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The U.S. Trade Deficit:
Causes, Consequences, and Cures

Summary

The U.S. trade deficit has risen more or less steadily since 1992. In 2006, the
trade imbalance reached $811.5 billion, an increase of $20 billion over the 2005
deficit, and a total increase of about $765 billion since 1992. The trade deficit’'s
growth in 2006 waslargely the consequence of increase of import purchases of nearly
$210 hillion, a slight deceleration from import growth in 2005. Exports in 2006
increased a smaller $162 billion, but this was an acceleration over the 2005 resullts.
Asapercentage of GNP, the trade deficit in 2006 was 6.1%, arecord size, adecrease
from 6.3% in 2005. The investment income component of the trade balance moved
from asurplus of $10.3 billion in 2005 up to asurplus of $36.6 billion in 2006. The
large and growing size of U.S. foreign indebtedness caused by successive trade
deficitssuggeststhat theinvestment income surplusislikely to soon be pushed toward
deficit.

The size of the U.S. trade deficit is ultimately rooted in macroeconomic
conditions at home and abroad. U.S. saving falls short of what is sought to finance
U.S. investment. Many foreign economies are in the opposite circumstances, with
domestic saving exceeding domestic opportunitiesfor investment. Thisdifference of
wants will tend to be reconciled by international capital flows. The shortfall in
domestic saving relative to investment tendsto draw an inflow of relatively abundant
foreign savings seeking to maximize returns and, in turn, the saving inflow makes a
higher level of investment possible. For the United States, anet financial inflow also
leads to alike-sized net inflow of foreign goods — a trade deficit. Absent a major
shift in the underlying domestic and foreign macroeconomic determinants, most
forecasts predict the continued widening of the U.S. trade deficit in 2007, but therate
of increase of the trade deficit is expected to slow.

The benefit of the trade deficit isthat it allows the United States to spend now
beyond current income. In recent yearsthat spending haslargely been for investment
in productive capital. The cost of the trade deficit is a deterioration of the U.S.
investment-income bal ance, as the payment on what the United States has borrowed
from foreigners grows with its rising indebtedness. Borrowing from abroad allows
the United Statesto live better today, but the payback must mean some decrement to
the rate of advance of U.S. living standards in the future. U.S. trade deficits do not
now substantially raise the risk of economic instability, but they do impose burdens
on trade sensitive sectors of the economy.

Policy action to reduce the overall trade deficit is problematic. Standard trade
policy tools (e.g., tariffs, quotas, and subsidies) do not work. Macroeconomic policy
tools can work, but recent and prospective government budget deficits will reduce
domestic saving and most likely tend to increase the trade deficit. Most economists
believe that, in time, the trade deficit will most likely correct itself, without crisis,
under the pressures of normal market forces. But the risk of a more calamitous
outcome can not be completely discounted. This report will be updated annually.
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The U.S. Trade Deficit:
Causes, Consequences, and Cures

Introduction

International trade continues to grow in importance for the world economy as
well as the U.S. economy, enhancing economic well-being generaly, but also
imposing costs on trade sensitive sectors of national economies. The importance of
trade has been well-recognized by Congress, which in recent years has paid close
attention to many dimensions of U.S. international trade performance. This report
examinesthetrade deficit, paying special attention to why it continuesto widen, why
it may be a problem, and what can be done to correct it.

Trade Performance in 2006

The U.S. trade deficit astallied in the current account balance' reached $811.5
billion in 2006, up from $791.5 billion in 2005.> As a percentage of GDP, the 2006
trade deficit stands at 6.1%, down slightly from a record share of 6.3 % in 2005. The
small decrease in the trade deficits size as a percentage of GNP could indicate that a
degree of stabilization of the imbalance may be occurring.

The trade deficit rose slowly and, more or less, steadily from asmall surplusin
1991(a recession year) to about $135 hillion in 1997. Then, as the pace of the
economic expansion rapidly accelerated, the trade deficit posted particularly large
increases over the next three years, reaching $413.4 billion in 2000. With recession
in 2001, thetrade deficit fell moderately to $389 hillion. With the economic recovery
in 2002, the trade deficit again began to expand along with the steady improvement
inthe pace of economic growth.® The cumulativeincreaseinthetrade deficit between
1997 and 2006 is $806 billion, with more than half of this increase occurring since
2001. Table 1 shows the anatomy of recent trade trends.

! The balance on current account is the nation’s most comprehensive measure of
international transactions, reflecting exports and imports of goods and services, investment
income (earnings and payments), and unilateral transfers.

2 Complete current account data on trade performance in 2006 will not be available until
March 2007.

® Trade balance data for the full year 2006 are not yet available, but through three quarters
the trade deficit on current account has been running at an annual rate of near $860 billion.
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Goods Trade

Goods trade is the largest component of the current account balance, and what
has happened in thisform of trade has been the major source of changein the overal
the current account in recent years, including 2006. The deficit in goods trade
increased in 2006 to $838 billion from $783 billion in 2005. Since 1992, the goods
trade deficit increased a total of $739 billion. Over this period, both exports and
imports generally rose, but import growth out paced export growth. In 2001, in
response to slack demand across the world economy, U.S. goods exports had fallen,
but the U.S. recession in 2001 also led to an even larger curtailment in the U.S.
demand for imports, causing the goods deficit (and the current account deficit) to fall.
In 2002, weak world demand continued to push U.S. exports down, but even atepid
U.S. economic recovery in 2002 was enough to cause goods importsto increase, and
the goods deficit (and the current account deficit) was once again ontherise. 1n 20086,
goods exports increased about $129 billion in response to the stimulating effects of
earlier dollar depreciation and faster economic growth in Japan and theeuro area. But
accelerating U.S. economic growth in 2006 also accelerates the inflow of goods
imports by about $210 billion, causing the goods deficit to increase by about $56
billion. However, thisisthe smallest increase of the goods deficit since 2002.

Table 1. U.S. Current Account and Components
(BOP basis, hillions of dollars, annual rate)

2001 2002 2003 2004 2005 2006
Current account balance -389.0| -472.4| -527.5 -665.3| -791.5| -811.5
Goods balance -427.2| -482.3| -547.3 -665.4| -782.7| -838.3
Exports 718.7 682.4 7134 807.5| 894.6( 1023.1
Imports -1145.9| -1164.7| -1260.7| -1,473.0| -1677.2| -1861.4
Services balance 64.4 61.2 52.4 54.1 66.0 79.7
Exports 286.1 292.3 302.7 34441 380.6 422.6
Imports -221.8| -231.0| -250.3 -290.3| -314.6| -342.8
Investment income 25.1 12.2 36.6 27.6 11.3 36.6
Transfers (net) -51.3 -63.5 -69.2 -81.5 -86.1 -89.6

Source: U.S. Department of Commerce (Bureau of Economic Analysis) and Global Insight
Services Trade

In 2006, the U.S. surplusin servicestrade increased to $79.7 billion from $66.0
billionin 2005. In contrast to goods, servicestrade had shown aslowly rising surplus
through themid-1990s. That trend ended in 1997, however, with the services surplus
peaking at $91.9 billion. 1n 1998, the surplus fell to about $83 billion, but steadied
near that level through 2000. Service exports grew more than $30 billion in this
period, but with the dual effects of very rapid economic growth in the United States
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and the continued strength of the dollar, services imports moved apace. From 2001
through 2003, the services surplus decreased. This decline reflected the continued
increase of serviceimportsdespite (1) recession and slow growth inthe United States
and (2) theweak service export sal es because of weaknessin other economiesand the
continued negative impact of the strong dollar (the dollar had begun to depreciatein
2002, but given the typical lags, the positive effect of that depreciation was unlikely
to have been significant in 2002). In response to continued weakening of the dollar
in 2003 and 2004, as well as faster economic growth abroad, the surplusin services
trade began to increase again in 2004 and continued to increase in 2005 and 2006.

Investment Income Balance

In 2006, the balance in the U.S. investment income account moved up from a
surplus of $11.3 billion in 2005 to a surplus of $36.6 billion. The investment income
balance is a tally of what U.S. foreign investments earn against what foreign
investmentsintheU.S. earn. Thispattern of surplusseemsinconsistent with therapid
growth of foreign assetsin the United States relative to the stock of U.S. assetsin the
rest of the world. Nevertheless, since 1998, the surplus in investment income has
exhibited a rising trend, even as U.S. net indebtedness to the rest of the world
increased sharply. Theinvestment income surplus reached $46.3 billionin 2003 and
fell to $30.4 billionin 2004. The persistence of the U.S. investment income surplus
through 2006 is the result of the interplay of several forces. First, U.S. investments
abroad on average earn a higher return than foreign investments do in the United
States. Thisdifferential isthought to result from a higher incidence of mature, high
yielding, assetsinthe U.S. investment portfolio, greater risk exposure, and the special
status of the dollar asthe worlds reserve currency of choice. Second, the sharp fall of
interest rates between 2000 and 2004 translated into afall in the rate of return as a
large portion of U.S. foreign debt isrepeatedly rolled over. Third, in the period 2002
to 2006, a falling dollar, particularly against the euro, caused the foreign currency
value of U.S. foreign assets and the associated earnings to rise.

In the long run, however, it is likely that the United States' large and till
growing stock of net foreign indebtedness will come to dominate movement of this
balance and lead to steadily larger deficitsin the investment income balance.*

* The level and composition of the United States accumulated net indebtedness to
foreignersisfoundinthe annual tally of the nation’ s net international investment position
(NIIP) by the U.S. Department of Commerce and published in the June Survey of Current
Business. In 2005, the NIIP was adeficit of $2.7 trillion. The capital inflow manifestsin
foreign holdings of several different typesof assetsincluding bank accounts, stocks, bonds,
and real property. For moredetail on cross-border capital flows, see CRS Report RL 32462,
Foreign Investment in U.S. Securities, by James Jackson.
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Why the Trade Deficit Widens

A rising current account deficit (or afalling surplus) over the course of a brisk
economic expansion is not a remarkable event for the U.S. economy. In the 1960s,
brisk economic growth steadily eroded asmall current account surplus. Inthe 1970s,
modest deficits occurred with each economic expansion. However, from the 1980s
through 2006, the average size of thetrade deficitssteadily increased. Cyclical factors
certainly have at times played some role in this phenomenon, particularly in recent
years with the United States growing rapidly relative to most major trading partners.
Trendforcesarealso at work, however, incliningthe U.S. economy toward generating
largetradedeficitsin all but recession conditions. The next section examinesin more
depth the fundamental determinants of the trade balance.

The trade deficit widens as the economy expands, not because of trade barriers
abroad, not because of foreign dumping of exports, and not because of any inherent
inferiority of the U.S. goods on the world market, but because of underlying
macroeconomic spending and saving behavior at home and abroad. In the U.S.
economy, there is a strong tendency to spend beyond current output, with the excess
of demand met by a net inflow of foreign goods and services that resultsin the U.S.
trade deficit.> Of course, the U.S. trade deficit is only possible if there are foreign
economies that produce more than is absorbed by their current spending and are able
to export thesurplus. Tradedeficitsand trade surplusesarejointly determined through
international capital flows that lead to a mutually favorable reconciliation of these
domestic spending-productionimbalances. Theseimbalanceswill be sensitiveto the
short-run effects of the business cycle (at home and abroad) as well as long-term
effects of trends in spending and production. But, these imbalances will not be
significantly changed by trade policiesthat try to directly alter the levels of exportsor
imports such as tariffs, subsidies, or quotas.

A Saving-Investment Imbalance

National spending-production imbalances are analyzed by economists from the
standpoint of national saving and investment behavior. Savingisjust theflip side of
spending (an excessof spending essentially translatesinto adeficiency of savings) but
focusing on saving has the analytical advantage of rooting the phenomenon in the
transactionson international asset marketsthat arethe key to understanding aggregate
trade imbalances.

International Capital Flows. A large and fluid trade in assets is one of the
central attributes of the current world trading system, growing from flows totaling
only afew billion dollarsin 1970 to $7 trillion in 2005. The United States has been

® It is useful to remember that “income”/”spending” are the flip side of “production”/
“output.” Any given value of production generates an equal value of income. Thus the
income the economy earns can support spending sufficient to purchase the economy’s
current output. Withinternational trade, however, it ispossiblefor thereto be adivergence
of spending and production through the borrowing and lending of currentincome and output
between nations.
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amajor participant ininternational asset markets. In 2005, it received capital inflows
of $1.3 trillion and send outflows to the rest of the world of $364 billion.®

With fluid world capital markets, domestic saving-investment imbalances will
tend to cause two equivalent transfers: one, aninitiating capital market transfer of real
purchasing power (i.e., aloan ) from the country with a surplus of saving to the
country with a shortage of saving; and two, a corresponding transfer of real output
(i.e., animport to the borrower and an export from the lender) through agoods market
transactions.

It is an economic identity that the amount of investment undertaken by an
economy will be equal to the amount of saving — that is, the portion of current
income not used for consumption — that is available to finance investment. But for
a nation this identity can be satisfied through the use of both domestic and foreign
saving, or domestic and foreigninvestment. Therefore, asaving investmentimbalance
isarelationship between domestic saving and investment and one that can only occur
if foreign saving or investment are avail able to satisfy the overall saving investment
identity.” International capital flowsfrom lender to borrower are the means by which
the saving of one country can finance the investment of another. If international
capital flows did not exist, domestic investment could be no larger or smaller than
domestic saving.

In arelatively open world economy with reasonably fluid and well functioning
international asset markets, it is possible for domestic saving-investment imbal ances
to be reconciled by international capital flows. With awilling lender and awilling
borrower, flows of capital from a saving surplus country to a saving shortage country
can achieve overall saving-investment balance for both nations. These asset market
transactions will change the demand for and supply of national currencies needed to
purchase foreign assets, causing changesin exchange rates, which, in turn, induce an
equivalent sized net flow of goods (i.e., trade deficits and trade surpluses) between
€conomies.

Interest Rates and International Capital Flows. Differencesinthelevel
interest rates between economies are the basic equilabrating mechanism that works
to induce saving (income) flows between countries as investors seek out higher rates
of return. A nation with a“surplus’ of domestic saving over domestic investment
opportunities will tend to have relatively low domestic interest rates because the
domestic supply of loanable funds (i.e., saving) exceeds the domestic demand for
loanablefunds(i.e., investment) pushing downinterest rates(i.e., theprice of loanable
funds). Asaresult thiseconomy will also likely see some portion of domestic saving
flow outward, attracted by more profitableinvestment opportunitiesabroad. Thisnet
outflow of purchasing power, which generally can only be used to purchase goods (or

¢ See CRS Report RL32462, Foreign Investment in U.S. Securities, by James Jackson.

" Saving in a macroeconomic framework is the portion of current income that is left after
households, businesses, and government pay for their current consumption. A household
that diverts some amount of current income to a bank, mutual fund, or government bond is
saving. Similarly thetax revenue that the government has | ft after paying for its spending
is (public) saving.
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assets) denominated in the country’s currency, will, through changes in exchange
rates, induce a like-sized net outflow of real goods and services — atrade surplus.
Japan isan example of anation that in recent decades has produced large net outflows
of saving to the United States and other nations.

Conversdly, another nation that findsits domestic saving falling short of desired
domestic investment will tend to have relatively high domestic interest rates because
the domestic demand for loanable funds exceeds the domestic supply of loanable
funds. As a result this economy will likely attract an inflow of foreign saving,
attracted by the higher rate of return, and that inflow will help support domestic
investment. Such a nation becomes a net importer of foreign saving (income), able
to use the borrowed purchasing power to acquire foreign output, and leading to alike
sized net inflow of foreign output — atrade deficit. That deficit augmentsthe output
availabl e to the domestic economy, allowing the nation to invest beyond the level of
domestic savings.

International asset market transactions and goods market transactions influence
the demand and supply of dollars on foreign exchange markets. In most
circumstances, however, there is a strong expectation that asset market transactions
will tend to be dominant and ultimately dictate the exchangerate’ s actual direction of
movement. Thisdominance isthe result of asset market transactions occurring on a
scale and at a speed that greatly exceeds what occurs with goods market transactions.
Electronic exchange makes most asset transfers nearly instantaneous and, in most
years, U.S. international asset transactions were two to three times as large as what
would be needed to simply financethat year’ strade deficit. Thetelling sign that asset
transactions have been the determining forceisthat the dollar appreciated asthetrade
deficit grew. If goods market transactionswere the determining force, the increase of
thetrade deficit would tend to depreciatethedollar, asrising U.S. imports cause more
dollarsto be exchanged for foreign currency, increasing the supply of dollars on the
foreign exchange market, and pushing the dollar down. In general, the exchange rate
of countriesthat receiveanet inflow of foreign capital will tend to appreciate, whereas
the exchange rate of countriesthat have anet capital outflow will tend to depreciate.

Other Factors That Influence International Capital Flows. Although
relative levels of interest rates between countries are likely to be a strong and
prevalent force directing capital flows among economies, other factors will also
influence these flows. For instance, the size of the stock of assets in a particular
currency held in the foreign investor’s portfolio of assets can cause a change in
investor preferences. Prudent investment practice counsel sthat one’ sportfolio should
have an appropriate degree of diversification, across asset types, including the
currency in which they are denominated. Diversification of holdings spreads risk
across a wider spectrum of assets and reduces over exposure to any one asset.
Therefore, even though dollar assets may till offer a high relative return, if the
accumul ation of dollar assetsalready intheinvestor’ sportfoliosislarge, at some point
foreign investors, considering both risk and reward, will decide that their portfolio’s
share of dollar denominated assetsislarge enough. To improvethe diversity of their
portfolios, investors will slow or halt their purchase of such assets. Given that well
over $8 trillion in U.S. assets are now in foreign investor portfolios, diversification
may be an increasingly important factor governing the behavior of international
investors towards dollar assets.
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There is aso likely to be a significant safe-haven effect behind some capital
flows. Thisisreadly just another manifestation of the balancing of risk and reward by
foreign investors. Some investors may be willing to give up a significant amount of
returnif aneconomy offersthemaparticularly low risk repository for their funds. The
United States, with along history of stable government and steady economic growth,
presents a continually safe investment climate. There is likely aso an important
market size effect influencing the attractiveness of dollar assets. Not only do U.S.
asset markets offer a great variety of instruments, they are also very liquid markets
with the ability to handle huge sums of money with only asmall impact on price. The
precise size of these effects is not easy to determine, but the persistence of large
capital inflows despite already large foreign holdings of dollar assets and the
disproportionate share of essentially no-risk U.S. Treasury securities in foreign
holdings suggests the magnitude of flows attributable to the special status of U.S.
asset markets is probably substantial.

In addition to private investors, governments will, with varying frequency, also
buy or sell assets on the international capital market. Such official purchases are
seldom motivated by the factors of return and risk that typically propel private
investors. Government official purchases can serve two objectives. One, the
accumulation of areserve of foreign exchange denominated in readily exchangeable
currencies, such as the dollar, to afford a store of international liquidity that can be
used for coping with periodic currency crises arising out of often volatile private
capital flows. This is most often a devise used by developing economies that
periodically need to finance short-run balance of payments deficits and can not fully
depend on borrowing oninternational capital marketsto offer timely finance of these
deficits. Also the Asian financial crisisin the late 1990s heightened the importance
for many devel oping economies of having very large stocks of international reserves.

Two, official purchasesare used to counter theimpact of capital flowsthat would
otherwiselead to unwanted changesin the countriesexchangerate. The United States
and most other industrial nations, while most often allowing the value of their
currencies to float on the foreign exchange market, have at times undertaken such
intervention. This, however, isa common practice for many east Asian economies
that buy and sell foreign assetsto influencetheir currencies’ exchangeraterelativeto
the dollar and other magjor currencies to maintain the price attractiveness of their
exports. Globally, dollar assets in official foreign exchange reserves increased $1
trillion between 2001 and 2006. Among thelargeindustrial economiesinrecent years,
Japan has been ahighly visible practitioner of accumulating international assets so as
to slow the rise of the yen relative to the dollar, accumulating dollar-denominated
foreign exchange reserves in 2003 of about $117 billion. Among emerging
economies, China has undertaken large scale accumulation of dollar assetsto fix the
value of the renminbi relative to the dollar, accumulating $260 hillion dollar-
denominated assets between 2001 and 2005. In most cases, however government
exchangerateinterventionisunlikely to be substantial enough to changethedirection
inwhich private investors are pushing the dollar. It haslikely slowed the fal of the
dollar since early 2002, but not stopped it.
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Recent Patterns of U.S. Saving and Investment Behavior

A domestic saving-investment imbalance can occur as a result of either
investment rising relativeto saving or saving falling relativeto investment (see Table
2). Inthe 1980s, the saving rate and the investment rate both declined, but the saving
rate fell substantially faster, inducing capital inflows and arising trade deficit. The
fall of the saving rate in this period was rooted in two occurrences. Thefirst was a
substantial fall in the public saving rate caused by the run up of large federal budget
deficits (which amountsto negative saving or dissaving). The second occurrencewas
the decline of the household component of the private saving rate. In the late 1980s,
this imbalance narrowed due to increased public saving (i.e., smaller deficits) and a
sharp declinein theinvestment rate in response to adecel erating economy headed for
recession.

After recovery from the 1991 recession, the U.S. saving-investment imbalance
began to increase steadily, but the form of theimbal ance changed. Theratesof saving
and investment both rose, but the investment rate climbed faster. The turnaround in
the overall saving rate in the 1990s was the consequence of a sharp change in the
public saving rate, where the steady move by the federal government from budget
deficits to budget surpluses increased the public saving rate from -2.5% (i.e,
dissaving) in 1992 to 5.2% in 2000. Dampening the rise of the overall saving rate,
however, was the continued decline in the household saving rate, falling from about
6.5%in 199210 0.0%in 2000. Theriseof theoverall saving ratein the 1990s did not
bring that rate up to the magnitude that prevailed in the 1950s, 1960s, or 1970s, and
fell well short of the 1990s briskly ascending rate of domestic investment. The
predictable consequence of a widening savings-investment imbalance was a rising
inflow of foreign savings to close that gap, and in turn, an ever larger trade deficit.

A substantial decrease in the rate of investment during the 2001 recession
narrowed this gap and the trade deficit in that year. During the period from 2002 to
2005, the U.S. rate of investment increased and the rate of saving declined, causing
the investment-saving gap to widen and the trade deficit to expand. The higher rate
of investment was the result of the faster pace of economic activity in the ongoing
economic expansion. The further fall of the saving rate was caused by reductionsin
both the household and government saving rates. The overall rate of saving in the
economy in this period remained positive due to a generally steady rate of business
saving. In 2006, however, with stabilization of both the saving and investment rates,
the investment-saving gap stopped rising and the trade deficits advance slowed
significantly.

Two questions may come to mind. One, why has the household saving rate
collapsed over the past 20 years? Other factors unchanged, ahigher rate of household
savings would have likely meant the generation of smaller trade deficits. Two, why
did U.S. investment spending boom in the 1990s? Other factors unchanged, arate of
investment at the lower level typical of other expansions would have aso led to
smaller trade deficits. The fall of the household saving rate has been the object of
much economic research, but the reasons for the decline remain problematic. No
single theory can fully account for the phenomenon, but three have considerable
plausibility. First, capital gains on real estate, stocks, and other investments,
particularly in the 1990s, have greatly increased household wealth. Economic theory
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predicts that arise in wealth reduces the need to save and increases the tendency to
spend. Second, increased government outlays for Medicare and Social Security
transfer incomefrom arelatively high saving segment of the populationto arelatively
low saving segment. Third, more streamlined credit market vehicles, such as credit
cards and home equity loans, have removed constraints on household liquidity and
prompted increased spending (and reduced saving).?

Table 2. U.S. Saving-Investment Balance
(percentage of GDP)

Ann. Ann.

Avg. Avg.

1975 t 1983 to 2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006

1982 1990
Saving 19.7 171 182 | 165 (147 | 135 (134 | 135 | 141
I nvestment 20.3 19.5 218 |19.1 | 184 | 182 | 19.2 | 19.7 | 20.0
Net? 18.6
lending(+) or -0.6 -24 -26 |[-37 |-47 |-58 |-6.2 -5.9
borrowing(-)

Source: U.S. Department of Commerce, Bureau of Economic Analysis.

a. Net lending, in concept, should equal the size of the current account balance. Statistical discrepancies prevent
a precise matching, however.

The reasons for the investment boom in the late 1990s also remain somewhat
unclear, but three plausible forces have been suggested. First, the wealth induced
spending mentioned just above also provides a stimulus to business investment, as
new plant and equipment is needed to meet the rising demand for output. Second, it
is argued that recent deregulation of industry, liberalization of trade, and massive
integration of ever cheaper and more powerful computersinto the production process
have boosted productivity and raised the profitability of investment in the United
States. Third, and perhapsmost plausible, pervasi ve economic weakness abroad, most
recently in Asia, has made the United States a singularly attractive destination for
foreign investment. Even the relatively slow pace of the U.S. economic recovery in
2002 and early 2003, when juxtaposed with generally weaker growth in therest of the
world made it likely that the trade deficit would expand in 2002 and 2003. In 2004
and 2005, the U.S. economic growth was brisk and outpaced that of other major
€conomies.

A change of significancein U.S. saving behavior over the past five yearsis the
shift in the trajectory of public saving. In 2002, the federal budget moved back into
deficit and in 2004 that budget deficit had risen to $413 billion, with the prospect of
similar sized budget deficits persisting into the foreseeable future. This hasresulted
inthefederal government moving from being anet saver in 2000 at amagnitude equal
to about 2.8% of GDP to being a net dissaver at a magnitude of about 2.5% of GDP
in 2005. Thisfall ingovernment saving exacerbatesthe saving-investment imbal ance

8 See CRSReport RS20224, The Collapse of Household Saving: Why Hasit Happened and
What Areits Implications?, by Brian Cashell and Gail Makinen.
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and, other factorsconstant, widensthetradedeficit. 1n 2005, thefederal budget deficit
was reduced and government dissaving improved to -1.8% of GDP. The budget
deficit continued to fall in 2006, down to about -1.1% of GDP. Thisrecent reduction
of the budget deficit has not been the result of any policy change, but rather the result
of an unexpectedly large inflow of tax revenue largely due to record levels of
corporateprofits. Despitethisshort-term reduction, most projectionsseelarge budget
deficits extending for many years into the future.

For that widening of the trade deficit to happen, however, there will also need to
be foreign lenders willing to invest in the United States. If, to take one extreme
position, there are no such investors then any fall in the domestic saving rate will,
through higher interest rates, lead to alike sized fall in the domestic investment rate.
If, at the other extreme, there are legions of investors eager to invest in the United
States, the savings shortfall will be overcome with little dampening of domestic
investment. More redlistically, there will likely be willing foreign investors, but that
willingness might have to be gained through the prospect of a higher rate of return.
The higher domestic interest rates must go to attract investors to bridge the domestic
saving shortfall, the more downward pressure there will be on domestic investment.

Themacroeconomicforcesthat generatetrade deficitsareentirely consistent with
high rates of capacity utilization and employment. Trade deficits, however, can have
negative effects on output and employment in particular sectors. (The output,
employment, and sectoral effects of trade deficits are discussed at greater lengthina
latter section of thereport.) The United States has regularly been the net recipient of
foreign capital inflows and regularly had trade deficits for the past 25 years. It has
alsoregularly achieved high rates of economic growth and low rates of unemployment
over thistime period.® Thisismore understandablein that although adeficit in goods
and services trade caused by the rise of the exchange rate tends to have a negative
effect on domestic economic activity that is sensitive to international trade, thereis
also apositive effect on domestic economic activity because of thelower interest rates
caused by the like-sized net inflow of foreign capital (saving). Therefore, the trade
deficit changes the composition of domestic output, but does not change the overall
level of domestic output.

It isaso truethat an overall trade imbalance need not be reflected in the balance
withindividual trading partners. Bilateral balanceswill reflect additional forces such
as geographic proximity, scale economies, and comparative advantage, and therefore
some could bein deficit and othersin surplus. Similarly, overall trade balance can be
consistent with significant bilateral imbalances. For example, even if Unites States
were to eiminate its trade deficit, it would likely have a sizeable trade deficit with
China. Or seen the other way, a reduction of the U.S. trade deficit with China, not
accompanied by achangeinthe U.S. economy’ soverall domestic saving-investment
imbalance, will not lead to areduction of the overall U.S. trade deficit. If, however,
adecrease in the U.S. trade deficit with Chinais the result of a reduced inflow of
capital (saving) from China, and there is no like-sized increase in another source of

° For afuller discussion of this analytical framework, see N. Gregory Mankiw, Principles
of Economics (Fort Worth, TX: The Dryden Press, 1997), p. 659; and aso, Congressional
Budget Office, Causes and Consequences of the Trade Deficit: An Overview, CBO
Memorandum, Mar. 2000.
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foreign saving, then the overall U.S. trade deficit will also fall, but so must domestic
investment inthe United Statesto bringitinto linewith the smaller pool of saving that
would be available to finance domestic investment.

This overall scenario leaves three strong impressions. One, U.S. trade deficits
appear to be largely (but not completely) created and propelled by macroeconomic
forces in the domestic economy that influence international flows of capital. Two,
those deficits must be sustained by willing foreign lenders, and substantial reduction
of that willingness, other factors constant, might lead to deficit reduction on less than
the most favorableterms. And three, these forces may not be easily manipulated by

policy.

Sustainability of the Trade Deficit

The U.S. trade deficit is very likely to grow larger in 2007.° Nevertheless, an
ever larger trade deficit is not likely to be sustainable indefinitely. There are
automatic adjustment processes that will dampen the willingness of borrowers to
borrow and of lendersto lend, and which can cause a more or less orderly reduction
of the saving-investment imbalance and, in turn, the trade deficit.

Borrower’s Constraint

The central issue for aborrower country like the United States is the “ability to
pay,” that is, the capacity to meet the interest and principal payments on the
accumul ated stocks of foreign debt. Such payments must come at the expense of other
formsof national expenditureand, therefore, will not increase without bound. For the
United States, the Net International Investment Position (NIIP) is the measure of its
stock of obligations and GDP isthe measure of its ability to pay. Thereforetheratio
NIIP/GDPisapossible proxy of the borrower’ sconstraint. Because the United States
do not have much experience with arising foreign debt to GDP ratio, it isdifficult to
judge at what value this ratio would begin to sharply deter more borrowing. Between
1992 and 2003, thisratio (expressed as a percentage) has risen from 7.3% to 21.6%,
asubstantial gain, but that is still below the 25% to 35% common among other high
income countries, well short of the debt burden of most households.

In 2006, the debt to GNPratio fell to 19 %. Givena$811 billion current account
deficit in 2005, it may seem odd that the debt to GNP ratio did not also increase.
However, the change in the total dollar value of U.S. foreign debt reflects not only
current borrowing but also changes in the market value of existing assets. These
“valuation effects” were particularly beneficial for the United Statesin 2006, slowing
the rate of advance of the negative NIIP. But such strongly favorable effects are
unlikely to persist over thelong run. Nevertheless, it is still problematic what level of
the debt to GNP ratio would begin to significantly constrain the behavior of U.S.
borrowers.

10 See forecasts by Global Insight, The U.S. Economy, June 2006.
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An aternative measure of constraint is the ratio of the current account balance
(CA) to GDP (CA/GDP). This measure lays more stress on the size of the annual
flow of foreign obligationsrelativeto GDP as an initiator of borrower behavior. The
value of CA/GDP for the United States hasrisen from 0.8% in 1992 to 4.4% in 2000.
Evidence from industrial economies indicates that, on average, when the CA/GDP
ratio exceeds 4.2% the current account begins to narrow.* This suggests that the
United States may be getting close to a point at which borrowers may begin to slow
their rate of debt accumulation. However, thereare special attributes of the American
economy that would allow it to prudently push borrowing beyond thisbenchmark ratio
(see below).

Lender’s Constraint

Thewillingnessto lend to a particular destination will beinfluenced by the risk-
return profile of aborrower’s assets relative to other available assets. A broad array
of alternatives with comparable risk-return prospects would tend to reduce the
willingnesstolendtoasingleborrower. Similarly, apaucity of alternativeinvestment
opportunities would have the opposite effect. It can be expected that the array of
alternativesfaced would be influenced by the strength of economic conditions across
the globe. In addition, the desire by investors for some degree of portfolio
diversificationwill tendtolimit their willingnessto becomeoverly saturated in assets
denominated in a single currency. Beyond the willingness to invest is the issue of
ability to invest. The ability to sustain alarge or rising outflow of capital will be
limited by the size of the lender economy and its wealth portfolio. Other economies
are substantially smaller than the U.S. economy and may be unable to sustain the
magnitude of outflow the United States can apparently readily absorb. Also limiting
cross-border lending is the observed preference in most economies to hold a high
percentage of wealth in home assets, although it is suspected that this preference is
steadily being eroded by the improving efficiency of international asset markets.
Finally, theholdersof dollar assets, particul arity shot-term portfolioinvestments, will
be sensitive to the expected path of the dollar’s exchange rate because a sizable
depreciation can quickly decrease therate of return of the dollar asset to the foreign
holder. Therefore, the expectation of adepreciating dollar islikely reduce theforeign
investors demand for dollar assets.

Two recent events, are likely to induce a substantial diversification of foreign
investor portfoliostoward dollar assets. One, therecent liberalization of the Japanese
postal saving system, with a portfolio of $3 trillion, that had been held almost
exclusively in very low yielding Japanese government bonds. And two, a large
accumulation of foreign currency earnings by petroleum exporting countries |ooking
for apreferred resting place in more liquid, hard currency assets. The sheer size and
high liquidity of most U.S. markets, alone, will probably draw alarge share of these
funds. If U.S. assets also have arate of return advantage then the inflow will be all
the greater.

1 See Catherine L. Mann, Is the Trade Deficit Sustainable (Washington, DC: Institute for
International Economics, 1999), p. 156.
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Thewillingness of central banksto accumulate dollar assetswill be governed by
different considerationsthenthestandard profit-losscal cul ation that motivates private
investors and can be sustainable for long periods of time. Nevertheless, therewill be
pressures that will work to limit such officia purchases. For unless the asset
accumulation is sterilized, the growth of officia reserves will be inflationary, and
since the capacity for sterilization is not likely to be infinite, particularly if the
financial markets of the lending country are not well developed and have small
absorptive capacity, theinflationary impul se of official lending may not be avoidable
forever. In general, sustained asset accumulation through official purchasestiesthe
monetary policy of the lending country to that of the borrowing country and the
lending countries need to avoid an acceleration of inflation will make it an
unsustainable policy.*? Also, like private investors, the prospect of incurring capital
losses on holdings of dollar assets due to a likely depreciation of the dollar on the
foreign exchange market could dampen foreign central bank’ swillingnessto purchase
more or continue to hold the dollar assetsit has.

Special Considerations for the United States

There are factors unique to the United States that may reduce the constraints on
international lending or borrowing. First, more than 90% of the U.S. international
borrowing is denominated in dollars.** This means that the pressures that other
borrowing countries might face because of fluctuations in the value of debt service
burden caused by volatile exchangeratesarelargely not anissuefor the United States.
Second, alarge portion of foreign capital inflowsto the United Statesisin relatively
stable long-term investments. Such investments tend to be less prone to volatility
caused by sudden changesininvestor confidence. Third, about 50% of theinvestment
in the United States by foreignersisin the form of equity (stock) holdings. Equity
holdings tend to carry less strict payment requirements than debt holdings, working
to lower the potential service payments (for a given level of NIIP), and extend the
period over which the nation can prudently run current account deficits. Finally, the
size, stability, and liquidity of the U.S. asset markets puts the United States in a
special position asaborrower. That importance is enhanced by the dollar also being
the world economy’ s principal reserve currency and therefore areadily held asset as
well as areadily exchanged asset. In recent years, foreign central banks have greatly
increased there holdings of dollar reserves.

Prospects

Where is the trade deficit headed in the period just ahead? In the analytical
framework presented in this report, the answer to that question will hinge on the net
direction of capital flows into and out of the American economy. At present, the
United Statesis an international borrower receiving a net inflow of foreign capital.
If that net inflow decreases, the trade deficit will aso decrease. If the net inflow
increases, the trade deficit will aso increase. If the capital inflow remains the same,
so will the trade deficit. So, what direction are capital flowslikely to take?

12 On the subject of sustainability of the trade deficit see CRS Report RL33186, Isthe U.S.
Current Account Deficit Sustainable? by Marc Labonte.

3 See U.S. Treasury Department, Treasury Bulletin, Apr. 2002.
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Whether the current capital inflow getsbigger, smaller, or remainsthe samewill
most likely be determined by the resol ution of two contenting forces: risk and reward.
If, on balance, foreign investors see further investment in the United States as afar
moreriskier undertaking, other factorsequal, the capital inflow will ebb and bring the
trade deficit down with it. On the other hand, if the relative rate of return from
investment in U.S. assets grows more attractive the net capital inflow could expand
and bring the trade deficit up with it.

Theimportant risk factor currently isthe adequacy of diversificationininvestor
portfolios. Largedollar balances have been accumulated in recent years. A survey by
The Economist magazine shows that American assets make up 53% of the typical
foreign investors equity portfolio and 44% of the typical bond portfolio. Asrecently
asthemid-1990s, these percentageswhere only about 30%. It hasalso been estimated
that the average investor in recent years has allocated about 80% of his increased
wealth to dollar assets and would haveto continue at this rate or higher to sustain the
U.S. trade deficit for the next few years.** Thisispossible, but it isfair to doubt that
it is probable, as standard investment practice increasingly suggests that investors
move away from dollar assets. Such ashift waslikely part of the cause of thedollar’s
depreciation from early 2002 through 2004. In 2002, aimost al foreign capital
inflows were from private sources. But in 2004, only about 75% of that inflow was
from private sources. The difference has been a sharp increase in official purchases
by foreign central banks, rising from about $42 billion in 2000 to a peak of about
$395 hillion in 2004 and astill substantial $235 billionin 2005. For the period 2001-
2006, holdings of dollar denominated foreign exchange reserves by foreign central
banks grew from $28 billion to $440 billion.

The dollar changed course and appreciated in 2005, reflecting some re-shifting
of privateforeigninvestor preferencestoward dollar assets. Two factorsare probably
the principal reasonsfor thisrise. One, bourgeoning petroleum earnings looking for
a safe and liquid resting place have moved toward dollar assets. And two, a
significant nudging up of short-term interest rates by the Fed has made short-term
dollar assets more attractive to al investors. The dollar was fairly steady through
most of 2006, but began to weaken significantly at year-end. This may be the
market’ s response to the Fed putting a halt to rate increases, and it also may reflect
some softening of the demand for dollar assets by some oil exporting countries. In the
period ahead, will the private foreign investor move away from or toward dollar
assets? Will foreign central banks continueto increasethere holdings of dollar assets?

For the private foreign investor, a relatively high rate of return is likely to
continue to be a powerful incentive for holding an asset, and there are reasons to
believe that for the immediate future, there will be some more attractive alternatives
to dollar assets on the world market. 1n 2007, economic growth in the United States
may be slowing and monetary policy has become more stimulative. This could cause
some weakening of U.S. interest rates. In contrast, economic growth in the euro area
seems to have finaly taken hold and the economic expansion in Japan continues.
Improved relative profitability in both these areas may attract investors who had
previously channeled their investments toward dollar assets.

1% The Economist, Sept. 18, 2003.



CRS-15

There is likely to be some degree of uncertainty in forecasting the U.S. trade
deficit’s path. Nevertheless, a common scenario shows the current account deficit
continuing to advance in 2007, perhaps exceeding $1 trillion. Also, in a common
scenario, thetrade deficit stabilizesnear thislevel but beginstofall asashare of GDP.
In this view, foreign investors are willing to continue their accumulation of dollar
assets, but at asteadily slowing rate, as concerns about risk increase and opportunities
for aternative investment destinations broaden. The affects of past and prospective
dollar depreciation and faster economic growth abroad will likely have a stronger
impact on the goods and services deficit, perhaps even causing it to declinein 2007.

Is the Trade Deficit a Problem?

A tradedeficitisnot necessarily undesirable. It confersbenefitsand carriessome
costs, and theformer may exceed the latter. Tradedeficitsareavehiclefor extending
the gains from trade, where lending and borrowing among nations can lead to amore
efficient all ocation of saving and apreferred pattern of consumption over time. Trade
deficits do not necessarily cause slower economic growth or lead to any economy-
wide loss of jobs.

As seen in the 1980s and as was evident in the 1990s, the U.S. unemployment
has fallen to record lows and the economy’s growth rate has accelerated to record
highs even asthe trade deficit hasrisen. That deficit, therefore, does not necessarily
come at the expense of current domestic economic activity. Of course, borrowing
carries a cost as the lender demands that interest be paid on the funds borrowed and
the principal one day be repaid. This “debt service cost” is a burden the borrower
must carry tomorrow for living beyond his means today. An evaluation of the
desirability or undesirability of atradedeficit will hinge onthe current benefitsgained
from that added spending relative to the future debt service burden that is incurred.
Also, reliance on foreign sources of finance often raises concern that trade deficits
carry an elevated risk of instability and disruption to the economy. Finally, trade
deficits have differential effects on different sectors of the economy, often placing
large burdens on exporting and import-competing sectors.

Intertemporal Trade

Gainsfrom trade can arise from intertemporal exchanges. These are exchanges
of current goods and services for claims on future goods and services, that is, an
exchange of goods and services for an asset (i.e., cash in a bank account, stock, or
bond). When the United States (or any trading nation) borrowsfrom abroad to import
materials for a current investment project, it is undertaking intertemporal trade. In
such atransaction, the borrowing nation gains because it can support a higher rate of
investment in capital goods than what current domestic saving aone could finance.
The lending nation gains an asset yielding a higher rate of return than isavailablein
the home economy. Because of the differencein their preferencesfor spending over
time, theinternational asset market allowsboth partiesto thetransaction to raise their

1> See Global Insight, U.S. Economic Outlook, June 2007; and OECD, Economic Outlook,
June 2007.
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economic well-being. Theborrower’seconomic well-being israised by being ableto
spend morein the current period than current income alows. Thelender’seconomic
well-beingisraised by being ableto spend morein somefuture period. A country that
isanet borrower will aso run atrade deficit, whilethe country that isanet |ender will
run atrade surplus. Thistype of international asset transaction allows amore global
utilization of the world' s saving, a more efficient allocation of investment spending
across nations, and a preferred distribution of spending over time.

Since the early 1980s, the United States has incurred trade deficits of moderate
to large size, using international borrowing to push spending beyond current
production, pursuing desired consumption and productiveinvestment now rather than
later. Similarly, nations like Japan have been able to run trade surpluses, using
international lending opportunities to earn higher returns on their excess national
savings and expanding the prospects for spending in the future. Such net flows have
not grown as fast as gross flows of capital so that external sources of finance still
clamonly asmall shareof thetotal funding of domesticinvestment in most industrial
countries. For the United Statesin 2005, for example, the trade deficit was equal to
6.4% of GDP and about 38% of domestic investment spending. The trend,
nevertheless, has clearly been toward larger external imbalances (surpluses and
deficits).

An aspect of the current pattern of international capital flows of some concern
is that the inflows to the United States are largely outflows of capita from the
devel oping economies. Thisisnot apattern that makeseconomic sense over thelong-
term. The United States has alarge stock of high quality capital to equip itsworkers
with and a slow growing but rapidly ageing population. The developing world, in
contrast, tendsto have alow ratio of capital to labor and have young, rapidly growing
populations. Economic reasoning leads to the expectation that investment
opportunitiesarelikely to be greater in the capital poor devel oping economiesand the
need for saving to support future retirees greater in the United States, and that the
United States should be running trade surpluses and be anet lender to the devel oping
economies, not vice versa.'®

Debt Service Burden

With each successive trade deficit the stock of foreign obligations grows. The
current size of thisstock isformally measured by the NIIP. In 1981, the United States
was a net creditor with anet accumulation of assetsin the rest of the world of $374
billion. But a steady and substantial stream of net foreign borrowing has swung the
NIIPto anet debtor position of about $2.5 trillion in 2006, up from about $2.2 trillion
in 2005. Again, favorable asset valuation effects cause the net creditor position to
increase by less than the size of that years current account deficit. The cumulative
increasein U.S. net foreign debt since 1981 is more than $3 trillion.”

16 See Ben S. Bernanke, “The Global Saving Glut and the U.S. Current Account Deficit,”
speech delivered Mar. 10, 2005, The Federal Reserve Board.

1 See U.S. Department of Commerce, Bureau of Economic Analysis, 2005 Year-end Net
International Investment Position, June 30, 2006. The term “net debtor” is somewhat
(continued...)
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Thecurrent annual debt service cost of America’ snet foreign debt can beroughly
judged from the size of the investment income component of the current account
balance (see Table 1). That series is a measure of the nation’s net payments and
receipts on past investment and debt. If positive, the United States earned more than
it paid; if negative, the United States paid more than it earned. Over time trend
movement in this measure will be reflective of changes in the stock of net
indebtedness. Asseenin Tablel, U.S. international investment incomein 2006 was
asurplus of $36.6 billion, up from a surplus of $11.3 billion in 2005, but below the
recent high of $46.3 billion in 2003.

As discussed earlier, until 2006, the investment income balance has shown a
surplus in the $20 billion — $30 billion range for the past 30 years. In recent years,
the surplus of investment income has persisted despite the United States having a
large negative international investment position (i.e., a large external debt). This
continuing surplus meant that, so far, there has been no true debt service burdento the
U.S. economy fromitsexternal debt. Thishashappened because there hasbeen no net
outflow of investment income, meanings there was no net diversion of U.S. red
output to the rest of the world to service the external debt. In part, thislack of burden
has been the result of the favorable effects of the recently strong dollar on the value
of external assets and of recent low interest rates on the magnitude of external
payments. However, the dollar is now on a downward path and interest rates have
risen. Over thelong run, if the trade deficit remains on its current upward trajectory,
the volume of debt obligationswill continueto grow, and asaresult it is credibleto
expect U.S. international debt paymentsto also grow. It is possible that U.S. foreign
debt service payments will reach or exceed $100 billion before the current account
deficit is erased and net foreign borrowing stops.

A $100 billion transfer of rea income to the rest of the world would be
significant, but it would not be an overwhelming outflow for the world's largest
economy. In 2006, the United States hasa GDP valued at morethan $12 trillion, and
by decadesend, it will likely exceed $13 trillion. For an economy of thissize, a$100
billion foreign debt service burden amounts to 0.8% of GDP. Clearly, insolvency is
not lurking just over the horizon, particularly since the economy in the future will be
larger and more capable of meeting debt service payments.

Nevertheless, a debt service payment of this size would be significant,
particularly if viewed in the context of the economy’ s average annual growth rate of
real GDP. For a mature industrial economy like the United States, the long-term
growth rate of real output can optimistically be expected to average asmuch as 3.0 %
per annum. Thus, a yearly debt service burden of about 1.0% of GDP would mean
that therate of growth of output that is effectively available to the domestic economy
isreduced to 2.0%. That would be a significant erosion of the rate of improvement
inthe U.S. living standard. At a 3.0% annual growth rate, national income doubles
about every 24 years, whereas at a 2.0% annual rate, doubling occurs every 35 years.

17 (...continued)

inaccurate in that only afraction is atrue debt obligation, such as abond, where thereisa
fixed term and contractual obligation to pay a fixed amount to the holder. Holdings of
equities carry the expectation of earnings, but there is no obligation to pay if no earnings
are made.
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Put another way, if the per capita GDP in 2002 of $36,600 grows on average at 3.0%
for 24 years, GDP per capita would equa about $75,000, whereas growing at 2.0%
for that same period would bring per capita GDP to only $59,000 or about 21% less.

The degree of burden actually incurred, however, will depend in part on how the
nation uses what it borrows. If foreign borrowing has financed an increase in
domestic consumption (public or private), there will not be any boost to future
productive capacity. Therefore, to meet debt service expense, future consumption
must be reduced below what it otherwise would have been. Such a reduction
representsthe burden of foreign borrowing. Thisisnot necessarily bad; it all depends
on how current versus future consumption is valued. If, on the other hand, foreign
savingisused to increase domestic investment the burden could be avoided or at least
reduced. Investment spending increases the nation’s capital stock and expands the
economy’ s capacity to produce goods and services. The value of this added output
may be sufficient to both pay foreign creditors and also augment domestic spending.
In this case, because future consumption need not fall below what it otherwise would
have been, there would be no true economic burden.

It isdifficult to assessto what extent U.S. debt service cost will be attenuated by
the shift in the 1990s to the pattern of supporting rising domestic investment using
foreign borrowing from the pattern of the 1980s of support, more or lessexclusively,
added domestic consumption with foreign borrowing. (Keep in mind, however, that
the accelerated rate of investment makes only a small net contribution to the size of
thenation’ shugecapital stock. Thusitsgrowth-accel erating effectiscommensurately
modest. In the calculations of debt burden done just above arelatively high rate of
long-term growth was assumed. Therefore the possible boost from earlier elevated
rates of investment has probably been accounted for.)

Instability

Trade deficits often raise concern about the potential instability of externa
sources of finance. What if foreign investors begin to pull their funds out of the
United States, disrupting domestic capital markets and thewider economy? Thereare
good reasons to doubt that a sharp turnaround in foreign capital flows is likely.
Recent experience of other countries with the panic of foreign investors has shown
that such behavior most often resultsfrom the growing likelihood that they would not
berepaid, that debt service payments were doubtful. Thisoccurred when acountry’s
ability to pay debt service was imperiled by persistent weak economic growth or the
rapid consumption of the nation’s foreign exchange reserves in the defense of an
overvalued currency. These are not risk factors that have much relevance to the
circumstances of the United States, which has strong growth and does not fix its
exchange rate.

In addition, a large proportion of investments made in the United States have
been long-term in nature and not particularly proneto quick changesin commitment.
It is very likely that many foreign investors generally see the U.S. economy as a
bastion of long-run economic strength and will continueto invest for long-term gain.
It istrue that a sizeable share of the stock of U.S. foreign debt isin short term assets
that can move quickly. That these types of assets will change direction as relative
yieldsrise abroad is quite likely and does raise the risk of instability somewhat. But
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given the absence of the risk factors noted just above, it isfar more likely that such
capital outflows will be part of an orderly adjustment process and not lead to undue
economic instability. The impact of any exodus of foreign capital, absent any
compensating increase in domestic saving, would tend to raise interest rates and
dampen credit sensitive activities. Itisvery likely that afalling dollar and ashrinking
U.S. trade deficit would be more disruptive to the more export dependent and
exchange rate sensitive economies of Europe and Japan.

The United States underwent avery orderly correction from alarge trade deficit
in the 1985-1990 period. However, the current task islikely to be more difficult and
carry ahigher risk of adisorderly adjustment for four reasons. One, oil prices were
falling sharply in the late 1980s, but now oil prices arerising sharply. Thiswill add
to the inflation impact of afaling exchange rate and hamper the Federal Reserve's
ability to counter the interest rate spike. Two, in the 1986-1990 episode, other
economies central banks, particularly Japan’s, were willing to buy alarge volume of
dollar assets, providing a stabilizing counter force on the falling dollar and therising
yen. Given the aready huge stocks of dollar assets being held abroad this action
seems improbable today. Three, in the 1986-1990 period, Europe, the strongest
market for U.S. exports, was booming. Today economic growth in Europeisslower.
And four, the size of the imbalance is now twice aslarge.

For the United States, the pain of such an adjustment would be somewhat muted
by the large size of the overall U.S. capital market relative to the scale of the foreign
capital flows. Inrecent years, thetotal fundsraised in U.S. credit markets have been
around $2,200 billion. Therefore, net borrowing from the rest of theworld at around
$600 billionto $800 billion per year represents 25% to 30% of the nationsannual flow
of credit. Thisisamagnitude of significance, but if withdrawn gradually it is not
necessarily overwhelming for the United States.

Effects on Total Output and Employment

Standard economic analysisindicatesthat atrade deficit does not cause anet loss
of output or jobsin the overall economy. Trade deficitswill, however, likely change
the composition of output and employment. Thiscompositional effect occursbecause
the forces generating the trade deficit will tend to increase the dollar’ s exchange rate,
raising the incentive to substitute some types of foreign output for similar types of
domestic output. But thisdampening effect on some domestic industrieswill tend to
be offset by the positive effects of the trade deficits associated capital inflow on other
parts of the economy. With a trade deficit some import sensitive industries (i.e.,
textiles) will have their output and employment decline, but some credit sensitive
industries (i.e., housing) will have their output and employment increase. Recently,
some domestic manufacturing industries have been harmed by the trade deficit, but
there has also been a great surge in home building stimulated by lower interest rates
afforded by the trade deficits attendant inflow of foreign capital.
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Also, the Federa Reserve, using monetary policy, can set the overal level of
spending in the economy to a level consistent with full employment.® Although
deviationsfrom full employment can occur, awell-run monetary policy will minimize
the incidence and duration of such episodes and help keep the total level of
employment high in most years with or without outsourcing, trade deficits, or trade
in general.

Trade deficits are most often a means of augmenting the level of goods and
services available to domestic purchasers, in effect, alowing the nation to spend
beyond current domestic output by means of importing foreign output. Both domestic
and foreign output are used to meet current domestic demand. With strong demand
in an economy operating near or at its productive capacity, and unable to generate a
near-term expansion of that productive capacity sufficient to meet that demand, it is
possible for domestic industries to be working at full capacity, even asthere are also
large inflows of similar or related foreign products.

Another reason why moreimports do not lead to a reduction of domestic output
and employment is because a very large share of U.S. trade is intraindustry trade in
intermediate products — trade within the same industry due to an internationally
fragmented production process — afinal product will often be composed of several
components, some of domestic origin and some of foreign origin.®® With this
structure of production, anincrease in the demand for the final product will increase
both domestic output and imported foreign output of necessary components,
regardiessthelevel of capacity utilization. Finally, there may simply be no domestic
counterpart for some goods because product differentiation has led to specialization

18 Economies always have some amount of unemployment. Each economy will tend to have
anatural rate of unemployment around which the actual unemployment ratefluctuates. This
natural rate will also represent the rate at which the economy is effectively at full
employment because a lower rate of unemployment would not be sustainable due to the
inducement of higher arate of inflation. The natural rateisnot zero because at any pointin
time therewill be some peoplewho are changing jobs and other people who normal market
forces have temporarily displaced. More fluid the economy’s labor markets the lower its
natural rate of unemployment islikely to be. For most of the last 30 yearsthe United States
economy’ s natural rate was judged to be in the 5.5% to 6.0% range. Since the mid-1990s,
the natural rate haslikely fallen to the 4.5% to 5.0% range. M ost often an appropriate level
of aggregate spending is that consistent with employment at the natural rate. There is no
theory or evidence to indicate full employment is influenced by the trade deficit.

¥ The significance of intraindustry trade varies by industry. For industries that make
sophisticated manufactured goods it tends to be very high with over 90% of trade of this
form. In labor intensive industries, that manufacture less sophisticated products, very little
trade is intraindustry. Intraindustry trade is to a great degree a manifestation of a wide
spread move towards more fragmented production processes, or what is called vertical
specialization. It isestimated that about one-third of the growth of world trade since 1970
isthe result of this phenomenon and can be expected to be even higher for the trade of an
advanced industrial economy such as the United States. For further examination of the
nature and significance of intraindustry trade, see Paul Krugman and Maurice Obstfeld,
International Economics: Theory and Policy (Reading, MA: Addison Wesely, 1997), pp.
139-142. For further examination of the vertical specialization phenomenon, see David
Hummels, Dana Rapoport, and Kei-Mu Yi, “The Nature and Growth of Vertical
Speciaization,” Journal of International Economics, vol. 54 (June 2001), pp. 75-96.
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across countriesin the production of particular goods. (Theeconomic gainfrom such
speciaization arises from economies of scale, not comparative advantage and is
common among high income economies with very similar resource endowments).

For these reasons, to a substantial degree the size of the trade deficit during an
economic expansion, asduring the 1980s and 1990s, cannot betaken asaone-for-one
measure of reduced domestic output and the loss of the associated jobs. Sincetheend
of the recession in 2001, the trade deficit has increased about $400 billion, whereas
the unemployment rate fell from 6% in 2003 to 4.6% in 2006 and total civilian
employment climbed from a low of 136 million workers in 2002 to 144 million
workers in 2006.%°

Effects on Particular Sectors

Althoughlargetradedeficitsdo not necessarily reducethetotal level of economic
activity, they can alter the composition of domestic output. Evidence showsthat over
the past 20 years, persistent trade deficits may have caused areduction in the size of
the domestic manufacturing sector.? The trade deficit exerts some downward
pressure on the size of the domestic manufacturing sector because the trade inflow
cannot easily augment the full spectrum of goods and services that comprise the
nation’s increase in domestic demand. About 70% of domestic spending is on
services, but because trade is a relatively poor vehicle for acquiring services, only
about 15% of U.S. imports are services. Therefore the trade deficit, largely a net
inflow of manufactured goods, may not meet the augmented domestic demand for
goods and services. In this circumstance, relative prices can be expected to change
so asto reall ocate some resources out of the domestic manufacturing sector and into
the production of servicesto help meet the added domestic demand for services. This,
in turn, should induce a greater reliance on the net inflow of foreign manufactured
goods to help meet the added domestic demand for manufactures. The outcome will
be greater real output by the domestic service sector and smaller real output by the
domestic manufacturing sector.?

Recent surges of the trade deficit have clearly had a sharp negative impact on
particul ar sectors. Ontheexport side, agricultureand commercial aircraft experienced
dampened export sales, mainly due to general weakness in other economies,
particularly in Asia. Ontheimport side, the steel industry and the textile and apparel
industries came under considerable pressure from low price competition from
countries affected by economic crises. Thetrade deficit iscertainly afactor inthefall
of employment inthe U.S. manufacturing sector from 17 millionin 2000to 14 million

% Seethe Economic Report of the President, February 2006, Appendix B: Statistical Tables.

% See CRS Report RL 32350, Deindustrialization of the U.S. Economy: The Rolesof Trade,
Productivity, and Recession, by Craig K. Elwell; CRS Report RL32179, Manufacturing
Output, Employment, and Productivity, by Stephen Cooney; and Robert Rowthorn and
RamanaRamaswamy, “ Deindustrialization: Causesand Implications,” Staff Studiesfor the
World Economic Outlook, IMF, 1997.

2 This argument is not likely undermined by the development of U.S. trade surplusesin
servicesinthisperiod astradable servicesareasmall sub-set of thefull spectrumof, largely
non-tradable, services in domestic demand.
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in 2006. (However, of greater importance in the reduction of jobs in manufacturing
istherapid increasein worker productivity.) Adjustment to such trade effects can be
economically painful for workers in these harmed sectors. Many economists argue
that it isusually more beneficial to the overall economy to encourage adjustment than
it is to protect sectors from the disruptive effects of trade. There are government
programs that provide some amount of trade adjustment assistance, but there are
important questions about the adequacy of these programs.

Looking to the future, trade deficit induced erosion of the U.S. manufacturing
sector may also undercut the country’ s ability to make future debt service payments
to foreign creditors. Manufacturing is a major part of the exporting sector and it is
that sector which will bethe meansfor paying debt service. A healthy manufacturing
sector islikely to make that task easier.

Policy Responses to Trade Deficits

So long as domestic saving in the United States falls short of domestic
investment and an inflow of foreign savingisavailabletofill al or part of the gap, the
United States will run atrade deficit. This suggeststhat the use of trade policy tools
to ater the flow of exports or imports, while imposing efficiency costs on the
domestic economy, would not over time change the domestic investment-saving
imbalance, and therefore would not changethe overall size of the trade deficit.”? On
the other hand, macroeconomic policy tools have the potential to alter the saving-
investment balance and the trade balance, but the realistic scope for their use is
limited.

Trade Policy Responses

Trade policy involves actionsto directly stimulate or retard the flows of imports
and exports such asthe erection or removal of tariffsand subsidies. Such actionswill
have significant impacts on the level of trade and economic efficiency (positive or
negative) but will not change the balance of trade. In each instance action aimed at
altering one side of the trade equation tends to induce effects via the exchange rate
that will cause the other side of the equation to change in the same direction and by
an equal amount. For example, using atariff or quotaas abarrier to stem the flow of
imports into the United States would also reduce the demand for foreign exchange
needed by the United Statesto purchaseimports, appreciatethedollar’ sexchangerate,
and induce an equivalent curtailment of export sales. With this policy, the level of
trade has been reduced along with the economic gains from trade and general
economicwell-being, but thetrade deficit would beunchanged. Alternatively, getting
the trading partnersto remove trade barriers would stimul ate export sales, but would
increase the demand for dollars by foreigners, appreciate the dollar exchange rate and
induce an equivalent increase of imports. Inthis case, the level of trade isincreased
along with the gains from trade and economic well-being, but the trade deficit would

% Similarly, the removal of U.S. trade barriers, while conferring efficiency gains, would
not change the domestic investment-saving imbalance, and therefore would not widen the
trade deficit.
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be unchanged. Finally, an export subsidy would also stimulate export sales but an
exchange rate induced rise of import sales would also leave the trade balance
unchanged. (In the case of the subsidy, economic theory holds that a higher level of
trade does not lead to an increase in economic welfare as the gains from trade are
morethan offset by the economicinefficiency of distorting the allocation of resources
towards the export sector.)

Macroeconomic Policy Responses

The mechanics of the saving-investment relationship in an internationally open
economy such as the United States suggests that there are essentially three ways the
trade gap can bereduced. One, the rate of domestic investment falls. Two, the level
of domestic saving rises. Or three, some combination of one and two occurs.
Macroeconomic policy, the use of monetary and fiscal policy tools, can in theory
effect changesin these variables. Monetary policy, by raising domestic interest rates
and braking economic activity, can lower the rate of domestic investment and likely
narrow thetradedeficit. (Attheextreme, arecessionwouldlikely dramatically reduce
the trade deficit as it did in 2001.) Because of its negative effects on economic
growth, decreasing the rate of domestic investment is not generally considered the
most desirable economic course to follow, however.

The second course to a smaller trade deficit, raising the domestic saving rate,
while having considerable economic merit, is a very problematic goa for
macroeconomic policy. Asexplained above, fiscal decisionson taxing and spending
influence the deficit or surplus position of the federal budget and the rate of public
saving. As seen in the late 1990s, a rise in the U.S. overall saving rate as a
consequence of a rising public saving rate stemmed from the sharp swing of the
federal budget from a deficit of $290 billion in 1992 to a surplus of $236 billion in
2000. Since 2002, budget deficits have returned and the government saving rate has
fallen accordingly. Given the political nature of budget deliberations, it seems
problematic whether the federal budget can be an exploitable policy tool for reducing
the trade deficit.

Also, keepin mind, that thereislessthan aone-for-one changeinthetotal saving
rate from a given reduction of the budget deficit. The lower interest rates that come
from the smaller budget deficit will also tend to stimulate some amount of domestic
spending and reduce national saving accordingly. The ultimate effect on the overall
saving rateislikely to be $0.50 to $0.80 for each dollar reductioninthe budget deficit.
This also means that a dollar of budget deficit reduction resultsin less than a dollar
of trade deficit reduction, other factors constant. Therefore, if prospective budget
deficitswill bein the range of about $300 billion to $500 billion, an elimination of the
trade deficit achieved through an increase of government saving would require
running large budget surpluses.

Can macroeconomic policy lift thelow private saving rate? Proposals have been
madeto usethetax codeto raiseincentivesfor saving by households. Careful analysis
reveal sthat such proposal smost often have uncertain effects on the saving-investment
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balance, as they tend to raise both saving and investment.?* Other proposals, such as
individual retirement accounts, may just redistribute saving, raising the household rate
(alittle), but lowering the public rate by an offsetting amount.

The Effect of Economic Policy Abroad. Foreigneconomicpolicy canhelp
or hinder efforts by the United States to decrease the size of its trade deficit. As
discussed above, the U.S. trade deficit is atwo-way affair, reflecting the behavior of
borrower and lender alike. The need to borrow must be met by awillingnessto lend.
On the other side of the U.S. inclination to spend beyond current domestic output is
a symmetrical inclination of foreign nations to spend well short of domestic output
and export the difference. It seemsthat American spending is as important to these
economiesasforeign borrowingisto the United States. The most orderly adjustment
toasmaller U.S. tradedeficitislikely to occur through mutua policy actions— asthe
United States brings domestic spending down closer to domestic output and its major
trading partners bring domestic spending up closer to their domestic output. In so
doing, the U.S. efforts to become less dependent on imports is complemented by
foreign efforts to become less dependent on exports to the United States. The less
willing foreign economies are to change this current pattern of spending, the more
protracted and difficult shrinking the U.S. current account deficit could be. If foreign
economic policies work to counter U.S. policies attempting to raise domestic saving
by reducing their domestic saving, then the dollar depreciation needed to induce a
sizablereduction of the U.S. trade deficit would belarger thanif foreign policieswere
more supportive of the change in spending patterns.

Without such mutually supporting policies, the dollar might havetofall 40% to
50% to achieve any sizable reduction of the U.S. trade deficit. A depreciation of that
magnitude is risky for two reasons. One, some would argue that the greater the size
of the currency’sfall, the greater the chance that it will fall too far, too fast, sending
ajolt to world financial markets that could possibly precipitate a world recession.
Two, the dollar may not fall evenly against other currencies. From 2002 through
2004, the dollar fell by more than 30% against the euro but only about 15% against
the Japaneseyen. Thishasoccurred because Japan hasmore actively tried to limit the
strengthening of the yen relative to the dollar, accumulating a large stock of dollar
assets. If such behavior becomes widespread, then the burden of adjustment of trade
flows would fall heavily on the euro area and raise the risk of maor economic
collapse there.

Because of their size and degree of economic interaction with the United States,
Japan and the euro zone (particularly Germany) would likely have to play akey role
in assuring the world economy has an orderly adjustment to a weaker dollar and a
much smaller American trade deficit. Yet neither has had a recent history of
economic strength and there are reasons to doubt their willingness to undertake the
actionsthat would better insure an orderly adjustment to asmaller U.S. trade deficit.
Japan has struggled with poor economic performance for more than a decade and
despite much better performance recently it is unclear that it iswilling to overcome
itsfearsof deflationand move strongly toward astronger yen and reduced dependence
on exportsto support economic activity there. In Europe, structural rigiditiescontinue

24 See CRS Report RL32119, Can Public Policy Raise the Saving Rate? by Brian Cashell.
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to slow economic growth and a distinct bias towards tight macroeconomic polices
further inhibitseconomic activity. Inaddition, thereisan evident tendency of theeuro
zone to also use exports to support economic activity and therefore an inclination to
avoid significant strengthening of the euro.

Of course, this adjustment process would also be assisted by the appreciation of
other currencies, particularly in other Asian economies that have “pegged” their
currency to the dollar. Much attention has been focused on China and its pegged
currency, but the casefor astronger yuanismoretentative. Unlike Japan and the euro
zone economies, Chinadoes not have aconvertible currency or awell-developed and
stable financial system. As a result, it probably has limited ability to successfully
contend with currency instability. Nevertheless, many economists would argue that
thereisaneed for Chinato allow its currency to appreciate and for that economy to
channel moreof itslarge saving pool into domesticinvestment. An appreciation of the
yuanwithout changesin the saving-investment asymmetries between the United States
and China would not lead to any significant changes in each trade imbalance. At
present, it can be argued, China, by accumulating short-term reserves to maintain an
undervalued exchangerate, isrunning a“ neo-mercantilist” policy that allowsit to run
a large trade surplus to generate demand for its products and also have a large net
inflow of long-term capital to help propel itseconomic development. For an economy
of China's, this is not likely to be a sustainable process from the viewpoint of its
trading partners. If it needs the inflow of long-term capital, then it should allow the
real transfer of those resources by running atrade deficit or be prepared to use more
of its own saving to support domestic investment rather than transfer those saving to
the rest of the world.

In general, policies that improve the investment climate in many developing
countriessuch asimproved macroeconomic stability, increased financial transparency,
and better bank regulation will tend to redirect international lending toward them and
away from the United States. Nevertheless, it would seem quite problematic whether
other countries will follow polices that would greatly increase the prospect for an
orderly or quick shrinking of the U.S. current account deficit.

Conclusion

A trade deficit is not necessarily bad. It ismost useful to seeit as a vehicle to
achieve an economic end, conferring some benefit at some cost. Whether the trade
deficit isgood or bad will hinge on how the benefit against the cost isweighed. The
overriding benefit is the ability to borrow internationally so as to push current
spending beyond current production. Trade deficits in the 1990s have been ameans
to help finance an elevated level of domestic investment. Investment augments the
nation’ s future productive possibilities and is aboon to long-term economic welfare.
In contrast, the large trade deficits of the 2000s have been used to finance greater
public and private consumption.

Thecost of thetrade deficit isthe debt service that must be paid on the associated
borrowing from the rest of the world. The U.S. debt service has grown steadily and
will soon reach asize that could impose a significant decrement to the rate of growth
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of itsliving standard. Itisaburden that isstill well withinthe U.S. meansto pay, but
some might argue it is a burden that needs to be curtailed.

Reducing the trade deficit by policy actionsis very problematic, however. Itis
clear that standard trade policy tools such as tariffs, quotas, and subsidies will not
change saving or investment behavior and, therefore, will not reduce thetrade deficit,
but in many cases will create distortions that reduce national economic welfare.
Macroeconomic policy can affect the saving-investment balance and can change the
trade deficit, but how to do so by raising domestic saving rather than reducing
domestic investment remainsunclear. Recent policy changes have turned the federal
budget from surplus to deficit for the next several years, reducing public saving and
tending to increase the trade deficit. However, the prospect of more vigorous
economic growth in the euro area and Japan could cause greater opportunities for
investment inthose economies, slowing their saving outflow to the United States, and
working to shrink the U.S. trade deficit. Generating a sustained increasein the U.S.
economy’ s rate of saving by reversing the steadily sagging rate of household saving
would reduce the trade deficit, but how to raise that rate is uncertain.

It is very probable that the trade deficit could correct itself without any
inducement by economic policy. There are good reasons to expect that economic
forceswill work to sate the demand for foreign borrowing aswell asreduce the supply
of foreign fundsbeing offered. A significant acceleration of therate of growth abroad
relativeto that of the United States (raising domestic investment relative to domestic
saving abroad) would likely initiate such aprocess. A changeinrelative growth rates
would most likely alter rates of return between the United States and the rest of the
world, redirect alarger share of international investment flows towards destinations
other than the United States, and shrink the U.S. trade deficit.

This correction does not necessarily have to lead to an elimination of the trade
deficit. It might only fall enough to assure a more sustainable rate of accumulation
of foreign debt. Nevertheless, a smaller trade deficit, lacking an increase in the rate
of U.S. domestic saving, will mean that the reduced saving inflow from abroad will
have shrunk without any offsetting increase in domestic saving. Thiswill increase
U.S. interest rates and force a reduction of domestic investment to the level of the
smaller flow of saving available to finance it.



