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Abstract

The paper examines the evolution of U.S. external balances since 1980 and
considers various explanations for the persistence of external deficits in the late 1980s
and the 1990s. It also offers a general assessment of the medium-term prospects for
U.S. current account deficits. The review of evidence indicates that the huge increase
in U.S. external deficits over 1980-86 was largely driven by an upward shift in Federal
fiscal deficits and that lower Federal deficits together with the dollar depreciation
played a crucial role in improving external balances during the second half of the
1980s. The improvement was ot large enough, however, to defuse the external
deficit problem. Indeed, the U.S. economy continued to experience subs;antial trade
and current account deficits in the late 1980s and the early 1990s. Developments in
Federal deficits or, more generally, changes in macroeconomic policies are not
sufficient for explaining the persistence of external deficits. Other factors that made
important contributions to the persistence of external deficits include supply-side
effects of large exchange rate changes, increased trade competition between the U.S.
and low-wage economies, and greater international capital mobility. Looking to the
future, the paper suggésts that in the medium r[un the U.S. current account deficit
might stabilize around 1 1/2 - 2 percent of GDP. This scenario assumes that foreign
private capital inflows would continue to finance the U.S. external deficits without any
serious disruptions and that U.S. fiscal policy initiatives would keep the Federal budget

deficit around 2 percent of GDP.



US Deficit
12/9/94
MAA/ea

Perspectives on U.S. External Deficits

For more than a decade, the United States has experienced massive and
persistent external deficits. Such large external deficits were historically
unprecedented until the early 1980s but now seem a permanent feature of the U.S.
economy. Over the foreseeable future, there is little prospect of major reductions in
these deficits, let alone eliminating them. In fact, they are widely expected to continue
at the recently expanded levels over the next year or two.

This essay reviews the forces underlying the evolution and persistence of U.S.
external deficits drawing on previous work in this area. Within that context, the essay
examines the available evidence on the role of the dollar depreciation in the external
adjustment process since the mid-1980s and offers perspectives on contributions df a
broad range of factors to the persistence of external deficits. The essay also
considers the general prospects for U.S. externai deficits over the next 5-10 years in
the context of recent international trends and shifting trade patterns, and possible
future evolution of macroeconomic policies here and abroad.

To preview the main conclusions briefly, the massive deterioration of U.S.
external balances over 1980-86 was essentially a macroeconomic phenomenon. In

particular, the rise in Federal fiscal deficits was the chief driving force behind external
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deficits. Lower Federal deficits together with the dollar depreciation also played a
crucial role in reducing external deficits during the second half of the 1980s. But the
reduction was not large enough to defuse the external deficit problem. In fact, the
economy continued to face substantial trade and current account deficits in the late
1980s and the early 1990s. The persistence of external deficits cannot be explained
fully by developments in Federal deficits or even, more generally, by changes in
macroeconomic policies. Other factors that seem to have made significant
contributions to the persistence of external deficits include supply-side effects of large
exchange rate changes, increased trade competition between the U.S. and low-wage,
outward-oriented economies, and greater international capital mobility. Looking to the
future, the paper suggests that in the medium run the U.S. current account deficit

might stabilize in the range of 1 1/2 - 2 percent of GDP.

l. Basic Facts on External Deficits

Three broad measures of the external balance are reported in Table 1. The
current account on a Balance of Payments Accounts basis is generally regarded as
the most comprehensive measure of international transactions of the economy. The
balance on goods and services excludes net investment income and unilateral
transfers components of the current account. More relevant to measuring the output

contribution of the external accounts is the constant doliar value of net exports of
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goods and services or the balance on goods and services as defined in the National
Income and Product Accounts.”

All three measures of the external balance indicate a massive shift toward
increasingly larger deficits starting in 1983. This development was in marked contrast
to the evolution of external balances in the earlier period. The current account
registered a small deficit in 1982 and showed, on average, no significant balance over
the 1960-82 period. Net exports were also negligible in 1982 and exercised, on
average, only a slight drag on output over the earlier period.

As shown in Table 1, U.S. external deficits became increasingly larger from
1982 through 1986 or 1987, but they were substantially reduced over the next several
years through 1991. Since 1891, the external balance has again deteriorated
markedly, reversing much of the earlier improvement. Even so, however,. the external
deficits were smaller, on average, over the last six years (1989-94) than over the
preceding six years (1983-88).

The dollar exchange rate movements and developments in economic activity
here and abroad contributed importantly to large shifts in external balances fhroughout
the period but they were by no means the only factor. Other domestic and
international forces also played a crucial role, some as direct contributors to external
deficits while others through their influence on exchange rates and economic activity.

The sources of the original deterioration and the subsequent adjustment and evolution

! As noted in Table 1, there are small differences between Balance of Payments
Accounts and the National Income and Product Accounts in the coverage of the
balance on goods and services.
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of U.S. external balances will be discussed in the next two sections. For now, we will
concentrate on reporting some additional facts concerning external deficits.

Developments in components of the current account reported in Table 2 reveal
a somewhat complicated picture of the external deficit problem. The three main
components--merchandise trade, services trade and investment income flows--show
diverse trends, although merchandise trade dominates the movemenits of the current
account. The merchandise trade balance more than fully accounted for the current
account deficit throughout the period. As in the case of the current account balance,
the merchandise trade balance improved significantly in the late 1980s through 1991
but has deteriorated sharply in the subsequent period.

By contrast, the balance on trade in services has shown a steadily increasing
surplus since the mid-1980s. At present, the surplus appears to be slight.ly less than
one percent of GDP, and is broadly distributed across trade in many private services--
travel and tourism, trade in business and financial services, and royalties and Iicen_se
fees.

Net investment income has declined gradually, though unevenly, since the early
1980s, but the overall net investment income balance remained positive through 1993,
as the substantial on-going surplus on direct investment continued to more than offset
the rising deficit on portfolio income. The net investment income balance showed a
modest deficit in the first half of 1994. To a significant extent, the long-term declining
trend of net investment income reflects rising service costs on the rapidly

accumulating external debt of the United States (Chart 1). The rise in the external
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debt (or the decline in net international investment position} itself is, of course, largely
& consequence of the on-going external deficits.

Overall, Table 2 data suggest significant shifts in the trend contributions of the
three main components since the early 1980s. While the merchandise trade deficit
continued to dominate overall external balances throughout the period, surplus on
private services has become larger over time, providing much greater offsets to the
merchandise deficit in recent years. On the other side, with rising debt service costs
on increasingly greater U.S. external debt, surplus on investment income has now
disappeared, after having been on a diminishing trend since the mid-1980s. The
investment income balance is likely to show increasingly larger deficits over the

coming years.

I-A.  Commodity Composition of Merchandise Deficits

With manufacturing goods accounting for over 4/5 of U.S. trade in goods, the

merchandise trade deficit and its movements over time are dominated by the
manufacturing trade deficit (Chart 2). After rising sharply over 1982-1987, both the
merchandise and manufacturing deficits improved substantially between 1987 and
1991; by 1991, both deficits were running, in dollar terms, about half their 1987 levels.
Over the last three years, however, both deficits have deteriorated rapidly escalating
back to their 1987 levels.

The movements of balances on trade in major end-use commodity groups
within manufacturing are not uniformally consistent with the pattern of developments in

overall manufacturing and merchandise trade deficits. In line with the overall trade
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deficit, the surplus on trade in capital goods improved greatly between 1987 and 1991,
reversing virtually all of the earlier losses, but fell sharply again after 1991

(Chart 3). With capital goods imports rising, on average, much faster than capital
goods exports, the share of imported capital goods in domestic capital spending has
more than doubled since the early 1980s; capital goods imports now make up about
35 percent of total domestic spending on producers’ durable equipment, up from
around 15 percent in 1981.

The balance of trade on industrial supplies, excluding petroleum and products
and agricultural products, has also moved pretty much in line with the overall trade
deficits although its movements are somewhat less pronounced.

Unlike the overall trade deficit, however, the deficit on trade in consumer goods
showed very little improvement in the late 1980s, and is now considerably higher than
the peak levels reached in the mid-1980s. Much the same also holds true for the
movements of the auto trade deficit. For both categories, the shares of imported _
goods in relevant domestic spending have risen greatly since the 1980s. In the first
half of this year, consumer goods imports accounted for over 7 percent of domestic
consumptidn of goods while auto imponts represented about 38 percent of total

domestic auto spending.

I-B. Country/Regional Composition of Merchandise Deficits

The trade deficit is widely distributed across major world regions and countries.
In 1993, the U.S. experienced trade deficits of around $10 billion or more against

Japan, Canada, China, Taiwan and Western European countries as a group, and
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smaller deficits against a large number of other countries. The evolution of U.S.
regional balances since the early 1980s reflects a complex pattern of trade
developments. From the mid-1980s to the early 1990s, U.S. trade balances against
Western Europe and to a lesser extent against other major trading partners seem to
have widened and narrowed in line with movements of overall trade deficits (Table 3).
But, in several cases, the large size of the bilateral deficit or its deteriorating trend
dominate the medium-term movements. The trade balance against Japan provides a
particularly graphic illustration of this situation: while the balance showed some
improvement between 1987 and 1991, it has rerhained in large deficits throughout the
period with the present leve! of the deficit actually considerably higher than the peaks
reached in the mid-1980s. The trade balance against Canada exhibits a somewhat
less pronounced similar pattern.

In contrast, the U.S. trade position against China has deteriorated continuously
since the mid-1980s. And the size of the trade deficit with China is now second only
to that with Japan. Foliowing a major deterioration through the late 1980s, the U.S.
trade deficit with newly industriafized Asian economies declined significantly between
1988 and 1991 but has shown little change in the subsequent period. Some of this
improvement may be artificial, however, in that it may reflect a switch of the U.S.
deficit from Hong Kong to China. Finalily, the U.S. trade balance against Latin
America and other Western Hemisphere recorded modest surpluses in 1992 and 1993
after having shown significant deficits in the mid-1980s. Recent data, however,

indicates a worsening of the U.S. trade balance against this group of countries.



8

. Causes of U.S. External Deficits: Analytical Framework

The external balance is a general equilibrium phenomenon, that is, it is jointly
determined by a number of important variables in the international economy.? One
aspect of this general equilibrium is evident in the national income accounts where the
overall external balance--the export-import gap--is conceptually equal to the national
saving-investment gap and the national spending-output gap. A related general
equilibrium aspect is highlighted by the fact that the shortfall of national saving relative
to investment is met by net capital inflows from abroad--the gap between U.S, capital
outflows and foreign capital inflows--which is simply the financing counterpart of the
external deficit. From these various conceptual identities, the external deficit may be
thought of as being reflective of a country’s saving-investment imbalances, or its
spending-output imbalances, or its international capital flows imbalances.

By themselves, however, these identities carry no causal significance: no
inference can be drawn about the direction of causation or the importance of some
variables relative to others as causes of external deficits. All variables in these
identities--exports, imports, saving, investment, spending, output, capital outflows and -

~capital inflows--are simultaneously determined as part of a general equilibrium

? For a detailed description of the U.S. economy in a general equilibrium setting,
see Stevens et al (1984) and references cited in that work. Hickman (1988) provides
a simplified open economy model of the U.S. and an analysis of macroeconomic
policy simulations from a number of large macroeconometric models. The
"mainstream"” view of the determination of the external balance represented by the
extended (“expectations-augumented”)} Mundell-Flemming model may be viewed as a
truncated version of the general equilibrium process. Howard (1989) and Krugman
(1991b) provide general descriptions of this framework. For more formal analysis, see
Frenke! and Razin (1987), Frankel (1988) and Hooper-Mann (1989a).
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outcome for the world economy. In fact, each variable is a function of many variables
not apparent from these identities and the actual external balance can reflect a broad
range of changes in the export-import behavior, the domestic saving-investment
behavior, domestic spending-output decisions, and the behavior of capital outflows
relative to capital inflows.

To narrow the general equilibrium dimensions of the external balance problem
to a manageable level, one common (the mainstream) approach is to focus first on the
so called proximate determinants of trade flows, and then on the fundamental forces
influencing those proximate determinants, or perhaps difectly trade flows over the long
run. In most empirical work on international trade--whether in the context of partial
equilibrium trade models or general equilibrium macroeconometric models of the U.S.
economy and multicountry models--major proximate determinants of expdrts, imports
and the external balance are (1) U.S. and foreign incomes, (2) U.S. and foreign prices,
and (3) the exchange rate, frequently supplemented by judiciously chosen additional
ad hoc variables. Incomes and prices, in tumn, are influenced by fundamental
macroeconomic forces like economic policies, real interest rates, and private
saving/spending and investment decisions.®* Other fundamental factors such as
changes in tastes, institutions, trade policy, technology and factor endowments--
usually assumed as given in macroeconometric models--may also influence trade

flows and output over the long run. These other fundamental factors can affect trade

® In multicountry models, incomes and prices are influenced by both U.S. and
foreign fundamental variables while in models of the U.S. economy, foreign variables
are normally treated as exogenous.
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flows not only by causing changes in costs/prices and'incomes but also by shifting the
relationship between those variables and trade flows in response to aiterations in long-
run supply conditions.

In looking at causes and implications of U.S. external deficits, this paper follows
the spirit of the general equilibrium approach to the external balance problem but
without adhering to any precise or specific general equilibrium model. The approach
serves as a broad umbrella for reviewing previous research and perspectives on U.S.
external adjustment. It also provides a context for a focus on the dominant or

important fundamental factors driving the movements of U.S. external balances.

. Origins of the External Deficit Problem

Most econometric trade models--both partial equilibrium trade modeis and trade
sectors of complete macroeconometric models--are able to account for virtually all of
the huge widening of U.S. external deficits from the early to the mid-1980s on the
basis of actual movements in proximate macroeconomic factors (see, for example,
Bryant-Holtham (1988), Helkie-Hooper (1988}, Hooper-Mann (1989a), and Lawrence
(1990)). The most important proximate factors that explain the rise in external deﬁcitsr
are strong domestic demand growth in the U.S. relative to its major trading partners
and the large appreciation of the dollar. (See Table 4 for data on key proximate and
fundamenta! determinants.) Price changes (other than the dollar exchange rate) seem
not to have played a significant role in the deterioration of external balances. One
factor that may have been important, but not adequately captured by empirical studies,
is the effect of the debt crisis on the ability to import of the heavily indebted

developing countries.



11

Quantifying the contribution of fundamental factors, underlying proximate
causes, to the rise in U.S. external deficits is much more difficult. But a widespread
consensus among researchers has emerged that the deterioration of U.S. external
balances was largely a macroeconomic phenomenon, driven by shifts in domestic and
foreign macroeconomic policies (see, for example, Bryant and Holtham (1988), Helkie
and Hooper (1988), Akhtar (1989), Hooper-Mann (1989a), Bryant (1988), Howard
(1989) and Cline (1989)). In particular, there was a major loosening of U.S. fiscal
policy with the Federal budget deficit expanding greatly in the first half of the 1980s
(Chart 4). The expansionary U.S. fiscal policy in combination with tighter fiscal
policies in the major trading partners, working through changes in economic activity
here and abroad and the appreciation of the dollar exchange rate appear to have
been the dominant source of the deterioration in external balances through the mid-
1980s. Helkie and Hooper (1988) find, for example, that shifts in U.S. and foreign
fiscal policies can account for about two-thirds of the widening of the current account
deficit. Most other studies also find large effects of fiscal policy shifts on U.S. external
deficits, although the average estimate is smaller in some cases than the one reported
in the Helkie-Hooper study.

Fiscal policy shifts played an important role in driving up the dollar exchange
rate in the first half of the 1980s but investigators generally find that such shifts fail to
explain the bulk of the dollar appreciation. Helkie and Hooper (1988), for example,
are able to attribute only about one-fifth of the dollar appreciation to fiscal policy shifts.

A part of the remaining dollar appreciation must be explained by the strong anti-
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inflationary stance of U.S. monetary policy during 1980-82. Even so, according to
most econometric studies, actual changes in fiscal and monetary policies are likely to
have accounted for only about half or less of the actual rise in the dollar (Bryant-
Holtham (1988)). To date, no empirical model has been able to explain the remainder
of the dollar appreciation especially the doliar surge during 1984 and early 1985.

The "unexplained" dollar appreciation implies that only about two-thirds of the
increase in external deficits can be attributed to fundamental macroeconomic causes
even though proximate macroeconomic factors which include the dollar exchange rate
are able to predict all of the deterioration in external balances. It may be that part of
the dollar appreciation was a speculative bubble, a view expressed by some analysts
about the 1984 dollar surge when real interest rates and the current account were
moving in the "wrong" direction. Alternately, it is possible that the appareht excessive
dollar appreciation during the first half of the 1980s reflects economic {or perhaps
even non-economic) fundamental influences that are not included in empirical
models.* In any event, in the context of existing empirical models, a complste
explanation of the rise in external deficits in terms of fundamental macroeconomic
factors is not possible without simultaneously explaining the dollar appreciation.

However, the external deficit consequences of shifts in fundamental
macroeconomic factors may well be much larger than suggested by the existing

empirical analyses. The channels of influence running from fundamental factors to

* For a recent survey of empirical research on exchange rates, see Frankel-Rose
(1994). For views on the 1984-85 dollar surge episode, see Frankel-Froot (1986} and
Hooper-Mann (1989).
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external deficits may be more complex or simply different than what is incorporated in
empirical studies. For example, the increased integration of marksts for goods,
services and capital may mean that the shortfall in domestic saving relative to
investment can get translated into external deficits without too much help from the
dollar exchange rate as a transmission mechanism.® Moreover, a shift in the budget
deficit or the saving-investment balance may work not only through effects on interest
and exchange rates, and economic activity (as most empirical studies assume) but
also through actual and incipient changes in other variables.

In these circumstances, changes in U.S. external balances may simply be
viewed as a reflection of shifts in macroeconomic policy with the transmission
occurring through a variety of channels. Looked at in this way, shifts in U.S. Federal
fiscal policy alone, amounting to over 3 1/2 percent of GNP, would appeaf to be
sufficient for explaining a similar rise in the current account deficit over 1980-86. On
this view, the "unexplained" appreciation of the dollar over the first half of the 1980s
may have reflected, arguably, the “inherent" volatility of exchange rates with little
consequences for external deficits.

Even granting the basic channels of transmission in the existing empirical
models, it is difficult to quantify the consequences of fundamental macroeconomic
factors for external deficits for a variety of reasons: explicit or implicit judgements are

required for causal ordering among simultaneously determined endogenous variables;

® This is essentially the Ohlin-Mundell-McKinnon position described by Krugman
(1991b).
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most of the individual conceptual variables are subject to multiple empirical proxies;
and stability of parameters and tight empirical fits are required for the results to be
meaningful. In addition, large shifts in economic variables, such as those that
occurred in fiscal and monetary policies during the first half of the 1980s, have the
potential to alter the structure underlying the models and may produce responses that
are much different from previous history.

With all these difficulties in quantifying economic influences on external
balances, the empirical resuits on fundamental macroeconomic causes cannot be
viewed as precise estimates; they must be interpreted in a broad judgmental fashion.
In this context, it is not surprising, therefore, that many economists believe that shifts
in macroeconomic policies here and abroad represent the whole story of the
phenomenal rise in U.S. external deficits over 1981-87 (see, for example,' Cline
(1989)). This view may well be only a slight overstatement. Other factors made
significant contributions to U.S. external balances but some of them with offsetting
results. Following the world debt crisis in 1982, for example, U.S. exports to the
heavily indebted countries especially to Latin America were reduced, aggravating the
deterioration in external balances. On the other side, however, the decline in the
value of oil imports in 1986-87, reflecting falling oil prices, helped moderate the rise in

external deficits.

V.  The Dollar Depreciation and External Adjustment Over 1987-91

- The dollar depreciation in 1986 and 1987 reversed much of the appreciation

that had taken place over the first half of the 1980s (Chart 5). Following some
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additional declines in the subsequent period, the 1990 effective dollar average, as
measured by the IMF indexes, was somewhat below that in 1980. Since 1990, the
dollar has shown considerable volatility but its average value over the 1991-93 period,
on all three measures in Chart 5, was sfightly lower than or roughly simﬁar to the
average 1990 level.

This section reviews the role of the dollar depreciation and other major
determinants in reducing U.S. external deficits over 1987-91, emphasizing the
distinction between proximate and fundamental causes. An important focus of the
review is whether the external adjustment process over 1987-91 worked in a way that
is broadly consistent with historical experience and with the standard (mainstream)
view of international adjustment.

The large dollar depreciation after 1985 was the main proximate céuse of the
improvement in external balances over 1987-91. Other major proximate causes were
a pick up in economic activity abroad during 1986-90, and slower U.S. economic _
growth in that period relative to the earlier period and relative to foreign growth (Table
5). The narrowing of external deficits reflected, in effect, a reversal of the same
factors that had caused the deficits to increase in the first place. The improvement in
external accounts was aided significantly by the fact that the U.S. economy entered a
recession in 1990 when many of its major trading partners were still experiencing
considerable growth.

As shown in Table 1, the current account deficit fell to $51 billion (or about 1

percent of GDP) in 1991 from $167 billion (or about 3.7 percent of GDP) in 1987. The



16

corresponding declines in the merchandise trade deficit and other measures of
external deficits were broadly similar (Table 1 and Chart 2). Overall, the improvement
in external balances was very impressive, especially when judged against earlier
projections with unchanged dollar, indicating that external deficits would continue to
expand through the late 1980s. Even so, U.S. external deficits were substantially
higher in 1990/91 than in 1980 despite a return to 1980 exchange rates and relative
GNP levels.

In terms of fundamental causes, however, tighter U.S. fiscal policy and, more
generally, shifts in macrosconomic policies here and abroad explain only part of the
changes in exchange rates and economic activity. However, a substantial decline in
U.S. Federal budget deficits was critical in bringing about an adjustment in the
underlying saving-investment balance. As shown in Chart 4, Federal defibits declined
substantially between 1985/86 and 1989/90. On a national income and product
accounts basis, Federal dissaving fell to an average 2.8 percent of GNP in 1987-90
from an average 4.7 percent of GNP in 1983-86. Most of this improvement was
offset, however, by a decline in private saving relative to GNP. As a result, a
significant fraction of the adjustment in the saving-investment balance was met by a
decline in private investment relative to GNP.

Several special factors seem to have played a large role in the evolution of
economic activity and exchange and interest rates during the late 1980s and 1990-91.
In particular, the Persian Gulf war was instrumental in triggering the recession in 1990,

and the defense build down, the credit crunch and the commercial real estate
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depression, together, played an important role in slowing the economy before the
recession and in impeding the recovery process. Moreover, U.S. trade developments
since the mid-1980s have been substantially influenced by fundamental factors that go
beyond the realm of macroeconomic policies. In particular, long-term changes in
relative supply conditions and in the structure of trade composition across products
and countries may have induced significant movements in U.S. trade and external
balances (see discussion of shifts in the trade structure in a subsequent section).

Numerous studies have investigated the adjustment of U.S. external balances
in response to the dollar depreciation after 1985. In particular, economists have
examined the extent and speed of adjustment of external balances and whether the
adjustment process was consistent with earlier experience and economic theory as
embodied in econometric models. The overall conclusion is that the dollar
depreciation was, by far, the major factor in reducing U.S. external deficits over
1987-91 and that the adjustment process was broadly consistent with the mainstream
view of the international adjustment mechanism (Krugman (1991a, 1991b), Cline
(1991), Lawrence (1990), and Hooper-Marquez (1993)). Many studies argue that the -
actual outcome for U.S. external deficits through 1991 roughly conformed to
predictions from most conventional trade models, at least when adjusted for special
factors.

On face value, these conclusions are not entirely consistent with the impression
that the size of the improvement in U.S. external balances did not match the huge

dollar depreciation and substantial increases in economic activity abroad relative to the
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U.S. Specifically, in 1990, U.S. merchandise trade deficit was about $83 billion above
its 1980 level despite the fact that the dollar exchange rate returned to its 1980
average in 1988 and stayed around or below that level over the subsequent three
years while U.S. and foreign economic growth rates averaged about the same over
the whole decade.® In other words, with relative prices and incomes returning back to
1980 historical levels, the U.S. ended up with a rise in the trade deficit of around 1 1/2

percent of GDP.

IV-A. The Ac_fiustment Process and'theﬁiwrence-Krugman Paradox

So how does one reconcile the results and forecasts from empirical studies
mentioned above with the puzzle of continuing U.S. external deficits in the face of a
complete reversal of the 1980-85 changes in exchange rates and GNP? At a
technical level, this puzzle, frequently labelled as the Lawrence-Krugman paradox, is
not hard to explain.” The conventional trade equations yield a much greater income
elasticity of U.S. imports than for U.S. exports, with estimates of income elasticity for
imports usually ranging from 2.2 to 2.5 while estimates of income elasticity for exports

ranging from 1.5 to 1.8. Thus, if U.S. and foreign growth rates are equal, the income

®In 1991, the trade deficit was about $50 billion greater than in 1980 but the bulk
of the deficit reduction between 1990 and 1891 was attributable to the U.S. recession
along with continuing significant growth abroad.

7 Discussions of the Lawrence-Krugman paradox frequently use the partial trade
deficit on nonoil imports and nonagricultural exports. The rationale for this usage is
that nonoil, nonagricultural trade is believed to be somewhat more closely related to
relative incomes and prices than total trade. The widening of the partial deficit in 1990
and 1991 relative to 1980 was somewhat greater than that of the total trade deficit.
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elasticity differential implies a secular downward trend in the U.S. trade balance at any
given real exchange rate or relative price levels. Put differently, with U.S. and foreign

growth equal, a secular real dollar depreciation is needed to maintain a balanced U.S.

trade position.®

But the asymmetry between the income elasticities of imports and exports
cannot be viewed as a satisfactory explanation for the Lawrence-Krugman paradox.
As pointed out by Hooper (1990) and Krugman (1991a), the apparent differences in
income elasticities are likely to reflect long-term supply-side developments; they
appear not to be consistent with meaningful product slasticity differences and with
changes in the mix of imports and exports over time; they may simply reflect the fact
that the estimated trade equations exclude some important explanatory variabtes.
Consequently, one must look for alternative explanations for the Lawrencé—Krugman
paradox.

One such explanation is offered by Cline (1991). He believes that the real |
dollar exchange rate, measured correctly, remained well above the 1980 level until at
least 1990, and finds considerable support for this claim in the IMF index of the real
dollar based on relative export unit values. When this measure is plotted with a two-

year lead to account for adjustment lags, it seems to do a good job of explaining the

® Krugman {1991a) concludes that a one to two percent annual decline in the real
dollar is consistent with any given trade balance over the last 20 years. Cline (1991)
estimates that an annual dollar depreciation of somewhat less than one percent may
be required to neutralize the adverse trade trend, assuming that the asymmetry
between the income elasticities of imports and exports is somewhat less than
suggested by the standard estimates of the trade equations.
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evolution of trade balances (Chart 6). Other meas
relative labor costs show significantly greater declin
1980 value in the late 1980s, but are less well mat
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between 1980 and 1990. He suggests, therefore, that the paradox to be explained is
the exact reverse of the Lawrence-Krugman claim. In fact, he goes on to argue that
many models overpredicted external deficits (or underpredicted the actual progress on
deficits) over 1987-90.

A study by Hickok-Hung (1991-92) casts some doubts on the importance of
relative capital stocks, though not necessarily on the importance of relative supply
shifts, as an explanation for the Lawrence-Krugman paradox. Specifically, Hickok and
Hung find that movements of U.S. capital stock relative to foreign capital stock made
~no significant contribution to the persistence of trade deficits in the late 1980s. They
argue, instead, that structural shifts broadly defined to cover the composition of trade
across commodity groups and across foreign suppliers played a major role in impeding
progress on U.S. trade balance adjustment in the late 1980s. Note that, relative |
capital stock developments may have contributed to structural trade shifts and that
such shifts can be viewed as a proxy for changes in long-term supply conditions. |

Finally, it is important to recognize that the Lawrence-Krugman paradox arises
from looking at the trade deficit problem in a partial equilibrium setting. That is, the
paradox or mystery to be explained is the widening of the trade deficit between 1980
and 1990 because it cannot be explained by movements of the key proximate
determinants--the reai dollar {relative prices) and relative economic activity levels. As
discussed earlier, however, the external deficit is a general equilibrium outcome
determined by a large number of variables in the international economy. Looked at in

this broader context, there may not be any mystery about the persistence of trade
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several quarters as economic activity abroad picks up and growth at home slows'
down to near trend levels, given no significant changes in the dollar exchange rate.
The recent levels of external deficits are overstated, however, because of the cyclical
component. At present, the long-run economic growth rates in the U.S. and its major
industrial country trading partners appear to be roughly equal; in the 1980s, for
example, major foreign industrial countries, as a group, experienced about the same
average growth rate as that in the U.S. Adjusted for cyclical effects of faster U.S.
growth relative to foreign growth, our current account deficits now are probably
running around 2 percent of GDP, with the merchandise trade component showing
somewhat greater deficits. These deficit levels are about half their peak levels in the
mid-1980s but somewhat higher than their 1990 levels.?

What explains the persistence of U.S. external deficits? The discussion of the
adjustment process and the Lawrence-Krugman paradox in the previous section
alludes to several broad elements of an explanation. This section provides a
systematic review of the forces underlying the persistence of external deficits, in part
by expanding on comments in the previous section. At one level, looked in terms of -
the so called proximate determinants of external balances, the explanation is relatively
straightforward. With the measured U.S. income elasticity of imports considerably
higher than its income elasticity of exports, there is a secular downward pressure on

trade balances, given no significant changes in relative prices and equal economic

® The IMF staff {(1994) estimates that the cyclically adjusted U.S. trade deficit for
1994 is likely to be about 2.2 percent of GDP, compared with possible actual outcome

of about 2.5 percent of GDP.
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trading partners, and (2) the broad structure of international transactions in goods,
services and investment income flows. Such shifts presumably reflect alterations in
long-run supply/demand conditions at a general level as well as at the commodity/
industry levels, and may be ultimately caused by changes in productivity,
competitiveness and the international trade and economic environment. '

The remainder of this section considers the two approaches to understanding
structural forces underlying the external deficit problem. The first part offers an
overview of the fundamental (as opposed to proximate) macroeconomic causes of the
intransigence of external deficits. The next two subsections review shifts in the U.S.
trade structure, and their causes and implications for the external deficit problem. In
this context, the paper looks at several microeconomic considerations underlying the
composition of U.S. trade, and also examines broad international trends that may have
had important effects on overall U.S. and world trade levels as well as on the structure
of U.S. international transactions. The final subsection provides a summary of the

main causes of the persistence of U.S. external deficits.

V-A. Fundamental Macroeconomic Forces

At a fundamental level, the main causes of the persistence of U.S. external

deficits are the continuing large Federal budget deficits and low private saving. This

% In theory, changes in supply conditions and related shifts in the trade structure
should be reflected in prices, but for a variety of reasons they are probably not
captured in aggregate price indexes used in the standard trade and macroeconometric
models. This view is frequently used as a justification for modifying the standard trade
equations to include proxies for long-term supply-side developments as explanatory
variables.
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exogenous cause of the external deficit but rather part of a jointly determined outcome
where both the decline in private saving and the external deficit were driven by the
same forces. In any event, the decline in private saving during the late 1980s offset a
part of the improvement in Federal budget deficits over that period, helping to maintain
a larger saving-investment gap than would have been the case otherwise. Since
1990, private saving has edged up slightly relative to GNP but remains very low by
historical standards; even so, the rise in private saving has provided, of course, a
partial offset to the increase in Federal dissaving after 1990.

Given the developments in public and private saving, the saving-investment gap
would have been considerably larger in the late 1980s and the early 1990s were it not
for the fact that private investment relative to GNP has declined, on average, through
much of the period since the mid-1980s. As shown in Chart 9, both grosé and net
private investment, as GNP shares, declined significantly in the late 1980s, helping to
narrow the saving-investment gap and, by implication, the overall external deficit. The
gap was reduced further in 1981-92 when the combination of cyclical and trend
declines produced the lowest levels of gross and net investment relative to GNP
during the post-war period. So far in this expansion, private investment share of GNP
has shown only a modest recovery.

The low and declining levels of private investment and private saving, together,
imply that the excess of domestic spending over output--which is simply another way
of looking at the saving-investment balance or the external balance--has been largely

supported by high levels of private consumption spending through much of the period.
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Macroeconomic policies abroad, however, have done more than just play a
passive role in the process of conversion of U.S. domestic imbalances into external
imbalances. They have, in fact, contributed significant exogenous shocks of their own
to the foreign saving-investment balance. In particular, through much of the period
since the early 1980s, several major foreign industrial countries have attempted to
consolidate their fiscal positions from a long-run perspective. As a result, they have
pursued generally restrictive fiscal policies aimed at reducing structural budget deficits
and public debt burdens over the long run (Table 6). With monetary policies focused
on price stability, lower budget deficits have induced a rise in foreign saving-
investment balance, the counterpart of the decline in the U.S. saving-investment
balance. Presumably, continued restrictive fiscal policies abroad over the last decade,
notwithstanding their favorable contributions to public sector budgetary cdnditions, may
have weakened, on average, foreign income and demand growth over the whole
period.

Shifts in macroeconomic fundamentals here and abroad may well be sufficient
to explain the intransigence of U.S. external deficits but the availabie evidence is not
consistent with this view. Most empirical research suggests that macroeconomic
factors can explain the bulk but not all of the persistence of U.S. external deficits (see,
for example, Hooper and Mann (1989) and Hooper (1991)). Changes in macro-
economic policies, by themselves, do not appear to be sufficient for explaining the
movements of the current account balance and its proximate determinants during the

second half of the 1980s and early 1990s. In particular, changes in various measures
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of U.S. fiscal policy correspond more closely to changes in the current account
balance over 1980-86 than they do over the subsequent period (Chart 10). While
some measures of changes in U.S. fiscal policy appear to be more closely associated
than others with changes in current account balances in the post-1986 period, in all
cases, the association is feeble and clearly much weaker than in the 1980-86

period.™

More generally, macroeconomic shocks to domestic and foreign saving-
investment balances, even if they could somehow be translated directly into external
balances without changes in the dollar and other relative prices, do not provide a full
explanation for the actual outcome for U.S. external balances in the late 1980s and
early 1990s. Nor do they offer adequate accounting for the behavior of the dollar and
other relative prices, which are crucial to the international adjustment proéess.
Moreover, the macroeconomic approach does not have much to say about possible
shifts in long-run supply conditions and their implications for trade flows and for the
relationship between trade flows and incomes or prices. With these considerations in
mind, | now turn to the role of possible shifts in the trade structure in explaining the

persistence of U.S. external deficits.

V-B. Shifts in the Structure of U.S. Trade

Two broad sets of shifts in the structure of trade are considered here: changes

2 The fact that the association between changes in fiscal policy and current
account balances varies considerably from one measure to another is not entirely
surprising since the extent of measured exogenous change in fiscal policy can differ
significantly under different methodologies.
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in the composition of merchandise trade across major end-use commodity groups and
across countries/regions, and changes in the broad structure of international
transactions in terms of merchandise trade, trade in services and investment income
flows. The forces underlying the trade structure shifts and their implications for
external deficits are considered in the following subsection.

Table 7 shows imports and exports of the main end-use commodity groups as
shares of nonoil imports and nonagricultural exports, respectively. Data in this table
indicates that the commodity composition of U.S. trade has changed significantly since
1980. Perhaps the most important shift in the commodity composition of trade is the
sharp rise in the share of capital goods. While the share of capital goods in both
imports and exports increased over 1980-93, the rise on the import side was more
than four times that on the export side. Increases in the volume of compﬁter trade,
reflecting technological progress, contributed significantly to the rising trend of capital
goods in overall trade.™ In fact, excluding computers, the share of capital goods in
exports actually declined significantly between 1980 and 1993. The share of non-
computer capital goods in imports, however, increased nearly 2 percentage points
over that period.

For-.computers, the import share has also risen considerably faster than the

export share over the 1980-93 period. As a result, the share of computers in

'* Although the increase in the computer share of trade reflects the growth of
volume, there are significant difficulties, as noted below, in sorting out price and
quantity components of computer trade: with computer volume being measured in
units of computing power, computer prices have been falling but the extent of the
decline is far from clear.
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commodity imports is now only slightly iower than the corresponding share in exports.
This is in sharp contrast to the situation in 1980 when the share of computers in
exports was more than double than in imports. These share developments seem to
confirm the common place impression that the U.S. has probably lost its edge in
computer trade, although not necessarily in computer technology.

The share of consumer goods in U.S. trade has risen steadily since 1980 and,
as in the case of capital goods, the increase is larger on the import side than on the
export side. In contrast, automotive imports have increased more slowly, on average,
than automotive exports over the period; even so, the export share is still only about
two-thirds of the impornt share.

The increased shares of capital goods, consumer goods and autos, taken
together, imply that since 1980 U.S. trade has tilted significantly further tdwards
finished manufacturing goods as opposed to industrial supplies, agricultural products
and petroleum.’ Both imports and exports of finished goods have risen substantially
relative to other goods since 1980, but the rise in the share of imports of finished
goods is particularly large, almost twice that in the share of exports of finished goods.
As a consequence, finished goods now account for a larger fraction of imports than of
exports, the exact opposite of the situation in 1980.

Most of the rise in the share of capital goods in U.S. trade reflects increased
trade in capital goods with Japan, China and Asian newly industrialized economies

(NIES)--Hong Kong, Singapore, South Korea and Taiwan (Table 8). These countries

' See Hickok (1991) for a detailed analysis of this point.
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have experienced rapid increases in their demands for U.S. exports of capital goods
and in their supplies of capital goods to the U.S. As a result, they accounted for
considerably greater fractions of both U.S. imports and exports of capital goods in |
1993 than in 1980. Perhaps more importantly, they have made particularly large
inroads in increasing their shares of U.S. imports of capital goods at the expense of
lower shares for Canada and Western Europe. Collectively, Japan, China and NIEs,
supplied more than half of the total increase in U.S. imports of capital goods over
1980-93.

The pattern of cross-country shifts in U.S. capital goods trade reflects shifts in
cross-country trade of both computer and noncomputer capital goods. As shown in
Table 9, U.S. computer imports and exports experienced considerable shifts in shares
of Canada, Japan, Asian NIEs and Western Europe. In particular, Japan.and NIEs
have greatly increased their shares of U.S. computer imports, supplying over 70
percent of the total expansion of U.S. computer imports over 1980-93.

The country sources of the increased share of consumer goods in U.S. trade
are more mixed than those of the increased share of capita! goods.' Canada and
Japan accounted for larger fractions of U.S. exports of consumer goods in 1993 than

in 1980, as did Asian NIEs, Mexico and China (Table 10). The share advances for

'S Shifts in the cross-country pattern of U.S. auto exports were relatively modest, in
line with the modest gain in the auto trade share of overall trade. On the import side,
however, Mexico and Canada increased their shares significantly at the cost of lower
share for Western Europe and, to a lesser extent, for Japan.
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these countries came at the cost of lower shares for Western Europe and Latin
America.

In contrast, the shares of U.S. imports of consumer goods supplied by Japan,
Asian NIEs and Western Europe fell substantially over 1980-93. while Canada’s share
remained unchanged over that period. The major beneficiary was China, increasing
its share of U.S. imports of consumer goods to just above 18 percent in 1993 from just
below two percent in 1980; China alone supplied close to one-quarter of the total
dollar increase in U.S. consumer imports over 1980-93. Mexico and Latin America
also experienced increases in their shares of U.S. imports of consumer goods.

Tumning briefly to broad categories of external trade, merchandise trade
remains, by far, the largest component of U.S. international transactions. Since 1980,
however, its share in total international transactions has declined, though ~unevenly
over time. Trade in services, by contrast, has experienced large gains in U.S. external
transactions (Table 11). In particular, rapid increases in exports of travel/tourism ahd
private services--business/professional, financial, royalties, license fees, otc.--over
1980-93 have resulted in a major upward shift in service exports relative to total
exports of goods, services and investment income receipts. The share of services
rose to 23 percent of total exports in 1993, more than double its ievel in 1980 and
exports of services accounted for about 30 percent of the total increase in expoﬁs
over 1980-93.

Imports of services have also increased significantly since 1980, but at a

considerably slower average pace than for service exports. Moreover, service imports
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still account for only about 14 percent of total imports of goods, services and
investment income payments. Looking to the future, several on-going broad
international trends, discussed below, suggest that U.S. trade in services is likely to
increase in relative importance over the coming years.

Investment income flows in U.S. international transactions have also
experienced considerable changes since 1980. Net direct investment income remains
in substantial surplus, although both receipts and payments have declined as shares
of their respective totals (Table 11). Much more significant shifts have occurred on
the portfolio side, however. The combined private and government portfolio income
payments have exceeded the counterpart receipts since the mid-1980s, the exact
opposite of the situation in the earlier period. With increasingly greater U.S. net
portfolio liability position, the gap between payments and receipts has beén widening
over time. The share of portfolio income payments in total imports rose rapidly
through 1990 but fell between 1990 and 1993 because of cyclical declines in interest
rates and other rates of return. Given the need to service the increasingly larger
external debt, the underlying trend for the income payments share remains upward. In
contrast, the share of portfolio receipts in total exports has declined more or less
continuously since the mid-1980s, although part of the post-1990 drop reflects cyclical

influences, including lower interest rates.

V-C. Causes and Implications of Shifts in the Trade Structure

Shifts in both the commodity composition of merchandise trade and the broad

composition of total international transactions in terms of goods, services and income
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flows may have significant implications for U.S. trade and external deficits. On
balance, these shifts are likely to have contributed to the persistence of external
deficits, although changes in some individual components such as the upward shift in
the share of trade in services probably had faveorable effects on the current account
baiance. The intransigence of the merchandise trade deficit, in particular, may reflect
shifts in the commodity composition of trade since the sensitivity of demand to price
changes differs across products. Hickok-Hung (1991-92) argue, for example, that the
increased share of capital goods in imports probably lowered the sensitivity of U.S.
import demand to the decline in the dollar during the second half of the 1980s
because capital goods are less responsive to relative prices than are other goods.
The rising share of capital goods, therefore, is likely to have slowed the pace of
improvement in U.S. trade balances in the late 1980s.

The implications of structural trade shifts for external deficits depend, to a large
extent, on factors causing those shifts. Many factors can affect the composition of an
economy’s international transactions: changes in the composition of domestic and
foreign demands; domestic and foreign supply-side developments, especially regarding
capital and labor costs; and domestic and foreign trade/economic policies with
potential to influence the composition of demand and/or prices. Within this broad
context, this subsection looks at two types of influences that seem to have worked to
induce shifts in the structure of trade since the early 1980s. Specifically, | review

some microeconomic considerations relating to supply and price determination, and
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also consider briefly several ongoing broad trends in the international trade/economic

environment bearing on the extent of overall U.S. trade and its composition.

Microeconomic Considerations

One of the most important microeconomic considerations underlying the shifts
in merchandise trade composition may have been the pricing behavior of foreign |
exporting firms in response to the dollar depreciation in the second half of the 1980s.
Hooper-Mann (1989a), among others, have argued that foreign firms were willing to
reduce profit margins in order to maintain their market share gains of the early and
h1id-19803. This meant that the pass-through of the dollar depreciation to U.S. import
prices was suspended or at least delayed and reduced relative to what it would have
been in the absence of market share considerations.

This type of pricing behavior is fully consistent with the "beachhead" model
advanced by Baldwin (1988, also see Hickok-Hung (1991-92)). He argues that the
dollar appreciation in the early 1980s induced new foreign producers to sell goods in
the U.S. market. Having incurred significant fixed costs for gaining brand name
recognition, and setting up distribution/sales networks and related arrangements, these
producers were not willing to exit the U.S. market when the dollar depreciated. This
behavior led to a permanent change in the composition of market participants, and to
shifts in the composition of U.S. imports favoring those commodity groups where
foreign firms had gained market shares. It also resulted in greater import supply at
any given level of the dollar than before, thereby reducing the impact of the dollar

depreciation on trade deficits in the second half of the 1980s. Moreover, since new
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participants sold some new or at least differentiated products, the sensitivity of imports
to the dollar depreciation could have been diminished, further slowing external
adjustment.

Another important microeconomic consideration underlying the shifts in trade
composition may have been the pricing behavior of U.S. exporting firms during the
dollar appreciation period, 1980-85. U.S. manufacturing exporters did not adjust
export prices and profits, to any significant extent, in response to the huge
appreciation of the dollar in the first half of the 1980s; instead they continued to base
export prices essentially on domestic costs of production as they have done
historically. As a result, the dollar appreciation was nearly fully passed-through to
foreign currency prices of U.S. exports with the U.S. experiencing a significant loss in
competitiveness (Hooper-Mann (1989a), Lawrence (1990) and Hooper-Mérquez
(1993)). The sharp increase in foreign currency prices of U.S. exports in the first half
of the 1980s clearly contributed to the widening of the trade deficit.

U.S. exporters’ pricing response to the dollar depreciation in the mid- and late
1980s was similar to their response to the dollar appreciation in the earlier period. In
other words, there was very little adjustment of U.S. export prices and profits and most
of the dollar depreciation was passed-through to U.S. export prices in foreign currency
terms. In theory, this pricing behavior should have provided maximum help to
reducing external deficits. In fact, however, the earlier loss of competitiveness was
not fully restored because, as suggested by the beachhead model, the huge dollar

appreciation in the first half of the 1980s drove some U.S. exporters out of foreign
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markets while encouraging exporting firms from other countries to enter those
markets. After the dollar fell, fixed cost considerations and new market participants
made it difficult for at least some U.S. firms to re-enter those markets.

Some research has aiso considered the possibility that large exchange rate
changes in the 1980s may have induced shifts in the location of production facilities, in
addition to shifts in sales/distribution networks, which could result in significant
changes in long-run supply conditions. On this view, the appreciation of the dollar in
the first haif of the 1980s may have lowered the U.S. capital stock relative to the
foreign capital stock, contributing to a downward shift in the trade shares of industries
or commodity groups with significant long-run supply changes, and causing external
adjustment to be slower than before in response to the dollar depreciation in the
second half of the 1980s. Hooper (1989) found some evidence to suppoEt the view
that the ratio of the U.S. manufacturing capital stock to that in other OECD countries
declined in response to the appreciation of the dollar in the first half of the 1980s. But
other evidence does not appear to be consistent with this hypothesis (see Hickok-
Hung (1992-93) and Hooper-Marquez (1993)). In any event, production location
decisions by corporations as well as aggregate capital stock developments are
dominated by factors other than exchange rates making it difficult to determine the link
between exchange rate changes and capital stock movements (see additional
comments on recent developments in foreign direct investment flows in the section on

international capital mobility).
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In theory, price and supply changes resulting from the pricing behavior of
foreign and U.S. firms and possible relative capital stock movements in response to
exchange rate changes should be reflected in import and export prices. In practice,
however, existing aggregate price indexes do not adequately capture new products or
existing products sold by new foreign country suppliers (see Feenstra (1994),
Feenstra-Shiells (1994) and Hooper-Marquez (1993)). Consequently, the
macroeconomic approach to fhe external deficit is not well suited to considering at
least part of the price and supply responses discussed above.

To the extent that the price/supply effects of exchange rate changes in the
1980s contributed to import and export developments without being reflected in
measured prices, they imply higher imports and lower exports for any given level of
relative prices. These exchange rate-induced supply effects togsther witH other more
general long-run supply influences on trade, not explicitly considered in the standard
trade models, may be at least partly responsible for the fact that the measured U.S.
income elasticity of imports is significantly greater than that of exports. In fact, Helkie-
Hooper (1988), Hooper (1989) and others have argued that the gap in income
elasticities reflects secular trends in missing supply factors that are correlated with
long-term trends in income variables. Helkie and Hooper, in various studies, have
attempted to correct for possible measurement bias in relative prices and estimated
income elasticities by using relative private capital stocks directly in import and export
demand equations as a proxy for long-run supply developments. This estimation

procedure narrows the gap in income elasticities of imports and exports considerably
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without much effect on estimated price elasticities. In a more recent study, Feenstra-
Shiells (1894) estimate aggregate U.S. import demand using bias-corrected import
prices and find that the U.S. income elasticity of imports is reduced to 1.7, compared
with 2.2 in Helkie-Hooper (1988) and 2.5 in the standard import demand equation
without any proxy for supply factors.

A different type of microeconomic factor bearing on the persistence of U.S.
external deficits concerns changes in trade protectionism. While average tariff rates
have declined steadily since the 1950s, the increased use of non-tariff barriers (NTBs)
in the 1980s may have contributed to shifts in the composition of trade and to the
persistence of the trade deficit. NTBs break the link between price/exchange rate
developments and the value or volume of imports and exports.

NTBs {mostly quantitative restrictions) in forsign markets increased significantly
in the 1980s. In particular, NTBs in industrial country import markets increased 20
percent from 1980 to 1986, with the result that 23 percent of the value of nonfuel _
exports to all industrial countries was covered by NTBs in 1986 (Hooper-Mann
(1989b)). Hooper-Mann (1989a) argue that the increased use of NTBs abroad
together with U.S. government export controls and extensive licensing procedures for
exporters reduced the beneficial effects of the dollar depreciation on U.S. exports,
contributing to the persistence of the deficit.

On the import side, between 1981 and 1986, NTBs on U.S. nonoil imports
increased 23 percent and covered about 20 percent of the value of nonoil imports in

1986 (see Hooper-Mann (1989a and 1989b)). As pointed out by Hooper-Mann



42

(1989a), the increased use of quantitative restrictions on U.S. imports may have

lowered the import volume response to changes in the dollar and relative prices.

Broad International Trends

Turning to more general changes in the trade and economic environment, at
least three broad international trends are worth highlighting: (1) developments in
computer technology, especially concerning information/data processing and
communications; (2) increasingly greater international capital mobility; and (3) the
widening and expanding of the trade liberalization process, and increasing integration
of U.S. markets for goods and services with foreign markets for goods and services,
especially developing country markets. By altering long-run supply and demand
conditions, these ongoing broad trends--which are likely to continue over the
foreseeable future--have contributed substantially to the overall growth of U.S. and
world trade, at least since the early 1980s. They have also had significant effects on
the composition of U.S. international transactions.

Gomputer Technology. Rapid advances in computer technology have been the

driving force for the increasing share of computer goods in merchandise (and capital
goods) trade since 1980 (Tables 7 and 9). Measuring the advances in computer
technology is a difficult task, however. It involves many aspects including the
availability of new products, the decline in relative prices of computing power and
increases in productivity. The commonly used hedonic approach attempts to capture

these facets through equality adjustments to computer prices, but there is
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considerable debate on the nature and extent of such adjustments (see, for example,
Meade (1991) and Lawrence (1990)).

The problems of measuring computer prices have made aggregate (relative)
prices of internationally traded goods less meaningful, quite apart from the
measurement difficulties of import and export prices discussed earlier. As a
consequence, it has become harder to estimate merchandise trade equations for
nonoil imports and nonagricultural exports, and to predict future trade developmenits.
In particular, price elasticity estimates in trade equations have become less robust and
more volatile. Many analysts now feel that the computer industry is sufficiently
different from other industries to justify separate treatment of computers, similar to oil
and agricultural products. Indeed, trade equations estimated by excluding computers
do a better job of explaining past developments and predicting future outéomes than
conventional trade equations (see, for example, Meade (1991) and Klitgaard (1993)).

Advances in computer technology (defined broadly) have also had major
indirect or derived effects on U.S. and worid trade in non-computer goods and
services. Output and trade of high-skilled manufacturing goods have benefited from
computer-aided design and manufacturing processes. Technological advances have
made particularly significant contributions to international tourism and trade in private
services. Increases in international communications and data processing have
facilitated trade in business and financial services, in part by helping to expand the
supply and range of available services. More generally, reductions in communication

and transportation costs together with the greatly enhanced capabilities for
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international communications and data processing have helped increase international
trade in a broad range of private services. Since the U.S. seems to have a
comparative advantage in producing many services benefitting from technological
advances, its balance on services has improved steadily since the mid-1980s and the
share of service exports in international transactions has risen considerably over time.
Advances in international communications, data processing and related
technologies, together with financial innovations and reductions in capital controls in
many industrial countries, have led to increasingly greater integration of U.S. financial
markets with foreign financial markets since the early 1980s. Consequently, cross-
border movements of financial capital have grown enormously over time. New
technologies have also probably played some role in direct investment flows, in part by
influencing investment decisions of U.S. and foreign firms regarding locatibn of
production facilities. Increased international mobility of both financial and nonfinancial
capital, as discussed below, has had considerable influence on U.S. trade flows. |
International Capital Mobility."® Greater international capital mobility has had
at least two important eﬁ.ects on U.S. trade flows. First, increased integration of U.S. "
financial markets with major foreign financial markets has enabled the U.S. to finance
large external deficits with private saving from abroad on an ongoing basis, reducing
some of the pressures for adjustment and thereby contributing to the persistence of

external deficits. Without the increased flow of foreign saving, it would not have been

'8 For recent surveys on international capital mobility, see Frankel (1993) and
Obstfeld (1294).
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possible to sustain continuing external deficits on a long-term basis because U.S.
interest rates and the dollar would have experienced persistent upward pressures, on
average. That path would have implied increased crowding out of domestic
investment and other interest-sensitive private spending, on the one hand, énd the
possibility of even higher external deficits if domestic growth could somehow be
maintained, on the other.

In those circumstances, some sort of adjustment would have been forced on
the economy much sooner than has been the case in fact. In the absence of policy
changes, automatic market forces might well have eliminated the international deficit
much earlier but only at the cost of huge disruptions, or possibly a crisis, in the
economy. Altemately, under pressures from exchange/financial market "crises" and
demands for increased protection of domestic industries, economic policiés would
have been obliged to reduce the Federal budget deficit to a much greater extent and
in & more timely fashion.

A second important effect of increased international capital mobility on trade
flows concerns the role of foreign direct investment. During the 1980s, significantly
reduced capital controls on foreign direct investment in East-Asian and other
economies, in combination with new computer technologies, encouraged many U.S.
exporting firms and their industrial country competitors to establish production facilities
in China and other developing economies where labor costs were lower than at home;
the move, at least in part, simply represented a shift of domestic production-related

operations to low-cost developing countries. In the case of the U.S,, the loss of



46

competitiveness stemming from the strength of the dollar in the 1980s and the
perceived uncertainty surrounding the long-term value of the dollar in an environment
of continuing external deficits acted as an important additional incentive to seek out
places with lower production costs and favorable investment climate. As shown in
Table 1‘2, U.S. direct investment flows abroad, on a replacement cost basis, were
significantly greater over 1983-88 and 1988-93 than over the earlier period. In the
long run, increased U.S. direct investment abroad, including the transfer of technology
to foreign affiliates of U.S. firms, will probably reduce U.S. exports by displacing
exports of U.S. parents or other U.S. exports. Increased production by foreign
competitors in low cost countries may also have adverse consequences for U.S.
exports.

Offsetting these potential adverse effects on U.S. exports are the bossible
favorable effects of increased foreign direct investment flows into the U.S. since the
early 1980s. Foreign direct investment flows into the U.S., as shown in Table 12, '
were considerably greater in the post-1983 period than in the earlier period. Over the
long term, increased foreign direct investment in the U.S., through increased
production, may expand U.S. exports by displacing imports and, more generally,
through the “"supply-side" effects resulting from the transfer of competitive advantages
from foreign parents to their U.S. affiliates. Orr (1991) suggests that foreign direct
investment in U.S. manufacturing during the 1980s may have significant favorable
effects on the trade balance over the long run. But given that the cumulative flow of

U.S. direct investment abroad has been substantially greater than the corresponding
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foreign direct investment in the U.S. since the mid-1980s, the net effect of direct
investment flows on U.S. trade balances is likely to be negative over the coming
years.

Trade Liberalization and Internationalization. In recent years, a number of

tactors have led to major advances in international trade liberalization and increasingly
greater integration of U.S. markets for goods and services with markets for goods and
services in foreign countries. Among these factors, one would surely include the
following: international bilateral and multitateral trade agreements including the North
American Free Trade Agreement (NAFTA) and the Uruguay Round of the General
Agreement on Tariffs and Trade (GATT); a general shift towards market-oriented
approach to economic management and growth in developing economies, China and
the former Soviet block economies; technological developments, especialiy their
effects on reducing transportation and communication costs; and significant reductions
in barriers to direct investment and financial flows.

Since 1980, several international trade agreements have contributed
significantly to liberalizing U.S. and world trade.'” The Tokyo Round of the GATT,
completed in 1979 and implemented over the next several years, widened the scope
of countries and activities covered by trade liberalization. The Uruguay Round,
completed in 1993, went much further than earlier rounds in at least two respects: it

included a much wider range of countries; and it covered services and intellectual

'7 See Hickok (1993) for recent trade liberalization trends in developing countries.
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property, hitherto untouched by the process, and also dealt with a broader range of
goods than before. NAFTA is designed to induce deeper trade and economic
relations among the three participating countries. U.S. bilateral trads initiatives with
China, Japan, European Union and others have also been aimed at expanding trade
between the U.S. and other countries.

Trade liberalization trends in combination with technological and economic
developments, noted above, have been the main sources of rapidiy increasing
infernationalization of markets for goods and services. In particular, U.S. markets for
goods and services have become increasingly more integrated with foreign, especially
developing country, markets for goods and services. Not surprisingly, overall world
trade and output have expanded considerably in recent years. The U.S. has, of
course, shared the gains from the expansion of world trade and output bﬁt, so far, its
trade balance has suffered because of the large comparative cost advantage of
developing countries.

One important effect of trade liberalization trends and increasing integration of
U.S. and foreign markets for goods and services has been to increase trade
competition between the U.S. and low-wage (labor cost), outward-oriented foreign
economies.’® As noted earlier, the share of U.S. trade in capital goods claimed by
Asian NIEs and China increased substantially between 1980 and 1993, with the rise in

U.S. imports from those countries greatly outstripping the rise in U.S. exports to them.

'8 See Sachs and Shatz (1994) for a recent analysis and for references to other
recent work on this subject.



49

China, Mexico and several other low-wage countries have also gained significantly
higher shares of U.S. imports of consumer goods. Needless to say, these
developments have played a significant role in maintaining higher U.S. trade deficits
than otherwise would have been the case.

Over time, trade competition between the U.S. and developing countries has
intensified and broadened as more and more develbping countries have moved toward
greater trade liberalization and internationalization of their markets. The weight of
trade competition, driven by the mobility of capital and technology, and the availability
of a pool of cheap and increasingly more educated labor force in developing countries,
is likely to increase further in the coming years. Consequently, U.S. imports may shift
further toward low-wage countries, especially in goods requiring relatively low-skilled
labor for production, with potential adverse effects on U.S. trade balanceé, ceteris
paribus. As economic development in the low-wage countries proceeds, however, the
competitive pressures on U.S. trade may ease because some of the .previously low-
wage countries will move up on the wage scale and, more generally, because higher
incomes in developing economies will generate greater demand for U.S. goods and
services.

Greater integration of U.S. markets for services with markets for services in
both developing and other developed countries might also help ease the competitive
pressures on U.S. trade. This factor is likely to have contributed to the rise in the
share of services in U.S. international transactions in recent years, given the U.S.

comparative advantage in producing many financial and other business services. |f
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the U.S. comparative advantage persists, increasing integration of international
markets for services should help push up its surplus on trade in services further in the
coming years, with exports of services experiencing further gains in their share of U.S.

international transactions.

V-D. Causes of the Persistence of External Deficits: Summary

By far the most important fundamental macroeconomic causes of the
persistence of U.S. external deficits are the continuing large Federal budget deficits
and low pri\)ate saving. The effects of domestic macroeconomic factors have been
reinforced and exacerbated by shifts in foreign macroeconomic policies, especially
efforts to consolidate fiscal positions in Japan and European countries.
Macroeconomic forces, however, explain the bulk but not all of the persistence of
external deficits since the mid-1980s. In particular, changes in macroeconomic
fundamentals do not seem to account fully for the actual outcome for U.S. external
deficits in the late 1980s and early 1990s.

To seek a more complete explanation for the persistence of U.S. external
deficits, one must go beyond macroeconomic fundamentals. Several microeconomic
considerations and ongoing broad international trends have had important effects on
U.S. trade flows and their composition. Microeconomic considerations suggest some
price/supply effects on trade flows and their composition that may not be captured in
the macroeconomic approach. The macroeconomic approach also does not do full

justice to major changes in the international trade and economic envircnment that
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have occurred over the last 10-15 years; the international trade/financial structure and

technology are generally assumed as given in macroeconometric models.

On the microeconomic side, at least four developments are likely to have

contributed to the persistence of external deficits:

fn response to the dollar depreciation after 1985, many foreign exporting
firms reduced profit margins on their U.S. operations in order to maintain
market share gains of the eariier period. This pricing behavior lowered the
pass-through of exchange rate changes to U.S. import prices, reducing the
beneficial effects of the dollar depreciation on U.S. external balances.
Since U.S. exporting firms were unwilling to reduce profit margins in
response to the dollar appreciation in the first half of the 1980s, their
competitiveness declined significantly and resulted in major Ioéses of
foreign market share. After the doliar depreciation, U.S. firms’ attempts to
recover the earlier losses in foreign market share appear not to have been
fully successful in part because fixed cost considerations and new
competitors made it difficult to re-enter foreign markets.

The large dollar appreciation in the first half of the 1980s may have
induced lower capital stock in the U.S. relative to foreign countries with
adverse effects on long-run supply conditions and U.S. external balances.
The increased use of non-tariff barriers both here and abroad may have
reduced the favorable effects of the dollar depreciation on the U.S. trade

balance.
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For a variety of reasons, some of the above price/supply effects may not be captured
by existing aggregate import and export price indexes; the available evidence seems
to confirm this impression. As a result, the macroeconomic approach does not
adequately represent these price/supply effects.

Broad international trends have contributed to the persistence of U.S. external
deficits in at least two major respects. First, trade liberalization trends and greater
integration of U.S. and foreign markets for goods and services has increased trade
competition between the U.S. and low-wage, outward-oriented foreign economies.
This has resulted in a large shift in U.S. imports of capital and consumer goods toward
low-wage countries with major adverse consequences for U.S. trade balances. The
competitive pressures on U.S. trade from this source are almost certain to continue in
the coming years.

A more general effect of international trends for U.S. external deficits stems
from the greatly increased international capital mobility. Specifically, increased
integration of U.S. financial markets with foreign financial markets has enabled the
U.S. to finance large external deficits with private saving from abroad on an ongoing
basis, reducing some of the pressures for external adjustment and contributing to the
persistence of external deficits. In the absence of increased private financing from
abroad, large external deficits could not have been sustained on a long-term basis
because U.S. interest rates and the dollar would have experienced persistent upward
pressures, with attendant adverse consequences for domestic investment and other

interest-sensitive expenditures.
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VL. Medium-Term Prospects of U.S. External Deficits

For 1994, the current account and the merchandise trade deficits are widely
expected to average in the range of 2 1/4 - 2 1/2 percent of GDP. On present
expectations, both measures of the external deficit will likely stabilize around their
current levels, adjusted for small cyclical effects, over the next year or two. Taking
this near-term outlook for granted, | now turn to the much more difficult issue of
medium-term prospects for U.S. external deficits.

Numerous economic cross-currents and shocks will affect the outcome for
external deficits over the next 5-10 years. Some of these events are unforeseeable by
definition, while others can be viewed only as broad ranges of possibilities. It is,
therefore, not possible to predict with any confidence developments in external deficits
over the medium run. Recent experience teaches us that medium-term a'nd long-term
expectations, even at a fairly general level, can be very wrong. Remember, no one
foresaw that optimism of the early 1970s about long-term economic prospects would
be so thoroughly destroyed by the energy and debt crises, the productivity slowdown
and other major difficulties of the 1970s and 1980s.

With these considerations in mind, I do not offer traditional forecasts in this
section. Instead, | deal with only general possibilities for U.S. external deficits over
the medium term. Specifically, using the present leveis of external deficits as the point
of departure, [ review briefly possibie major economic forces, both positive and

negative, that could substantially alter the outcome for external deficits. Within this
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context, | provide a general sense of the most likely or "middle range" scenario for

U.S. external deficits.

VI-A. Possible Influences on External Deficits

Among the factors that will influence developments in external deficits, the
following five may prove to be particularly important: changes in productivity, trade
with low-wage, outward-oriented foreign economies, trade in services, changes in
macroaconomic policies here and abroad, and sustainability of private foreign
financing fdr U.S. external deficits.

Productivity. U.S. business output per worker rose at an average annual rate of
about 3 percent in the 1950s and 1960s. In the 1970s and 1980s, however, its growth
slumped to only about 1.2 percent. Data for the last four years, 1990Q4 to 1994Q3,
indicate an acceleration in the growth of business output per worker to around 2.3
percent per year. Although part of the recent acceleration in productivity is likely to
have been a cyclical phenomenon, trend productivity growth seems to have picked up
considerably. Are we in the midst of a productivity revival?

The case for a revival of productivity in the 1990s is easy enough to make. As
noted earlier, communications, data processing and related fields have experienced
rapid technological advances over the last fifteen years or so. Other areas such as
biotechnology also seem to be undergoing significant advances. On top of new
technologies, managerial changes caused by the rapid pace of mergers/takeovers and
buyouts over the last decade, and still in process, may have contributed to an

acceleration in productivity growth. But so far technological and managerial advances
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seem not to have shown up in productivity growth to any significant extent. Since the
absorption of new technologies frequently takes a relatively long time, however, it may
be that productivity effects are beginning to be felt onfy recently. Even so, the
optimistic case for a revival of productivity growth is not conclusive: our social
problems, especially the growth of the underclass and the poor quality of education
and achievement, may continue to overwhelm any potential positive forces (see
Krugman (1994) for a somewhat more detailed analysis along these lines)).

If trend productivity does experience a boom in the 1990s and beyond--to say
around 2 1/2 percent per year, up from an average of 1.2 percent in the last two
decades--it could effectively defuse the external deficit problem. Faster economic
growth would yield greater tax revenues and even with somewhat higher public
expenditures for infrastructure and social needs, the budget deficit could féde away.
As a result, national saving would rise relative to GDP, substantially reducing or
perhaps even eliminating the saving-investment gap and, by implication, the external
deficit.

Faster growth would also help in minimizing adverse consequences of the
external deficit. Even while the external deficit is stilt continuing, it would shrink rapidly
relative to GDP, increasingly becoming a smaller drain on resources. Stronger
economic performance and smaller trade deficits would tend to defuse trade policy
conflicts with Japan and other countries.

A more likely scenario for trend productivity in the 1990s is that it may turn out

to be only modestly faster than before, perhaps no more than 0.3 percentage points
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above the 1.2 percent rate of the last two decades; most available medium-term
forecasts of the economy generally assume less than 1 1/2 percent productivity growth
over the next five or six years. This may help a fittle, but not much, in dealing with the
external deficit problem. In fact, some acceleration in trend productivity is needed just
to maintain the recent overall growth performance for demographic reasons: labor
force participation rate is expected to be slower in the coming years than in the last
decade.

Trade with Low-Waqge Economies. As discussed earlier, trade competition

between the U.S. and low-wage, outward-oriented foreign economies has increased
greatly over the last 10-15 years. And it is éxpected to intensify and broaden much
further over the coming years as on-going trade liberalization trends and increasing
integration of U.S. and foreign markets enable outward-oriented developiﬁg economies
to take advantage of international mobility of capital and technology, and their own
pool of cheap and increasingly more educated labor force.

Trade competition with low-wage countries generates two opposing influences
on U.S. external balances. On the one hand, U.S. imports from low-wage countries
expand rapidly causing deterioration in the trade balance. On the other hand, as
wages and incomes in low-wage countries rise in the long run, demand for U.S.
exports increases with beneficial results for the trade balance. The adverse effects on
the trade balance will dominate as long as trade competition broadens to include more

and more low-wage countries and/or wages and incomes in those countries don’t rise

sufficiently.
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Although some of the previously low-wage countries, such as Asian newly
industrialized economies, are now significant importers of U.S. produced goods, the
adverse effects of trade competition continue to dominate U.S. external balances.
This situation is unlikely to change over the medium run, given that U.S. trade
competition with low-wage economies is expected to broaden over time. U.S. imports
will tilt considerably further toward low-wage economies, with China, India, Mexico,
Brazil, Malaysia, Thailand and many other countries making significant contributions to
a broad range of U.S. imports of capital and consumer goods. The increase in import
competition will be heavily concentrated toward low-skilled goods but it will also
include significant amounts of middle-skilled goods. In addition, past experience
suggests that wages and incomes in developing economies rise rather gradually so
that benefits for U.S. exports are unlikely to provide a sufficient offset to the adverse
effects on imports, at least over the next several years.

Trade in Services. Since the mid-1980s, the surplus on trade in services has

grown considerably, helping to narrow overall U.S. external deficits. As discussed
elsewhere in this paper, over time, exports of services have experienced major gains -
in their share of total international transactions. Assuming that the U.S. comparative
advantage in services persists, increasing integration of U.S. and foreign markets
together with protection of intellectual property rights should lead to significant further
increases in U.S. surplus on trade in services over the next several years.

The increase in surplus on services, however, is unlikely to prove large enough

to defuse the external deficit problem. The mobility of technology and capital will shift,
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over time, many knowledge-based business and financial services to foreign
economies, reducing or eliminating the U.S. comparative advantage. This process is
already underway; many sophisticated computer software and other services are now
being offered by other countries, including some developing countries. Moreover, with
easy transfer of technology and capital, some U.S. exports of services may shift to
foreign subsidiaries of U.S. multinational parents as increasingly more educated cheap
labor force is becoming available abroad.

Macroeconomic Policies. If the commitment to price stability or low inflation

shown by major central banks over the last decade is a good guide for the future, it is
safe to assume that, in the medium run, monetary policies here and abroad will
generally remain aimed at price stability and noninflationary growth. In this setting, the
implications of short-run changes in monetary policies for external balancés will be
roughly neutral over the next 5-10 years time frame. It is possible, of course, that an
unanticipated shock will cause substantial and persistent deviations in foreign or
domestic monetary policies from the assumed medium-term course that could
potentially alter the outcome for U.S. external balances by affecting exchange rates
(relative prices) and demand conditions, but such deviations appear unlikely at this
time.

The likely future course of U.S. fiscal policy is much less clear and will have far
more important consequences for U.S. external balances. Assuming 2.4 average
potential growth and somewhat above 3 percent average inflation, the Congressional

Budget Office (CBO, August 1994) projects that the Federal deficit, on a current
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services basis (no changes in current law and policies affecting tax revenues and
mandatory spending), will remain roughly stable in the range of 2.3 - 2.5 percent of
GDP over the next four years, but will begin to rise once again after 1998. Since
economic and technical assumptions underlying CBO projections are quite uncertain, a
more favorable outcome for the deficit is possible. But even the most optimistic
outlook for the Federal deficit, on a current services basis, implies a substantial

decline in national saving which would induce, ceteris paribus, a corresponding decline

in the saving-investment balance, widening overall U.S. external deficits. The
deterioration in U.S. external deficits could be reinforced and aggravated if fiscal
policies abroad were to tighten over the next several years.

In the medium run, Congress and the Administration will surely attempt to
contain, at a minimum, the possible rising trend of the Federal deficit. Thé deficit in
the late 1990s and beyond, therefore, may turn out to be smaller relative to current
expectations. But given that overall demands on the public purse will remain strong,
as will the public’s aversion to tax increases, the Federal deficit will continue to be a
large drain on national saving--perhaps at or somewhat above 2 percent of GDP
--and a major fundamental source of our external deficits.

Sustainability of Foreign Financing. Over the last 10 years or so, increased

integration of U.S. and foreign financial markets has enabled the U.S. to finance
massive external deficits with private saving inflows from abroad. Can this go on

indefinitely?



60

Well, perhaps not indefinitely! But it is certainly not unreasonable to assume
that the U.S. could continue to finance its large current account deficits with private
foreign saving for another 10 years or maybe even 20 years.” The main reason for
this belief is that a huge and growing U.S. economy can take on a massive debt load
without becoming unduly overburdened. Specifically, large current account deficits in
absolute dollar terms may not be overly burdensome for the economy if they claim a
stable or declining share of GDP. For example, with nominal GNP growing around
recent rates of about 6 percent, current account deficits at the 1994 level of about
$160 billion per year for the next ten years imply that the U.S. net external debt (net
foreign investment position) in 2005 would still be less than 20 percent of GNP. Net
investment income of foreigners on this amount is well within our ability to pay.

The willingness of foreign private investors may also be affected by the size
and growth of dollar holdings abroad. But here too a large U.S. current account deficit
may not be a problem because the share of claims on the U.S. in international
portfolios will remain modest as long as the size of the deficit is relatively stable. In
these circumstances, dollar holdings in world portfolios are unlikely to be a major
cause for concern for foreign private investors.

Thus, there is a good chance that foreign private financing of U.S. externai
deficits will be sustained in the medium run. The risk to foreign investor confidence is

a real possibility, however. The continued large U.S. borrowings and the increasingly

*® See Krugman (1994) for a more detailed discussion of this view. On the more
general issue of long-run sustainability of U.S. current account deficits, see Howard
(1989), Pigott (1982) and Stein (1987).
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greater U.S. external debt could, at some point in the next 10 years, undermine the
confidence of foreign private investors. But the loss of confidence is not just a matter
of pure economics. With growing foreign ownership of U.S. assets, economic
nationalism in this country is likely to increase over time and popular sentiments may
turn negative toward foreign ownership. This could make foreign investors nervous
about the security of their investments, causing them to be reluctant to hold more U.S,
assets or perhaps even encouraging capital flight. Even without a cutoff of foreign
financing, the U.S. could experience considerable pressures on exchange and interest
rates: to induce private foreigners to hold and accumuiate huge claims on the U.S.,
the expected dollar return needs to remain sufficiently attractive relative to foreign
assets and this may require downward pressures on the dollar or increases in

domestic interest rates.

VI-B. A Middle Range Scenario

Possible developments in various factors, discussed above, offer no unique or
even a narrow range implication for the outcome of U.S. external deficits. Based on
our best guess about developments in the key factors, a middle range scenario for the.
current account deficit is that it would average 1 1/2 - 2 percent of GDP over the next
ten years, almost one-half percentage point below the 1994 level. With surplus on
trade in services not quite large enough to offset unilateral transfers and the deficit on
investment income, the merchandise trade deficit could be somewhat greater than the

corresponding current account deficit.
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This scenario assumes that foreign private saving inflows would continue to
finance the current account deficit without any serious disruptions, and that some
fiscal policy initiatives would be undertaken to keep the Federal deficit relatively stable
around 2 percent of GDP. The real effective dollar is assumed to be somewhat lower,
on average, over the medium term than its recent value. The scenario is also
consistent with our best guess for possible future developments in the other three
factors--trade competition is expected to generate significant upward pressures on
U.S. trade deficits but those pressures would be ameliorated, at least to some extent,
by greater surplus on trade in services together with a modest acceleration in
productivity growth. Note that many other combinations of possible negative effects of
trade competition and favorable effects of surplus on services and productivity growth
may also be consistent with our middle range scenario. o

The recent medium-term projections by the International Monetary Fund Staff
(IMF) appear to be somewhat less optimistic than the middle range scenario
presented here. Assuming a constant real dollar and roughly unchanged fiscal policy,
the IMF (1994) projects that the U.S. current account deficit would continue to be
around 2 1/2 percent of GDP over the next 5-8 years. In an alternative which
assumes considerably greater fiscal consolidation, the IMF forecasts somewhat
smaller U.S. current account deficits over the medium run, approaching the upper end

of our middle range scenario.*

20 Assuming significant further fiscal consolidation in the coming years, Richardson
et al (1994) also offer a similar projection for the U.S. current account deficit over the
next 5-6 years.
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The possibility of a significantly better outcome for the U.S. current account
balance cannot be ruled out. 1t could happen, for example, if productivity growth were
to be faster than assumed here or fiscal policy tighter, yielding lower Federal deficits
relative to expectations. On the wholse, however, the risk is much greater that U.S.
external deficits in the medium run would turn out to be substantially larger than the
middle range scenario. A major rational for this pessimism is that our best guess for
productivity growth, macroeconomic policies and possible effects of trade competition
with low-wage economies could easily prove to be quite optimistic. Moreover, with
rapidly increasing U.S. external debt, a serious disruption in foreign private financing of

external deficits remains a real possibility at some point during the next ten years.
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Table 1

,U.S. External Balances*
(Annual Average)

Balance on Current Balance on Goods Real Net Exports of

Account and Services Goods and Services

Percent Billion Percent

Billion $§ of GDP Percent of GDP 1987 $ of GDP
1960-82 -1.1 -0.2 -0.3 -14.6 -0.5
1983-94 -107.5 2.2 -2.0 -90.7 -2.0
“1983-88 - =119:4 -2.8 -2.8 ~120.9 -2.8
1989-94° -95.5 -1.6 -1.2 -60.4 -1.2
1982 -11.4 -0.4 -0.8 7.4 -0.2
1983 -44.5 -1.3 -1.7 -56.1 -1.4
1984 -99.8 -2.6 2.9 -122.0 -2.9
1985 -125.4 -3.1 -3.0 -145.3 -3.4
1986 -151.2 -3.5 -3.3 -155.1 ~3.5
1987 -167.1 -3.7 -3.3 -143.1 -3.1
1988 -128.2 -2.6 -2.3 -104.0 2.2
1989 -102.8 2.0 -1.7 -73.7 -1.5
1990 -108.9* -2.0% -1.4 -54.7 -1.1
1991 -50.8% -0.9° -0.5 -19.5 - 0.4
1992 -69.3% .-1.22 -0.7 -32.3 -0.6
1993 -103.9 -1.6 -1.2 -73.9 -1.4
1994° -138.5 -2.1 -1.5 -108.7 -2.1

* Balances on current account, and goods and services are reported on a balance of payments
(BOP) basis, while real net exports are reported on a national income and product accounts
(NIPA) basis. The coverage of BOP balance on goods and services differs slightly from NIPA
net exports of goods and services due largely to differences in the treatment of trade with U.S.
territories and Puerto Rico, gold trade and transactions under military grant programs.

* Excluding cash contributions by foreign governments to help pay costs of the Persian Gulf War;
inclusive of cash contributions, current account deficits were $91.7 billion in 1990, $7 billion in
1991 and $67.9 billion in 1992,

® Annualized data for the first haif of 1994,
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Table 4

- Changes in Major Factors Behind U.S. External Deficits, 1980-86

‘Proximate Causes Change®
1. U.S. real GNP 14.2
2. Foreign real GNP® 12.5
3. Ten major industrial countries 10.8
4. U.S. capacity utilization 0.7
5. Foreign capacity utilization 2.2
6. Relative price of nonoil imports -30.3
7. Nonoil import price -1.3
8. U.S. price (GNP deflator) 28.9
9. Exchange rate® 50.8
10. Relative price of nonagricultural exports -4.0

11. Nonagricultural export price 3.2

12. . Foreign price {consumer price index)* 56.8

13 Exchange rate® 49.5

Fundamental Causes

14. U.S. fiscal policy {1980-85) -2.3°
15. Federal government (1980-85) -3.7°
16. Foreign fiscal policy (1980-85)' : 2.8°
17. Central government (1980-85)' 1.2°
18. U.S. real long-term interest rates (average level)® 5.7
19. Foreign real long-term interest rates (average level)® 4.1
20. U.S./foreign real interest differential (1980-85) 2.0°
Memo: . change in current account as percent of GDP -3.6

Source: Helkie-Hooper (1988), tables 2-10 and 2-15, and Figure 2-12,

* The logarithmic percentage change (100Alog x), except as noted otherwise.

® Includes real GNP of OECD and developing countries, weighted by bilateral
U.S. nonagricultural export shares. °© Includes ten industrial countries and eight
major developing countries, weighted by bilateral U.S. nonoil import shares.

4 Includes ten industrial countries and eight major developing countries,
weighted by multilateral trade shares. ° IMF estimates of cumulative exogenous
changes in budget balances as percent of GNP; a positive number indicates a
fiscal contraction. ' Average of changes for Canada, France, Germany, ltaly,
Japan and the United Kingdom. ¢ Bond vyields, adjusted for inflation
expectations measured by consumer prices; foreign countries include ten

- «industrial countries;.weighted by share in world trade. " Percentage point

difference in average levels.



Table 5

Maijor Determinants of External Balances, 1982-85 and 1985-90

P—— .

Change over

Proximate Macroeconomic Factors 1982-85 1985-90
1. U.S. real GNP* 4.4 2.7
2. Foreign real GNP*® 2.9 3.6
3. Japan® 4.0 4.5
4, Germany* 22 3.4
5. Nominal exchange rate® 38.1¢ -43.1
6. Real exchange rate® 35.1¢ -47.0

Fundamental Macroeconomic Factors

7. U.S. fiscal policy® -2.0 0.8
8 Federal government® -1.9 1.8
9. Federal structural deficit' -2.8 1.6
10.  Foreign fiscal policy® -0.6 1.6
11. U.S. real long-term interest rates® 7.6 4.1
12. Foreign real long-term interest rates® 5.1 4.6
Memo: change in current account as
percent of GDP" -3.1 1.5

* Average annual growth rate calculated from annual rates reported in QECD
Economic Qutlook, June 1994,

® OECD excluding the U.S.

° The logarithmic percentage change (100Alogx) in IMF indexes.

¢ Change from 1980 to 1985.

° Cumulative exogenous change estimated by IMF, World Economic Qutiook, May
1991, foreign countries include six major industrial countries.

' Cumulative change in standardized employment deficit as percent of potential
GDP over fiscal years, estimated by CBO, The Economic and Budget Outlook,
January 1994.

® Average levels of bond yields adjusted for inflation expectations measured by
consumer prices (Federal Reserve Bond staff estimates).

" Change over 1982-86 in the first column and over 1986-90 in the second
column.




Table 6

-General Government Structural Balances*
(As Percent of Trend GDP, Annual Average)

1978-82 1983-92 1993 1994
United States® -1.2 -3.1 -3.3 -2.9
Japan® -4.8 0.6 1.9 0.8
Germany’ -3.7 -1.8 -3.1 2.3
France -2.1 -1.6 -2.9 -2.5
United Kingdom -4.0 -2.8 -5.3 -4.3
Italy -10.7 -10.4 -6.9 -6.6
Canada 3.1 -4.6 34 26

* OECD estimates (surplus +, deficit -) of the structural component of public sector
financial balances (OECD Economic Outlook, June 1994),

* Excludes deposit insurance outlays, and 1991 receipts relating to Operation Desert
Storm.
® Excludes 1991 expenditures relating to Operation Desert Storm.



Table 7

- Changing Commodity. Composition of U.S. Trade

Percent Share of Non-agricultural Exports

Percentage
Point Change
in Share,
1980 1985 1990 1993 1980-1993

Capital goods® 41.9 42,6 43.9 44.1 2.2

Computers® 6.0 10.3 11.2 11.7 5.7

Consumer goods® 9.8 7.8 12.3 13.2 3.4

i Automotiveexports oo 9.5 13.4 10.5 12.7 3.2

Finished goods® 61.2 63.8 66.7 70.0 8.8

Industrial supplies® 30.6 23.1 23.6 22.3 -8.3
Memo: Share of agricultural

products in total exports 18.8 13.7 10.3 9.6 -9.2

Percent Share of Non-petroleum imports

Capital goods*® 18.6 21.4 26.6 28.3 9.7

Computers® 2.8 4.8 8.1 10.7 7.9

Consumer goods® 20.2 23.1 24.2 24.9 4.7

- Automotive imports 16.6 22.6 20.3 19.0 24

Finished goods® 55.4 67.1 71.1 72.2 16.8

Industrial supplies® 26.6 19.0 17.1 16.8 -0.8

Memo: Share of petroleum
imports in total imports 31.9 15.2 12.5 8.7 -23.2

? Excludes automotive vehicles, engines and parts.

® Includes computers, peripherals and parts, and semi-conductors.
°.Sum of capital goods, consumer goods and automotive goods.

~ 9 Excludes energy and agricultural products.
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Table 11

Changing Composition of U.S. international Transactions

Percent of
Total $ Change,
198 1985 1990 1993 1980-93

Percent Share of Total Exports of Goods, Services _and Income

Merchandise Exports® 85.1 56.6 55.9 60.5 56.6
Nonagricultural Goods 52.9 48.8 50.1 54,7 56.2
Services" 1.2 16.8 19.7 23.0 32.8
Travel’ 3.8 5.8 8.4 9.8 14.8
Other Transportation 3.4 3.9 3.1 3.1 2.8
Private Services® 3.9 6.9 8.1 10.0 15.1
Income Receipts on U.S.
Assets Abroad 21.2 24.3 23.0 15.1 10.0
Direct Investment ‘Receipts 10.8 7.7 8.4 7.6 5.0
- Other Private 9.6 15.1 13.1 6.8 4.5
Government 0.8 1.5 1.5 0.7 0.5
Memo: Exports, Total/Change,
(Billion $) 344.4 381.6 696.8 755.5 411.1

Percent Share of Total Imports of Goods, Services and Income

Merchandise Imports® 77.8 69.9 66.0 71.3 68.8
Nonoil Goods 51.0 59.2 57.8 65.0 74.5
Services® 9.2 12.3 13.2 14.0 17.3
Travel® 4.2 6.4 6.3 6.3 7.7
Other Transportation 3.5 3.2 3.1 2.9 2.6
Private Services® 1.1 2.3 3.5 4.5 6.8
Income Payments on Foreign
Assets in the U.S. 12.7 15.1 18.5 133 13.7
Direct Investment Payments 25 1.5 0.4 0.6 -0.7
Other Private 6.4 8.8 12.7 7.6 8.5
Government 3.8 4.8 5.4 5.1 5.9
Memo: Imports, Total/Change,
(Billion $)* 333.8 484.0 754.9 827.3 493.5

2 Excludes U.S. military transactions.

® Travel and passenger fares.

°Includes royalties, license fees and other private services.
4 Includes U.S. military transactions.



Table 12

‘Cumulative ‘Foreign Direct Investment Flows
(Billions of Dollars)*

U.S. Direct Foreign Direct
Investment Abroad Investment in the U.S.
1978-83 80.6 114.8
1983-88 144.0 190.0
1988-93 200.5 142.4

* Changes in the stocks of direct investment valued at the current cost of replacing
plant, equipment and other tangible assets.



Chart 1
U.S. Net External Indebtedness*

Billions of dollars Percent of GNP
600 20
400 15
200 10
0 5
Percent "..
Scale —»— *
-200 0
-400 -5
600 1 1 L1 1 | =10
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*U.S. net internationat investment position with direct investment at current cost;
year-end data.



Chart 2
Merchandise and Manufacturing Trade Deficits

Billions of dollars

50 |
Manufacturing
trade*
0 7f \"‘.
-50
Merchandise
trade (A)**
-100
-150 \\’,
Merchandise
trade
200l L Lttt gl

1978 79 80 81 82 83 84 85 86 87 83 89 90 91 92 93 94™**

* Estimated data before 1988.
* Deficits on nonagricultural exports and nonpetroleum imports.
- == Annualized data for first-half of 1994.



Chart 3

Commodity Composition of Manufacturing Deficits
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. “is-annualized.



U.S. Federal Budget Deficits, Fiscal Years 1978-93

Percent of GDP

Chart 4

7

Unified deficit

\

Noncyclical
deficit*

y I T

1978 79 80 81 82 83 84 85 86 87 88 89 90 91 92 93

Source: Congressional Budget Office, The Economic and Budget Outlook,

January 1994,

- -+ Standardized employment deficit, as percent of potential GDP.



Index: 1990 = 100
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Chart 5
The Dollar Exchange Rate
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* Average of the first two quarters for the two IMF indexes and average of the first
three quarters for the FRB index.



Chart 6
Real Dollar Exchange Rates and Ratio of
Nonoil Imports to Nonagricultural Exports*
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* The dollar exchange rates are plotted with a two-year lead (1978=100}, and the
import/export ratio is expressed as percentages.



Chart7
U.S. and Foreign GDP Growth
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Source: QECD_Economic Outlogk, June 1994.

* OECD excluding the U.S.
** OECD forecasts.




Chart 8
Private and Public Net Saving

Percent of GNP
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* Average of the first two quarters of 1994.



Chart 9
- Gross and Net Private Investment
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Chart 10
U.S. Fiscal Policy and the Current Account Balance
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* Cumulative change, over specific period, in the unified Federal deficit as a percent of GDP; fiscal
year data {CBO, January‘and August 1994).
* Cumulative change, over specific period, in the standardized employment deficit as percent of
potential GDP; fiscal year data (CBO, January and August 1994).
*» Cumulative change, over specific period, in the general government structural deficit as percent
of trend GDP; calendar year data (OECD,June 1994).





