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Summary

The current account balance is the nation's most comprehensive measure of international transactions. It has three component balances: the goods and services balance, the investment income balance, and net unilateral transfers. These are all transactions thought to be closely related to current production, consumption, and income. For the United States, the size of the current account deficit is largely the refection of a similarly sized goods and services deficit (i.e., trade deficit).

The U.S. current account (trade) deficit grew steadily from 1992 through 2006. In 2007, however, the trade imbalance decreased to $726.6 billion from $803.5 billion in 2006. In 2008 and 2009, the trade deficit continued to decrease, reaching $706.1 billion and $419.9 billion, respectively. These decreases reflected strong export sales and a steady weakening of import purchases. A sizable depreciation of the dollar from 2002 through 2007 made U.S. exports more attractive to foreign buyers and imports less attractive to American buyers. In addition, since 2006, economic growth in the United States slowed relative to that of its major trading partners. As a percentage of GDP, the trade deficit in 2009 decreased to 2.9%, down from a record 6.1% in 2006.

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 opportunities for investment. This difference of wants will tend to be reconciled by international capital flows. The shortfall in domestic saving relative to investment tends to draw an inflow of relatively abundant foreign savings (capital), seeking to maximize returns and, in turn, the saving inflow makes a higher level of investment possible. For the United States, a net capital (savings) inflow also leads to a like-sized net inflow of foreign goods—a trade deficit. In 2007 and 2008, both saving and investment fell, but in a weakening economy investment fell more, causing the trade deficit to narrow.

The benefit of the trade deficit is that it allows the United States to spend now beyond current income. Since the 1980s, that added spending was largely for investment in real estate, durable goods, and capital equipment. In recent years, the added spending was for consumption. The cost of the trade deficit is a deterioration of the U.S. investment-income balance, as the payment on what the United States has borrowed from foreigners grows with rising indebtedness. Borrowing from abroad allows the United States to live better today, but the payback may cause 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 trade deficits can impose adjustment burdens on some 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 correct itself, without crisis, under the pressures of normal market forces. But the risk of a more disruptive adjustment cannot be completely discounted.

This report will be updated annually.









The U.S. Trade Deficit: Causes, Consequences, and Policy Options




Introduction

International trade continues to grow in importance for the world economy as well as for the U.S. economy, enhancing economic well-being generally, but also imposing costs on trade sensitive sectors of national economies. The importance of trade has been recognized by Congress, which in recent years has paid close attention to many dimensions of U.S. international trade performance as part of its oversight of economic policy.

Persistent large U.S. trade deficits raise a number of concerns among the public and in Congress. There are concerns that trade deficits slow economic growth, increase unemployment, generate deindustrialization, and raise the risk of economic and financial instability. To address those concerns, this report examines the trade deficit from the context of mainstream economic analysis. The first part of the report explains the fundamental macroeconomic forces that cause a trade imbalance (deficit or surplus). In light of those fundamental forces, the report then evaluates the most common economic concerns about trade deficits. Finally, the report examines the efficacy of alternative policy responses to trade imbalances and the economic forces that generate them.


The Current Account Balance

The current account balance is the nation's most comprehensive measure of international transactions. It has three component balances: the goods and services balance, the investment income balance, and net unilateral transfers. Goods are tangible items in the form of raw materials, intermediate products, and final products. Services are intangible output that cannot be stored and are usually produced and consumed at the same time. Income transactions are the payments and receipts on international investments such as dividends and interest. Unilateral transfers are the transfer of a good, service, or asset for which the receiving country does not provide anything of value in return, such as foreign aid, charitable contributions, or the payment of Social Security benefits to a U.S. citizen living abroad. The three types of transactions measured in the current account balance are thought by economists to be closely related to current production, consumption, and income.

For the United States, the size of the current account deficit is largely the refection of a similarly sized goods and services deficit (i.e., trade deficit). In 2009, the United States had a current account deficit of $378.4 billion, composed of a goods and services deficit of $374.9 billion, an investment income surplus of $121.4 billion, and a net unilateral transfers deficit of $124.9 billion. Therefore, for the United States, the terms current account deficit and trade deficit can be used interchangeably with little inaccuracy. Such equivalence is not always the case, however. Australia, for example, has a relatively large current account deficit but a relatively small goods and services deficit (trade deficit) because it also has a relatively large investment income deficit (an outflow of retained earnings and interest payments).

In talking about trade balances, it is also important to distinguish between multilateral and bilateral balances. A bilateral balance is the balance between any pair of countries, whereas a multilateral balance is the balance between several or all of the country's trading partners. The current account balance is a multilateral balance across all trading partners. It is very likely that even if the United States' current account was in balance it would still have sizable bilateral imbalances (surpluses and deficits) with individual trading partners. Such bilateral imbalances would typically be a reflection of differences between countries in comparative advantage and in the structure of production and trade between economies and not necessarily a matter of economic concern.




Table 1. U.S. Current Account Deficit

billions of dollars



















	 


	2000

	2001

	2002

	2003

	2004

	2005

	2006

	2007

	2008

	2009




	Current Account Deficit

	417.4

	384.7

	461.3

	523.4

	625.0

	748.7

	803.5

	726.6

	706.1

	378.4




	As % of GDP

	4.2

	3.8

	4.4

	4.8

	5.3

	5.9

	6.1

	5.3

	4.9

	2.7








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





In all but three years between the end of WWII and 1970, the United States had modest current account surpluses. During the 1970s, modest deficits occurred more frequently. However, in all but three years between 1981 and 2009, current account deficits have occurred and their typical size, both in dollar terms and as a share of GDP, has been rising as well. A necessary corollary of rising U.S. deficits over this period has been rising current account surpluses abroad.

The U.S. current account (trade) deficit,  decreased to just above $378 billion in 2009, down substantially from $706 billion in 2008, and from a high of $803 billion in 2006. As a percentage of GDP, the 2009 trade deficit stands at 2.7%, down from 4.9% in 2008, and a record high of 6.1% in 2006. The sharp fall of the trade deficit in 2009 is largely the short-term consequence of the recent recession. With economic recovery, more enduring economic forces are likely to determine the size of the trade deficit.1

From the end of WWII to 1973, the Bretton Woods international monetary system of fixed exchange rates constrained the United States and other nations to maintain more or less balanced trade. With the collapse of the Bretton Woods system in 1973 that constraint was removed.2

But that by itself is not sufficient to account for why, from the 1980s to the present, the United States experienced a steady growth of current account deficits, while other nations experienced a steady growth of current account surpluses. Nor is the tendency toward persistent large current account deficits in recent decades the consequence of rising trade barriers abroad, increased foreign dumping of exports, or any inherent inferiority of U.S. goods on the world market.

Rather, trade imbalances occur because of underlying macroeconomic spending and saving behavior at home and abroad. Since the early 1980s, there is a strong tendency in the United States to spend beyond current output, with the excess of demand met by a net inflow of foreign goods and services that manifests itself as the U.S. current account deficit.


The Forces That Generate Current Account Imbalances

To understand the economic forces generating these persistent current account deficits (and surpluses abroad), it is helpful to have familiarity with basic balance of payments accounting conventions: specifically, two accounting identities (i.e., conditions that must always be true) that the current account must conform with. The first identity defines the necessary condition for the economy's external balance. The second accounting identity is the necessary condition for the economy's internal balance.


Conditions Necessary for External Balance

External balance  requires that the balance in the current account (CA), whether deficit or surplus, be equal to the negative of the balance in the financial account (FA):

CA = -FA

The current account tallies trade in goods and services, whereas the financial account tallies international trade in assets—the inflows and outflows of various forms of financial capital such as bank accounts, stocks, bonds, and ownership of real property. A financial account surplus means that there has been a net inflow of capital (i.e., borrowing from abroad), and a financial account deficit means that there is a net outflow of capital (i.e., lending to other countries).

The external balance identity requires that a country with a current account deficit (i.e., it is buying more goods and services from the rest of the world than it is selling to the rest of the world) also have an equally sized financial account surplus (i.e., a capital inflow because it is selling more assets to the rest of the world than it is purchasing from the rest of the world). Similarly, a country with a current account surplus (i.e., it is selling more goods and services to the rest of the world than it is buying from the rest of the world) will also have an equally sized financial account deficit (i.e., a capital outflow because it is buying more assets from the rest of the world than it is selling to the rest of the world).

The necessary balance between the current account and the financial account is due to imports of goods and assets having to be paid for, and the export of either goods or assets being the only means of making that payment. It becomes then, just a matter of double-entry bookkeeping. If the earnings from goods and services exports are insufficient to pay for goods and services imports, then the earnings from asset exports must exceed the cost of asset imports (i.e., there must be borrowing) in the same amount in order that all  imports are paid for.

The external balance identity is informative for two reasons. First, it establishes a necessary link between the current account balance (largely transactions in goods and services) and international capital flows (transactions in various types of assets). Second, although the current account balance and the financial account balance are likely determined by different economic factors, in the end they must be reconciled and offset each other.


Conditions Necessary for Internal Balance

The internal balance identity requires that the current account balance always be equal to the difference between a country's gross saving and investment. Therefore, if a country has a current account deficit, its gross domestic saving is less than its gross domestic investment; or if a country has a current account surplus then its gross domestic saving is greater than gross domestic investment. The internal balance identity follows directly from the basic identity of the national income and product accounts. Namely, that total domestic output, known as gross domestic product (GDP) equals the sum of consumption (C), government spending (G), investment spending (I), and exports (X) minus imports (M) or:

GDP = C+ I + G + (X-M)

This identity can be rewritten as:

(X-M) = (GDP – C - G) – I

Because exports minus imports (X-M) is equivalent to the current account balance (CA) and because GDP minus spending by consumers (C) and government (G) equals saving (S), the expression can be simplified to the internal balance identity:

CA = (S – I)

That is to say, a current account imbalance is always exactly matched by an imbalance between domestic saving and investment. This is exactly equivalent to saying that deviations of domestic spending above or below domestic output are only possible if there is a balancing net inflow or outflow of output from or to the rest of the world. The internal balance identity is informative because it establishes a linkage between the current account and domestic spending and saving activity. It also suggests that different factors will likely determine the current account balance and the saving-investment balance, but in the end these factors must be reconciled by economic forces that leave the two balances equal.3 The need to satisfy both identities means that:

CA=-FA= (S-I)


Establishing Causality

While the external and internal balance identities make it clear that the current account balance is linked to both the international trade in assets and to domestic spending and saving behavior, the identities do not establish causality between these elements. These identities are potentially consistent with changes in the current account (i.e., changes in the levels of exports and imports of goods and services), inducing changes in the financial account, that, in turn, cause changes in domestic saving and investment. On the other hand, they could also be consistent with changes in the balance of domestic saving and investment, inducing changes in the financial account, that, in turn, cause changes in the current account balance. The actual direction of causality at any particular time can only be established through an empirically grounded economic model that accounts for the behavior of saving, investment, and trade flows (in goods, services, and assets).

The standard model of international macroeconomics argues that the domestic saving-investment balance (S-I) is the cause and that the current account (CA) is the effect, with international financial flows (FA) transmitting the influence of the saving-investment balance to the current account balance. In other words, in today's global economy with large and fluid trade in goods and assets, countries with imbalances between domestic saving and investment will likely experience a compensating inflow or outflow of financial capital (i.e., saving), that will induce a current account deficit or surplus.4


The Adjustment Mechanisms

This section looks more closely at the economic forces that cause the two concurrent adjustments necessary for achieving internal and external economic balance. The first adjustment is investment-saving imbalances generating inflows and outflows of capital between economies linked by global asset markets; the second adjustment is cross-border flows of assets generating changes in the current account balance. The flow of capital represents a transfer of purchasing power between countries, while changes in the current account balance represent a reciprocal transfer of goods and services between countries.5


Domestic Saving-Investment Imbalances, Interest Rates, and International Capital Flows

The emergence over the post-WWII period of a relatively open world economy with large and fluid international asset markets makes it possible for national domestic saving-investment imbalances to be reconciled by international capital flows. With a willing lender and a willing borrower, flows of capital from a saving-surplus country to a saving-shortage country can achieve an overall saving-investment balance for both nations. A capital inflow allows a country with a shortfall of domestic saving, in effect, to use foreign savings to help finance domestic investment, and a capital outflow allows a country with an excess of domestic saving to put it to more profitable use financing foreign investment. Therefore, global saving will equal global investment.

Differences in the level of real interest rates between economies are the basic equilibrating mechanism that works to induce saving flows between countries as lenders seek out higher rates of return abroad and borrowers get access to foreign sources of finance. 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 loanable funds (i.e., investment), pushing down interest rates (i.e., the price of loanable funds). As a result, this economy will likely see some portion of domestic saving flow outward, attracted by more profitable investment opportunities abroad.

Conversely, another nation that finds its 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 finance domestic investment.

If international capital flows did not exist, domestic investment could be no larger or smaller than domestic saving, and the current account would have to be balanced. This was the reason that the U.S. current account was near balance during the 1950s and 1960s. At that time, the extensive controls on international capital flows that were part of the Bretton Woods system of fixed exchange rates effectively constrained the member economies to domestic saving-investment balance and, in turn, to current account balance. One of the reasons the Bretton Woods system collapsed in 1971 was the steady decline in the effectiveness of its control of cross-border capital flows and, in turn, a decline in the ability to maintain fixed exchange rates.


International Capital Flows, the Exchange Rate, and the Current Account Balance

As established above, the external balance identity dictates that a net capital inflow or outflow (i.e., a financial account surplus or deficit) must occur in conjunction with an equally sized current account deficit or surplus. This adjustment is accomplished by market-induced exchange rate movements. For the United States and other advanced economies, exchange rates are primarily determined on the global market for foreign exchange, where changes in the demand for and supply of national currencies, needed to purchase foreign assets, cause the relative value of currencies to rise or fall. For example, the purchase of a dollar-denominated asset by a foreign investor requires the investor to first exchange the home currency for the dollars needed to buy the asset. That action simultaneously increases the demand for dollars and increases the supply of the foreign currency on the global foreign exchange market, causing the dollar's price in terms of the foreign currency (i.e., the exchange rate) to rise. With a net inflow of capital, the dollar's exchange value rises; the higher exchange rate causes the international price of U.S. exports to increase, dampening foreign sales; and causes the dollar price of imports to decrease, stimulating purchases of foreign goods.

The exchange rate will rise by an amount sufficient to induce a net inflow of goods—a current account deficit—equal to the net inflow of capital from the rest of the world. Similarly, the country that has a net outflow of capital will have its exchange rate fall sufficiently to induce a current account surplus, equal to the net outflow of assets.

Therefore, the standard model of international macroeconomics predicts that a country like the United States, where domestic saving consistently falls short of domestic investment, will run a current account (trade) deficit; whereas a country like Japan, where domestic saving exceeds domestic investment, will run a current account (trade) surplus. Deficits and surpluses are co-determined, because for a country with a shortfall of domestic saving relative to investment to run a current account deficit, there must be at least one other country with an excess of domestic saving relative to investment that runs a current account surplus, and vice versa.


Why Do Cross-Border Capital Flows Have a Stronger Effect on the Exchange Rate Than Do Goods and Services Flows?

International asset market transactions and goods and services market transactions both influence the demand and supply of dollars on foreign exchange markets. In most circumstances, however, economists argue that asset market transactions will tend to be dominant and ultimately dictate the exchange rate's actual direction of movement. This dominance is the 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 allows a very large volume of transactions to occur in a very short period of time. In most years since the 1970s, U.S. international asset transactions were two to three times as large as what would be needed simply to finance that year's trade deficit. For example, the balance of payments account for 2007 shows both a $1.2 trillion purchase of foreign assets by U.S. residents (a capital outflow) and a $1.9 trillion purchase of U.S. assets by foreign residents (a capital inflow). Therefore, while the United States could have financed that year's $731 billion trade deficit simply by a $731 billion sale of assets to foreigners, U.S. and foreign investors engaged in more than $2 trillion of additional asset-for-asset transactions.6

A telling sign that asset transactions have been the determining force is that from 1994 to 2002, the dollar appreciated as the trade deficit grew. If goods market transactions were the determining force, the increase of the trade deficit would tend to depreciate the dollar: rising U.S. imports cause more dollars to 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 countries that receive a net inflow of foreign capital will tend to appreciate, whereas the exchange rate of countries that have a net capital outflow will tend to depreciate.7


Other Factors That Can Influence the Size and Direction of International Capital Flows


Influences on Private Investors

Although relative levels of interest rates between countries are likely to be a strong and ever-present force directing capital flows among economies, other factors can periodically influence these flows by causing an adjustment in the investors' perception of risk and expected return. For instance, the size of the stock of assets denominated in a particular currency held in the foreign investor's portfolio can cause a change in investor preferences. Prudent investment practice counsels that an investor's portfolio have an appropriate degree of diversification  across asset types, including the currency in which assets are denominated.

Diversification of holdings spreads risk across a wider spectrum of assets and reduces overexposure to any one asset. Therefore, even though dollar assets may still offer a high relative return, if the accumulation of dollar assets already in the investor's portfolios is large, at some point foreign investors, considering both risk and reward, may decide that their portfolio's share of dollar-denominated assets is large enough. To improve the diversity of their portfolios, investors may slow or halt their purchase of such assets. Given that well over $8 trillion in U.S. assets are now in foreign investor portfolios, achieving a sufficient degree of asset diversification may be an important factor governing the behavior of international investors toward dollar assets.

Another possible influence on international capital flows is a safe-haven effect. This is really 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 return if an economy offers them a particularly low-risk repository for their funds. The United States, with a long history of stable government and steady economic growth, as well as a huge market in low-risk Treasury securities, presents a continually safe investment climate. This motive for holding dollar assets was clearly evident during the recent financial crisis when the international demand for low-risk Treasury securities increased substantially, causing the dollar to appreciate from mid-2008 through early 2009. As global economic and financial conditions stabilized and evidence of recovery emerged in the last half of 2009, the safe-haven motive waned and so did the international demand for Treasury securities, causing the dollar to depreciate over this period.

Also affecting the flow of international capital is the size of the asset market. Many foreign investors have a preference for deep and liquid asset markets. Not only do U.S. asset markets offer a great variety of instruments, but their large size also creates very liquid markets, able to handle huge inflows and outflows of funds with only a small impact on the price of the dollar asset of interest. 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 that the magnitude of flows attributable to the special status of U.S. asset markets is probably substantial.

Further, investors' exchange rate expectations  will also influence the relative attractiveness of a foreign asset. A 6% yield on a dollar-denominated asset will have an expected yield of 0.0% if the dollar is expected to depreciate 6% per annum against an investor's home currency over the bond's holding period. Therefore, the prudent investor will include an adjustment for the dollar's expected future path into the calculation of the expected return, in their own currency, of holding dollar-denominated assets. This expected depreciation makes the relative return on dollar assets even lower than what is indicated by the nominal interest rate differential.


The Actions of Foreign Central Banks That Affect Capital Flows

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 primarily by the factors of return and risk that typically influence private investors. Government official purchases can serve two objectives. First, the accumulation of a reserve of foreign exchange denominated in readily exchangeable currencies, such as the dollar, serves as a store of international liquidity that can be used for coping with periodic currency crises arising out of often volatile private capital flows. Large stocks of foreign exchange reserves are often used by developing economies that periodically need to finance short-run balance-of-payments deficits and cannot fully depend on borrowing on international capital markets to offer timely finance of these deficits. The Asian financial crisis in the late 1990s heightened the importance for many developing economies of having very large stocks of international reserves to weather periodic financial crises.

Second, official purchases are used to counter the impact of capital flows that would otherwise lead to unwanted exchange rate changes. 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, is a common practice for China and other East Asian economies that buy and sell foreign assets to maintain stability of their currencies' exchange rates.8

The International Monetary Fund (IMF) estimates global foreign exchange reserves to be about $8 trillion in 2009, up sharply from about $1.8 trillion in 2000. Of the $4.5 trillion of reserves for which the currency composition is known, 61% are some type of dollar-denominated asset.9 The U.S. Treasury reports that official holdings of Treasury securities have reached $2.7 trillion.10

The large share of dollar assets reflects the dollar's role as the international reserve currency. There are significant advantages for the United States in having the dominant reserve currency. These advantages include reduced exchange rate risk and lower borrowing costs. However, these large accumulations of dollar assets in foreign official holdings also mean that foreign central banks have become important participants in and influences on U.S. financial markets and the wider U.S. economy.

The largest holder of foreign exchange reserves is China, with official holdings of about $2.5 trillion. Many other emerging economies, such as Korea, India, Russia, and Brazil, each have sizable official holdings in the $200 billion to $400 billion range. Among the advanced industrial economies, only Japan is a large holder of foreign exchange reserves, with official holdings of about $1 trillion, making it the second-largest holder after China. The United States' official holdings were comparatively small at about $130 billion in 2009.11


Trends in Saving and Investment in the United States and Abroad

A domestic saving-investment imbalance can occur as a result of either investment rising relative to saving or saving falling relative to investment. The United States has always had a low rate of gross saving compared to Western Europe and Japan. In addition, since the 1970s, a pattern of generally falling saving rates has occurred in all three regions. However, investment rates in Western Europe and Japan also fell by a similar amount. So with saving and investment falling in tandem, there was no significant widening of their domestic savings-investment imbalance and, in turn, little change in their current account balances. In contrast, in the United States, as the saving rate decreased, the investment rate remained relatively stable or, as occurred in the late 1990s, increased with an acceleration of U.S. productivity. Therefore, the U.S. saving-investment imbalance increased, leading to steadily larger current account deficits.12 Enabling larger U.S. current account deficits since the mid-1990s was a complementary increase in global saving outside of the advanced industrial economies that was not being absorbed by domestic investment in the home economies.13

A sizable slowing of economic growth in Europe and Japan since the 1970s is thought to be the primary reason for the tandem fall of saving and investment rates in these regions. In the United States, however, economic growth did not slow and therefore is not the cause of the steady fall of the U.S. saving rate. That fall was, in part, the result of a sharp decline of the household component of the private saving rate, decreasing from near 10% in the 1970s to near zero by 2005.14


Why the U.S. Saving Rate Fell

Why has the U.S. household saving rate collapsed over the past 25 years? Answering that question has been the object of much economic research, but the reasons for the decline remain to a significant degree problematic. No single theory can fully account for the phenomenon. Three theories have considerable plausibility as partial explanations. First, capital gains on real estate, stocks, and other investments, particularly in the 1990s, greatly increased household wealth. Economic theory predicts that a rise in wealth reduces the need to save and increases the tendency to spend.15 Second, increased government outlays for Medicare and Social Security transfer income from a relatively high-saving segment of the population to a relatively low-saving segment, tending to decrease the overall saving rate. Third, more streamlined credit market vehicles, such as credit cards and home equity loans, removed constraints on household liquidity and prompted increased spending and reduced saving.16

Also affecting the national saving rate have been sizable changes in government saving, as tax and expenditure policies over time have moved the federal budget from deficit, to surplus, and back to deficit. Large budget deficits from 1981 to 1986 contributed to a fall of the national saving rate in that period; a swing to sizable budget surpluses from 1997 to 2000 increased the national saving rate in that period; and a return to budget deficits from 2001 to 2007 helped push the national saving rate down in that period.17


Recent Saving-Investment Trends in the United States

Table 2 shows the pattern of U.S. gross saving, gross investment, and net capital inflows since 2000. As discussed earlier in the "Conditions Necessary for Internal Balance" section, the net capital inflow is the foreign funds attracted to help finance U.S. gross domestic investment. By the internal balance identity discussed earlier, it is the arithmetic difference between gross saving and gross investment. By the external balance identity, it is also equal to the current account (trade) deficit. (Because of statistical discrepancies, the equality is usually approximate.)

As the economy recovered from the recession of 2001, the rate of investment rose strongly, the rate of saving rose hardly at all, and the saving-investment imbalance grew larger along with the current account deficit, reaching a peak in 2006. In 2006, despite strong economic growth and an increased rate of domestic investment, the saving-investment gap stopped rising and the trade deficits also stopped growing. Household saving was still near zero, but in 2006 business saving and government saving increased sufficiently to stabilize the saving-investment imbalance.

From 2007 to 2009, the U.S. rates of saving and investment both decreased as the financial crisis and recession unfolded. But, particularly in 2009, the investment rate fell more than the saving rate, causing a sizable reduction in the saving-investment imbalance and the compensating inflow of foreign capital, and leading to a commensurately sized fall in the current account deficit.




Table 2. The U.S. Saving-Investment Imbalance

(all values are as a percentage of GDP)



















	 


	2000

	2001

	2002

	2003

	2004

	2005

	2006

	2007

	2008

	2009




	Gross Domestic Saving

	18.1

	16.5

	14.7

	13.9

	14.5

	15.1

	19.1

	14.5

	12.6

	10.6




	Gross Domestic Investment

	22.2

	20.3

	18.9

	18.6

	19.8

	20.9

	26.1

	19.6

	17.5

	13.6




	Net Capital Inflow

	4.1

	3.8

	4.2

	4.6

	5.3

	5.9

	7.0

	5.1

	4.9

	3.0








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






The Consequences of Trade Deficits


A Trade Deficit Can Be Beneficial

A trade deficit and the capital inflows that cause it can, on balance, be beneficial. It confers economic benefits and carries economic costs, and the former may exceed the latter. Standard economic theory suggests that trade deficits and capital inflows can be a vehicle for extending the gains from trade, where lending and borrowing among nations can lead to a more efficient allocation of saving and a preferred pattern of consumption over time.

Gains from trade can arise from what economists call 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) borrows from abroad to import materials for a current investment project, it is undertaking intertemporal trade. In such a transaction, the borrowing nation gains because it can support a higher rate of investment in capital goods (e.g., equipment, factories, and infrastructure) than what current domestic saving alone could finance. The lending nation, in turn, gains an asset yielding a higher rate of return than is available in the home economy.

Because of the difference in their preferences for spending over time, the international asset market allows both parties to the transaction to raise their economic well-being. The borrower's economic well-being is raised by being able to spend more in the current period than current income allows. The lender's economic well-being is raised by being able to spend more in some future period. A country that is a net borrower will also run a trade deficit, whereas the country that is a net lender will run a trade surplus. This type of international asset transaction allows a more global utilization of the world's saving, a more efficient allocation of investment spending across nations, and a preferred distribution of spending over time.

So long as the external borrowing and the associated debt service costs do not outpace increases in the economy's productive potential, trade deficits could, in principle, be sustained for many years without ill effect.

The argument that trade deficits are on balance beneficial is most plausible when the associated inflow of foreign capital is used to finance an increase in domestic investment. A higher rate of investment increases the economy's stock of productive capital. With more capital, workers are more productive, leading to greater output and higher wages. The added output would most likely be large enough to make debt-service payments to foreigners and boost the domestic living standard. The U.S. trade deficits in the 1990s were the consequence of this pattern of saving and investment: during that economic expansion, a rising investment rate outpaced a rising saving rate. (The household saving rate continued to fall in this period, but a significant rise in government saving more than offset that fall.)


The Trade Deficit Could Be a Symptom of Excessive Consumption Spending

Some economists argue that the current account (trade) deficit and the associated capital inflow are not a problem in themselves but symptoms of a problem—a low national saving rate.18 The saving-investment imbalance that the U.S. economy has experienced for the last decade is not the result of domestic investment rising relative to the domestic saving rate as occurred in the 1990s; rather, it is the result of the domestic saving rate falling relative to the domestic investment rate. In this view, the inflow of foreign capital is financing increased consumption by households and government.

This pattern of expenditure, in light of the nation's impending need to fund the sizable retirement needs of an aging population, may suggest a significant problem of economic short-sightedness by households and government in meeting the country's future obligations. That funding, arguably, will require greater saving and less consumption. If the saving rate is raised, the trade deficit will decrease accordingly. However, if the trade deficit were to decline due to foreign investors becoming less willing to invest in the United States but without an increase in domestic saving, then domestic investment would have to fall. Less investment would tend to slow economic growth, making it more difficult to fund growing internal demands (i.e., from an aging population) and external obligations (i.e., debt service payments to foreign investors).


Can Trade Deficits and External Sources of Finance Cause Instability?

Trade deficits often raise concern about the potential instability of external sources of finance. What if foreign investors begin to pull their funds out of the United States, causing interest rates to rise sharply, disrupting domestic capital markets and the wider economy?19

The "dollar crash" scenario is as follows. Growing perceptions of an unsustainable accumulation of foreign debt in the U.S. economy result in a widespread expectation that the dollar will eventually depreciate substantially. It is argued that this expectation raises the prospect of a run on the dollar that leads to a rapid and disorderly depreciation of the dollar that goes far beyond what is needed for the desired economic adjustment. The fear in some minds is that the move out of dollars could become a stampede if investors try to simultaneously sell their dollar assets on a large scale. This leads not only to a sharply falling exchange rate, but also to sharply rising interest rates in U.S. financial markets as lower asset prices translate into higher effective interest rates. Sharply rising interest rates in the United States will dampen spending in interest-sensitive sectors and stress financial markets. There are, of course, positive impulses associated with a falling dollar, such as increased export sales in the United States and stimulus to interest sensitive sectors abroad. In the dollar crash scenario, however, the negative impulses have a more immediate effect.

A disorderly adjustment is possible, but not probable.20 There are good reasons to doubt that a sharp destabilizing turnaround in foreign capital flows is likely.

First, why run from the dollar assets if there are no better alternatives? The U.S. economy is still, arguably, the most productive and innovative economy in the world, producing more than one-quarter of world output and an even greater share of quality marketable assets. U.S. assets typically offer higher returns at lower risk on average than those of Europe or Japan, and that return accrues more reliably than higher yielding assets of emerging economies. During the recent financial crisis and recession, foreign demand for dollar assets strengthened. Therefore, despite some prudent investor reshuffling of their portfolios, the demand for dollar assets is likely to remain sufficiently strong for any dollar depreciation to be orderly.

Second, a substantial portion of the foreign investment in the United States is typically long-term investment (e.g., direct investment in plant and equipment, long maturity bonds, and stocks). Such capital flows tend to be far more stable than short-term portfolio investment flows because they are based on expectations of long-run return that are less sensitive to adverse short-run changes in economic conditions and, thereby, more resistant to financial crisis.

Third, China and other emerging economies seem to be strongly tied to an economic development program propelled by export sales, particularly to the American market. To maintain the competitive position of their currencies in this market, they will continue to absorb large stocks of dollar assets, maintaining upward pressure on the dollar and downward pressure on U.S. interest rates. Also, a growing share of Japanese household saving has become more internationally mobile and likely to be looking for investment alternatives to typically low yielding domestic Japanese assets. There is a fear that a major diversification out of their large holdings of dollar assets by the Chinese would initiate a collapse of the dollar, induce a spike in U.S. interest rates, and dampen economic activity. However, China is unlikely to do this in part because any large sell-off of dollar assets would also cause the price of dollar assets on the global market to fall sharply, and erode the value of the dollar assets it continued to hold. The prospect of these sizable losses is a deterrent to undertaking such a diversification. Also, China is likely deterred because a sharp dollar depreciation would send sizable negative reverberations to the global economy that China is now highly interdependent with.

Fourth, the pool of world saving is likely growing, with substantial new inflows from China, India, and oil-exporting countries. Dollar assets will likely be an attractive lure for a large share of this new saving. This new demand for dollar assets will, therefore, tend to offset some of the downward pressure on the dollar exchange rate caused by diversification out of dollar assets by other foreign investors.

Fifth, the dollar is the world economy's reserve currency of choice. The large size and stability of the dollar-asset markets along with the ongoing needs of international investors for liquidity and a store of value undergirds the strong persistent international demand for dollar assets. However, a depreciating dollar over a substantial time period could undermine the dollar's reserve currency status.


Do Trade Deficits Cause Unemployment?

Trade deficits are most often a means of augmenting the level of goods and services available to domestic purchasers, in effect, allowing 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 as there are also large inflows of similar or related foreign products.

Another reason why trade deficits do not lead to a net reduction of domestic output and employment is because a very large share of U.S. trade is intra-industry trade in intermediate products—trade within the same industry due to an internationally fragmented production process. A final product will often be composed of several components, some of domestic origin and some of foreign origin.  With this structure of production, an increase in the demand for the final product will increase both domestic output and imported foreign output of necessary components, regardless of the level of capacity utilization.

Finally, there may simply be no domestic counterpart for some goods because product differentiation has led to specialization across countries  in the production of particular goods. (The economic gain from such specialization arises from economies of scale, not comparative advantage, and is common among high-income economies with very similar resource endowments.)

Standard economic analysis indicates that, outside of periods of recession, a trade deficit does not cause a net loss of output or jobs in the overall economy.21 Trade and trade deficits will, however, likely change the composition of output and employment. 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 this dampening effect on some domestic industries will tend to be offset by the simulative effects of the trade deficit's associated capital inflow on other parts of the economy.

The Federal Reserve, using monetary policy, works to set the overall level of spending in the economy to a level consistent with full employment.  Although deviations from full employment can occur during periods of recession, a well-run monetary policy will minimize the incidence and duration of such episodes and in an expanding economy keep the total level of employment high in most years with or without trade deficits.

For these reasons, to a substantial degree the size of the trade deficit during an economic expansion, as during the 1980s, 1990s, and 2000s, cannot be taken as a one-for-one measure of reduced domestic output and the loss of the associated jobs. Since the end of the recession in 2001 through 2007, the trade deficit increased about $400 billion, whereas the unemployment rate fell from 6% in 2003 to 4.6% in 2007 and total civilian employment climbed from a low of 136 million workers in 2002 to 144 million workers in 2007.


Trade Deficits Can Have Adverse Effects on Particular Sectors

Although large trade deficits do not necessarily reduce the total level of economic activity, they can alter the composition of domestic output and employment. The rising exchange rate generated by the net inflow of foreign capital increases the incentive to allocate resources away from production of domestic tradable goods, and toward the import of foreign tradable goods. In most circumstances, the market churning associated with U.S. trade deficits can be expected to have a negative effect on the output and employment of the U.S. tradable goods sectors such as manufacturing.

This effect on the composition of U.S. output was evident during the period from 2000 to 2007. From 2000 to 2007, the real output for the overall economy increased at a 2.5% average annual rate; however, real output of the manufacturing sector increased at a significantly slower 0.5% average annual rate, indicating that the manufacturing sector was not advancing apace with the wider economy. Also during the 2000-2007 period, manufacturing employment fell from about 17.3 million employees to 13.8 million employees, a fall of about 3.5 million jobs. A sharp fall during the 2001 recession was not unusual, but a failure of manufacturing employment to increase during the subsequent economic expansion was unusual.

The slow growth of manufacturing output from 2000 to 2007 was, in part, a reflection of a moderate weakening of economy-wide demand, with GDP growth slowing to a 2.4% annual rate for the 2000-2007 period as compared with a 3.3% rate for the 1990-2000 period. Of greater importance, it appears that in the 2000-2007 period, increased foreign competition substantially dampened the demand for many goods manufactured in the United States. Although real exports of U.S. manufactured goods increased by $216 billion, or at about a 3% average annual rate over the 2000-2007 period, real imports increased by $440 billion, or at about a 5% average annual rate—causing the trade deficit in manufactures to increase by about $230 billion.

If the rise in the trade deficit represents a substitution of foreign for domestic manufactured goods, then output and employment in the U.S. manufacturing sector would be lower than it otherwise would be.22 At the 2007 level of worker productivity in manufacturing, other things equal, an increase in the trade deficit in manufactures of $230 billion would translate into the displacement of about 2 million jobs in U.S. manufacturing of the 3.5 million lost.

During the 1990-2000 time period, the trade deficit in manufactured goods also increased by a similar magnitude, about $240 billion.23 A critical difference between the two periods is that the 1990-2000 period began with a relatively weak dollar that rose about 21% over the course of the economic expansion but with most of that increase occurring after 1996.24 This meant that for most of the time period not only was demand strong but the relative price of U.S. manufactured goods to foreign manufactured goods remained low. Given that exchange rate changes typically affect trade flows with a time lag of several years, the adverse effect of the late-in-the-decade rise of the dollar on the output of the U.S. manufacturing sector would not be clearly evident until after 2000.

The dollar continued to rise through early 2002, with a total appreciation in trade-weighted terms of about 28% since 1996.25 This appreciation would mean that the recovery from the 2001 recession would begin with the dollar relatively strong, tending to dampen the demand for U.S. manufactured goods relative to foreign manufactured goods. The dollar fell about 22% through 2007, but given the normal lags the impact of the depreciation would not be evident on trade flows until about 2007. (A more substantial improvement in the trade deficit in manufactures occurred in 2008. But at this point the positive impacts on the sector from trade flows began to be overcome by the negative effects of the deepening recession.)

Adjustment to such trade effects can be economically painful for workers in these harmed sectors. Many economists argue that it is usually 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.


Policy Responses to Trade Deficits

To the degree that a trade deficit's effects on the economy are on balance beneficial, there may be no reason for a policy response to reduce or eliminate it. In addition, if there is an orderly reduction in foreign investors' demand for dollar assets, the trade deficit could fall without any inducement by policy. However, in this circumstance the adjustment might not be achieved on the best terms for the United States since it would be accomplished by a reduction in domestic investment rather than an increase in domestic saving. If a reduction of the trade deficit is desired, macroeconomic polices are likely to be more effective than traditional trade-policy responses.

So long as domestic saving in the United States falls short of domestic investment and so long as an inflow of foreign saving is available to fill all or part of the gap, the United States will run a trade deficit. This suggests that for any policy to be effective in reducing the trade deficit, it must be able to affect the saving-investment imbalances at home and abroad that are its ultimate cause. Trade policy tools to alter the flow of exports or imports, while imposing economic costs on the domestic economy, would not over time significantly change the domestic saving-investment imbalance, and therefore would not change the overall size of the trade deficit.  On the other hand, macroeconomic policy tools have the potential  to alter the saving-investment balance and therefore alter the trade balance, but the realistic opportunity for their use is in practice often limited. Also, whether macroeconomic policy affects primarily saving or investment could be a matter of concern because of the potential differential effect on long-term growth.


Problem with Trade Policy Responses

Trade policy involves actions to directly stimulate or retard the flows of imports and exports such as the introduction or removal of tariffs and subsidies. Such actions will affect the level of trade and economic efficiency, 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.26

For example, using a tariff or quota as a barrier to stem the flow of imports into the United States would also reduce the demand for foreign exchange needed by the United States to purchase imports, appreciate the dollar's exchange rate, 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 economic well-being, but the trade deficit would not necessarily change.27

Similarly, an export subsidy imposed by a deficit country would stimulate export sales but an exchange-rate-induced rise of import sales would also leave the trade balance unchanged. It would also be true that an export subsidy removed by a surplus country would dampen its export sales but an exchange rate depreciation would also induce a fall in import purchases and most likely leave the size of the trade surplus unchanged.28

Alternatively, getting trading partners to remove trade barriers would stimulate export sales, but would increase the demand for dollars by foreigners, appreciate the dollar exchange rate and induce an equivalent increase of imports. In this case, the level of trade is increased along with the gains from trade and economic well-being, but the trade deficit would not necessarily change.


Macroeconomic Policy Responses: Domestic and Foreign

To efficiently reduce or eliminate the U.S. trade deficit most economists would argue that there needs to be a rebalancing of global spending: the United States would need to reduce domestic spending, and the economies with trade surpluses would need to increase domestic spending.29 In the framework of the saving-investment relationship, this  rebalancing means that the United States faces three alternatives: (1) the rate of domestic investment falls, (2) the level of domestic saving rises (due to reduced consumption spending), or (3) some combination of one and two. In all cases the dollar will have to depreciate (on a real trade-weighted basis) and foreign currencies appreciate to induce the changes in spending at home and abroad. The inducement is caused by the depreciating dollar increasing the relative price of foreign goods in the U.S. market and decreasing the relative price of U.S. goods in foreign markets. 30


U.S. Economic Policy: Increasing Domestic Saving

Macroeconomic policy can induce changes in saving and spending flows. For example, monetary policy, by raising domestic interest rates and slowing economic activity, can lower the rate of domestic investment, reduce the saving-investment gap, and decrease the trade deficit. (At the extreme, a recession could dramatically reduce the trade deficit as seen in 2008 and 2009.) As observed earlier, decreasing the rate of domestic investment will have a negative effect on economic growth and is not generally considered a desirable economic outcome.

Alternatively, federal government fiscal decisions that alter the levels of government revenue and spending will influence the size of the budget deficit or surplus and, in turn, the level 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 2000, budget surpluses were erased and budget deficits increased, rising to $1.455 billion in 2009 and projected to remain near this level for some time forward. To eliminate the trade deficit by raising government saving would require the government to run a substantial and sustained budget surplus. However, given the large-scale federal borrowing likely to occur over the medium term, it seems unlikely that the federal budget can any time soon play a major role in raising national saving and reducing the trade deficit. 31

Can macroeconomic policy lift the low private saving rate? Proposals have been made to use the tax code to raise incentives for saving by households. Most such proposals nevertheless have uncertain effects on the saving-investment balance, as they tend to raise both saving and investment. Other proposals, such as individual retirement accounts, may just redistribute saving, raising household saving (a little), but lowering public saving by an offsetting amount.32

The adverse effects of the recent fall in housing prices and the recent recession on household wealth have prompted a higher rate of personal saving, but it remains uncertain how enduring this increase will be, and it is not clear that whatever increase in private saving is forthcoming will be large enough to offset the fall in the public saving rate caused by increased deficit spending, let alone be sufficient to increase the overall saving rate.

At the moment, a low saving rate is unlikely to have an adverse effect on the size of the saving-investment imbalance because the rate of domestic investment is also low, not having recovered from the negative effects of the recent recession. As the economic recovery gains momentum, however, the rate of domestic investment is likely to rise, causing the shortfall of saving relative to investment to increase and, other things being equal, cause the trade deficit, generally and in manufactures in particular, to increase also.


Foreign Economic Policy: Increasing Domestic Spending

Foreign economic policy can help or hinder efforts by the United States to decrease the size of its trade deficit and remove the associated burden from the U.S. manufacturing sector. As discussed above, the U.S. trade deficit is a two-way affair, reflecting the behavior of borrower and lender alike. 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 seems that American spending is as important to these economies as foreign borrowing is to the United States.

The most orderly adjustment to a smaller U.S. trade deficit is likely to occur through mutually supporting policy actions by countries with large trade surpluses—as the United States brings domestic spending down closer to domestic output and foreign economies with large trade surpluses bring domestic spending up closer to their domestic output. In so doing, U.S. efforts to become less dependent on imports are complemented by foreign efforts to become less dependent on exports to the United States. As already noted above, this change would seem to require a substantial appreciation of foreign currencies relative to the dollar. By this theory, economies with trade surpluses that also fix their currencies to the dollar would need to allow their currencies to appreciate relative to the dollar.33

The less willing foreign economies are to change this current pattern of spending, the more protracted and difficult the shrinking of 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 sizable reduction of the U.S. trade deficit would be larger than if foreign policies induce a complementary change in their spending patterns.

Prospects in Major Trade Surplus Countries

It is likely that effective global rebalancing would involve sizable adjustments in the largest surplus economies—Germany, Japan, and China. However, there are significant potential constraints on how substantially each of these three economies can save less and spend more, perhaps limiting any appreciation of their currencies relative to the dollar. Even if the current account is in balance, the United States would very likely have sizable bilateral imbalances, deficits and surpluses, with individual trading partners. These bilateral imbalances would be a reflection of differences between countries in comparative advantage and of the structure of production and trade between economies and not necessarily a matter of economic concern.

In Germany, the inability to move its exchange rate independently from the other euro economies reduces its flexibility of adjustment. In addition, the effects of recession have left limited room for further fiscal expansion and small ability to lower the household saving rate.

Japan is much the same with little to no room for fiscal expansion and a poor prospect of boosting household spending. Moreover, both Germany and Japan, faced with substantial near-term economic weakness due to the global recession, are unlikely to risk a dampening of net exports that a sizable appreciation of their currencies would cause.

China has the largest trade surplus with the United States and therefore has the potential to have a large effect on U.S. export sales and a significant positive impulse on the pace of the U.S. economic recovery.34 Also, economic growth has remained relatively strong in China through the recent global financial crisis and aggregate demand is expected to remain strong over the medium term. What is uncertain, however, is whether a greater share of this spending will be domestic demand, particularly consumption spending by Chinese households. 35

For more domestic spending to translate into a shift in China's trade balance, China's exchange rate would need to rise relative to the dollar, causing a decrease in the price of foreign goods relative to domestic goods, and exerting downward pressure on China's trade surplus. From July 2005 to February 2009 China relaxed its dollar peg, allowing the renminbi to appreciate by 28% (on a real trade-weighted basis).36 However, faced with weakening export sales due to the global financial crisis, China re-pegged the renminbi to the dollar. In June of 2010, China indicated that it would again let the renminbi appreciate.37

China's export-led growth model, relying on a high saving rate (to keep internal demand low) and a low exchange rate pegged to the dollar (to keep external demand high), has been very successful and, despite the possible advantages of reforms to boost domestic demand, it is uncertain whether China would move substantially away from this model.

All in all, it seems problematic whether economic policy abroad will be directed toward a rebalancing of domestic spending that would greatly increase the prospect for an orderly, quick, and substantial shrinking of the U.S. current account deficit. Without mutually supporting policies, the dollar might need a larger real depreciation to induce a sizable reduction of the U.S. trade deficit. A large depreciation could be risky for two reasons. First, some would argue that the greater the size of the currency's fall, the greater the chance that it will fall too far, too fast, sending a jolt to world financial markets. Second, the dollar may not fall evenly against other currencies. For example, from 2002 through 2007, the dollar fell by nearly 27% against the euro but only about 12% against the Chinese renminbi.38 This unbalanced adjustment has occurred in part because China has limited the strengthening of the renminbi relative to the dollar, and in the process has accumulated a large stock of dollar assets. This very uneven depreciation across currencies places more of the burden of adjustment of trade flows on the euro area and other economies whose currencies are free to float relative to the dollar.


What if There is No Policy Response to the Trade Deficit?

The trade deficit could fall on its own without U.S. policy actions. As noted above, the trade deficit is sustained by a net inflow of foreign capital. If large numbers of foreign investors, with an abundance of dollar assets in their portfolios and seeking a better balance of risk-return, undertake to diversify their portfolios away from dollar assets, the capital inflow and, in turn, the trade deficit will decrease. Such a process began to occur in 2002 as a weakening demand by foreign investors for dollar assets caused the exchange rate to depreciate, which by 2007 caused the U.S. trade deficit (generally and in manufactured goods) to begin to decline. Whether this investor-led adjustment will continue during the ongoing economic expansion is uncertain.

The difficulty with this form of adjustment is that if the reduced inflow of capital is not offset by a similarly sized increase in domestic savings, the necessity of maintaining overall balance of saving and investment would force a decrease in domestic investment. As discussed above, it is uncertain that there would be a significant increase in domestic saving for some time forward. A decreased rate of investment would likely dampen domestic demand for manufactured goods and could ultimately cause the rate of long-term economic growth to slow.


Prospects for the U.S. Current Account Deficit

Where is the trade deficit headed in the period just ahead? In the economic 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. Whether the current capital inflow gets bigger, smaller, or remains the same will most likely be determined by the resolution of two opposing forces: risk and reward. If, on balance, foreign investors see further investment in the United States as a more risky undertaking, other factors equal, 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.

A U.S. recovery will likely include a recovery of investment spending. If increased investment spending is not matched by increased domestic saving, the trade deficit is likely to rise. While the private saving rate is likely to be higher than its pre-recession level, the government saving rate is likely to be lower, making it difficult to judge whether the overall saving rate will be significantly above its pre-recession value.

Private investor behavior is sensitive to the investment alternatives available. The relative attractiveness of global investment alternatives will be influenced by the relative pace of the economic recoveries in the United States and the rest of the world. At this time, the expectation is that Europe and Japan will rebound more slowly than the United States. Also, the recent troubles in Greece and other euro area economies may diminish the attractiveness of the euro area as an investment destination. However, most emerging markets, especially in Asia, are expected to outpace the developed economies, including the United States.

A risk factor that could exert a medium-term influence on foreign suppliers of capital to the U.S. economy is the adequacy of diversification in their asset holdings, which already contain substantial dollar balances. Diversification would likely manifest itself as a slowing in the rate of accumulation of dollar assets, not as the "dumping" of dollar assets already held. Such diversification was a likely reason for a significant weakening of private capital inflows between 2002 and 2007.

Regarding the behavior of foreign central banks, it is uncertain whether they will continue to increase their already large holdings of dollar assets.


Forecasts

Given the sizable damage caused by the recent financial crisis and recession, the unprecedented scale of the policy responses to those negative shocks, and the weakened state of the global economy, projections of the U.S. trade deficit's near-term path carry an above-normal degree of uncertainty. Most forecasts have the overall U.S. economy on a path of recovery in 2010 and for several years after that. However, there is some variance in the pace of that recovery among prominent forecasters. Outside of emerging Asia, most foreign economies are projected to recover more slowly than the United States.

The IMF is forecasting a modest increase in the U.S. current account deficit for 2010 to $487 billion, from $418 billion in 2009.39 The critical factor generating this increase is the beginning of the recovery of investment spending in the aftermath of the recession. Saving rises but more slowly than investment. As the recovery gains momentum and investment spending rebounds more strongly than domestic saving, the trade deficit is projected to increase to $638 billion by 2015. However, the increase is moderate, moving at a pace that keeps the trade deficit as a share of GDP stable and well below recent highs, remaining at around 3.5% of GDP. Relatively weaker recovery and more damped investment spending in much of the rest of the world makes the United States an attractive destination for foreign investors and helps to reinforce this pattern of net capital inflows. Although there is no dampening effect on economic activity, the foreign sector is not seen as a significant contributing force to the pace of economic activity.

Global Insight, an economic forecasting company, projects a larger increase in the trade deficit than does the IMF.40 The current account deficit in their view will rise to $526 billion in 2010 and will continue to increase, reaching $641 billion in 2012, pushing the trade deficit share of GDP to 3.9%. The sharper rise of the trade deficit in this projection as compared with the IMF projection is driven by a faster-paced recovery and stronger domestic investment spending in conjunction with relatively low domestic saving. Also, slower-paced recoveries in other major economies tend to encourage an inflow of foreign capital.
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