.importsmeasuredinred
unitsof other currencies(the“non-dollar vaue’
columnintable1) will fal inall threescenarios.
For example, in the middle scenario, the
projected value of U.S. importswill be $163
billion less in 2013 than it is today, when
measured inabasket of foreign currencies. This
meansthat if countriestook the dollarsearned
fromtheir exportsto the United Statesand then
traded these dollarsfor other currencies, the
purchasing power of what they would be able
to buy based on their 2013 exportswould be
$163hillionless(in2003 dallars) thanwhet they
could buy based on 2003 exports.

Thefact that importsdeclineeveninthehigh-
import scenario showstheinsoluble nature of
theproblem. Thecurrent level of theU.S. trade
deficitisclearly unsustainable. Theadjustment
will requireasharp dropinimportsinthe near
future. Optimistic assumptionsabout thefuture
reducetheszeof theimplied declineinimports,

but itisnot possibleto construct aplausible
scenarioinwhichtheU.S. can even sustain
itscurrent level of imports. Measuredinreal
terms, the extraordinary growth in U.S.
importsover thelast twelveyearsclearly will
not be repeated.

Itisworth noting that the projectionsin Table
1 actudly understatethe negativetrendinthe
U.S. import market from the standpoint of
deve oping countries. Oneof theassumptions
used in the construction of thetableisthat
declinesinthedoallar are not passed through
by 100 percentintheform of higher pricesin
the U.S. The central assumption in the
scenarios in the table was that the pass
through ratewas 50 percent. Thisassumption
impliesthat half of the impact of alower
dollar is felt in the form of lower profit
margins. Thismeansinthecaseof themiddle
scenario, wheretheimplied reductioninthe
value of the dollar is 22.8 percent, the
reductionin profit marginswill beequal to
approximately 11.4 percent of the price of
the products. Of course, not all of this
reductionin marginswill befelt by firmsin
theexporting country; muchwill beabsorbed
by shippers, wholesders, retailers, and other
intermediaries. However, theimplied decline
inthedollar meansthat not only will thevaue
of exportsto the United States declineover
thenext decade, but the unit profitsof these
exportswill almost certainly fall aswell. In
short, increased accessto the U.S. import
marketisnot likely to beof great valueover
thenext decade.
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Conclusion

This paper constructs aset of projections of U.S. importsfor 2013. It
showsthat under plausibleassumptionsthe U.S. import market will decline
over the next decade, when measured using thereal value of non-dollar
currencies, such asthe Japanese yen or the euro. The projections show
that importswill decline evenwith optimistic assumptions: for example
that the annual growth rate of U.S. exportsis half a percentage point
higher thanitsaverageover thelast four decades (before taking account
of thestimulusto exports provided by afalling dollar). Furthermore, the
projected declinesinthevaueof thedollar arealsolikely to squeezethe
profit marginsof exporters, asthey absorb someof the effect of afaling
dollar instead of passingit dl throughintheform of higher import pricesin
the United States.

The United States current account deficit isclearly unsustainable. The
unavoidableimplicationisthat importswill haveto shrink inthenear future.
In contrast to the huge growth in the U.S. import market over the last
decade, therewill beasubstantial declineinthe size of the market over
the next decade. Thismeansthat effortsby most developing countriesto
gain access to the U.S. import market — if they involve important
concessonsinother areas(e.g. onintellectual property rights, investment
or government procurement rules) —arelikely to prove misguided. Except
for thefew that canincreasether exportssubstantialy to the United States
by displacing other exporters, any significant concessionsmadein order
to gain accessto U.S. marketswould lead to anet lossfor the countries
that makethem.

...efforts by most
developing
countries to gain
access to the U.S.
import market —
if they involve
important
concessions in
other areas (e.g.
on intellectual
property rights,
investment or
government
procurement
rules) — are
likely to prove
misguided.



Endnotes

1 Thiscalcul ation takes the nominal value of importsinthe
third quarter of 1991 ($625.3 billion) and convertsit into
2003 dollars, using the GDPdeflator, rather than the deflator
for imports. This gives a better measure of what can be
purchased with the income earned through exporting to
the United States.

2 This figure uses the Federal Reserve Board's real broad
index to adjust for thereal appreciation of thedollar against
other currencies over this 12-year period. The calculation
effectively compares the real value of imports in 1991,
measured in non-dollar currencies, with the real value of
imports in 2003, also measured in non-dollar currencies.
This difference is then converted back into dollars at the
exchange ratesthat prevailed in the third quarter of 2003.

3The Bureau of Economic Analysis estimated that the U.S.
net international investment position was negative $2.6
trillion (measured at market costs) at theend of 2002 (*U.S.
Net International Investment Position at Yearend 2002,”
Bureau of Economic Analysis, June 2003). With the current
account deficit certain to exceed $500 billion in 2003, the
negative net international investment position will almost
certainly be pushed to about $3 trillion.

41f the trade deficit stays constant as a share of GDP over
the next decade, and the averagereal return on foreign held
assetsinthe United Statesis 3.5 percent, theratio of foreign
indebtedness to GDP would exceed 70 percent by the end
of 2013.

® One reason for believing that amount of dollar reserve
holdingswill declineisthat countrieslike Chinaareunlikely
towant to hold vast amounts of dollarsindefinitely in order
to depress the value of their currency.

®Historically the return on U.S. holdings of foreign assets
has been substantially higher than the return on foreign
holdings of U.S. assets. While this difference in rate of
return haslimited the extent to which the net income flows
are negative, the difference in rates of return will matter
less as foreign holdings of U.S. assets grow to levels that
will be more than twice as large U.S. holdings of foreign
assets.

"The 3.5 percent return on aforeign debt that isequal to 50
percent of GDPimpliesthat an amount equal to 1.75 percent
of GDPwill be paid out as dividends or interest each year.
In order to bring the current account deficit down to 1.25
percent of GDP, the trade surplus will have to be equal to
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0.5 percent of GDP. The slower growth rates assumed by the
Congressiona Budget Officeand the Socia Security trustees
report would imply even larger trade surpluses— 0.75 percent
of GDPinthe case of the CBO projection and 0.85 percent of
GDP in the case of the Social Security trustees projections.

8 This cal culation usesthe nominal value of exportsand then
deflates them using the GDP deflator. This method avoids
some of the problems associated with pricing someimportant
exports, most notably computers.

9 Some estimates of pass through are significantly lower;
this would make the import market in the U.S. contract by
morethan the estimatesin this paper. Seee.g., Bernake, Ben
S., “Monetary Policy and the Economic Outlook: 2004, p.12,
(Paper presented at the proceedings of the American
Economic Association, January 2004), which assumesapass
through of 0.3. Bernakeisamember of the Board of Governors
of the Federal Reserve System.



