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Executive Summary 

Purpose The sharp increase in the U.S trade deficit since 1980 has focused an 
enormous amount of attention on US. trade problems Many factors 
have been described as being the causes of the increased deficit, and 
many possible solutions have been proposed for ellmmatmg it. 
This report presents GAO'S views of these issues and summarizes the 
consensus of experts. 

Background The U S trade deficit has increased in every year since 1980 It aver- 
aged $30 billion from 1980 to 1982, but from 1983 to 1985, the deficit 
averaged $101 billion; m 1986 it reached $148 billion. 

Results in Brief In examining the causes of the increased U S trade deficit, GAO found 
that 

. Foreign trade barriers and a loss of U.S competitiveness are ongomg 
problems for U.S trade. They have attracted a good deal of attention 
because examples are so visible to U.S. businessmen competing with for- 
eign products Foreign trade barriers distort the composition of U S 
trade with foreign countries, imposing serious costs on some U S pro- 
ducers, while a loss of U S competitiveness could cause a decline m the 
U S standard of living. Although these two factors clearly have an 
effect on trade, they do not account for the sharp rise in the trade def- 
icit since 1980 because they have changed little m recent years 

l The U S trade balance is fundamentally determined by U S fiscal and 
monetary policies and those of its trading partners The primary chan- 
nels by which these macroeconomic policy changes led to the increased 
trade deficit were a sharp increase m the value of the dollar and rela- 
tively strong U.S. economic growth. 

In examuung the pohcy options for reducing the trade deficit, GAO found 
that 

. The trade deficit is expected to decline somewhat in 1987 because of a 
substantial fall m the value of the dollar since 1985 However, even 
though the dollar’s value has fallen back to its 1980 level, rt may have to 
fall even further if the trade deficit is to be reduced significantly Such a 
decline m the dollar may be needed to displace foreign products that 
became firmly entrenched u-t mternational markets when the dollar was 
strong 
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Executive Summay 

l Changing the current mix of U S. macroecononuc policies 1s essential to 
lowenng the U S. trade deficit. Gradually reducing the US. budget def- 
icit should help to lower interest rates and the value of the dollar While 
monetary policy must be governed by a vanety of conslderatlons 
mcluding debt management and mflation, expanding the growth rate of 
the money stock could be used as needed to help offset the contractro- 
nary effects of a smaller budget deficit on the U S. economy. 

l Changes in the macroeconomic policies of foreign countries could also 
help to lower the U.S. trade deficit. 

Principal Findings 

Causes of the Increased U.S. Changes m macroeconomic policies led to the mcrease in the U.S trade 

Trade Deficit deficit: 

. U.S. monetary policy concentrated on reducing inflation, which pro- 
duced histoncally high real interest rates and led to a stronger U S. 
dollar. 

l U.S. tax reductions and increased spending increased the U.S. budget 
deficit and stunulated US. economrc growth. As a result, since 1981 U S 
pnvate saving has been insufficient to finance private investment and 
the unusually large U.S. budget deficits. The U.S. need to borrow foreign 
funds drove up the value of the dollar. 

l Reductions in the government budget deficits of many industrial coun- 
tries and debt-burdened Latin American countries slowed economtc 
growth abroad, which held down foreign demand for U.S. exports. 

The changes in macroeconomic policies worked through the economy m 
a number of ways to cause the increased trade deficit. Experts estimate 
that the strong dollar accounted for between 50 percent and 60 percent 
of the increase in the U.S. trade deficit since 1980, the relatively strong 
U.S. economy for between 15 and 25 percent, the Latin American debt 
problem for between 10 and 20 percent, and other factors for about 5 
percent. 

The increase in the value of the dollar caused prices of US. goods to rise 
relative to the prices of foreign goods, which caused U.S. imports to rise 
and U.S. exports to fall. The relatively strong U.S. economic recovery 
caused U.S. consumption of all goods, including imports, to rise whereas 
languishing foreign economies curtailed US. exports. Latin Amencan 
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countries reduced their imports because they needed to achieve trade 
surpluses to service their mternational debt. 

Foreign trade barriers reduce the benefits that the United States derives 
from international trade; the loss is especially great if foreign barriers 
protect against those mdustries in which the relative advantage of U S 
producers is greatest. However, because most foreign barriers have been 
in place for many years, they cannot account for the staggering mcrease 
in the US. trade deficit since 1980. 

The competitiveness of a nation is measured by its ability to sell its 
products in world markets while increasmg its standard of livmg. Com- 
petitiveness changes gradually m response to changes in relative 
productivity. 

U.S. competitiveness did not suddenly collapse in the early 1980s The 
relative position of the U.S. economy compared to the rest of the world 
has been declining over the whole post World War II era as war-devas- 
tated economies were rebuilt and new countries developed economically 
However, the rapid increase in the value of the dollar exacerbated com- 
petitiveness problems by pricing US. products out of many markets. 
During the period of the overvalued dollar, foreign compames entered 
new markets, establishing distribution networks and brand recognition 
that will make it more difficult for U.S. firms to regain lost markets. In 
addition, foreign competitors have been strengthened by increased cash 
flow and profits. 

Policy Options for 
the Trade Deficit 

Reducing Most experts believe that a lower U.S. budget deficit would help to 
reduce U.S. interest rates, thus lowering the attractiveness of U S 
investments and reducing the value of the dollar. A weaker dollar would 
eventually mean a lower trade deficit, although it will take several years 
before the full effect is felt. U.S. firms could further contribute to a 
lower trade deficit by aggressively trying to increase sales in markets 
from which they have recently been priced out by the overvalued dollar 
This could include traditional markets that nught now be recaptured or 
new markets in which U.S. goods may now be offered at competitive 
prices. 

Reducing the budget deficit too rapidly, however, could cause a reces- 
sion. The budget deficit needs to be reduced gradually, at about the 
same rate as the trade deficit declines, so that the contractionary effects 
of a reduction in the budget deficit are to some degree offset by the 
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expansionary effects of the reduced trade deficit. The fall m the value 
of the dollar since 1985 should help to lower the trade deficit in 1987, 
reducing the risk that a smaller budget deficit would lead to a recession. 

The weaker dollar may generate inflationary pressures through its 
effect on import prices. If this does not occur, the Federal Reserve could 
help to offset the contractionary effects of a reduced budget deficit by 
increasing the growth rate of the money stock, thus lowering interest 
rates. However, trying to coordinate these major changes in 
macroeconomic policies without causing either a recession or renewed 
inflation is difficult. The timing and severity of the economic effects of 
the changes are difficult to forecast accurately. 

Restrictive economic policies u-t industrial countries such as Japan and 
Germany helped to cause the increased U.S. trade deficit. If these coun- 
tries were to adopt more expansionary econonuc policies, the U.S. trade 
deficit would probably fall somewhat. Similarly, if countries such as 
Taiwan, which are keeping their currencies undervalued and running 
large trade surpluses, were to allow the values of their currencies to 
rise, the U.S. trade deficit would probably fall. 

U S. efforts to open foreign markets and to seek the removal of foreign 
trade barriers should continue. While the success of these efforts will 
not solve the U.S. trade deficit by themselves, they will make a contnbu- 
tion. Furthermore it is becoming increasingly difficult to mamtam the 
openness of the U.S. economy in the face of both the concern over the 
U.S. trade deficit and the irritation resulting from foreign trade 
barriers that restrict U.S. exports. 

U.S. industries must also continue efforts to improve productivity 
and product quality. The opportunities presented by a weaker dollar 
must be complemented by private sector initiatives to improve 
competitiveness. 
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Chapter 1 

Background 

The sharp mcrease m the U.S. trade deficit since 1980 has evoked con- 
siderable concern among businessmen, workers, and pohcy makers The 
response has been a debate over Its causes that has featured widely 
divergent views within both public and private sectors Clearly, before 
appropnate policies can be pursued to address the problem, the funda- 
mental forces causing the trade deficit must be clarified and 
understood.’ 

Determmmg the causes of the increased trade deficit, however, 1s dlffl- 
cult. The economic relationships that underlie the trade deflclt are com- 
plex, and the theories used to explain these relationships cannot be 
ngorously tested under laboratory conditions. Many theories have been 
developed to explam the increase in the trade deficit; some have gamed 
widespread support and become “accepted wisdom.” Others are still 
being discussed among experts, but have not yet been widely accepted 

This report presents GAO’S views of the trade deficit and summarizes the 
consensus of experts. The report also points out those areas where the 
experts have not reached a consensus. 

Concerns About the 
Trade Deficit 

The U.S. trade deficit has mcreased m every year since 1980 ? It aver- . 
aged $30 billion from 1980 to 1982, but from 1983 to 1985 the deficit 
averaged $101 billion; m 1986 it reached $148 billion. 

The sharp increase in the US. trade deficit has rased concern about the 
effects of the deficit on the U.S. economy. Many people believe that the 
nsmg trade deficit indicates that US. products have lost competltlve- 
ness in the world marketplace and that, as a result, the United States 
economy 1s losing high-paying manufacturing jobs and replacing them 
with low-paying service Jobs. Others worry about the damage done to 
the many U.S. export and import-sensitive mdustnes that have lost a 
large number of jobs. Still others are concerned about the long-term 

‘Two recent studxs, The U S Trade Defiut Causes,~nsequences and Cures, Crag K Elwell and 
Alfred Relfman, Congressional Research Servvx, July 14,1986 and United States Trade Performan< 
III 1986 and Outlook, International Trade Admmlstration, U S Department of Commerce October 
1986, contam excellent dwuss~ons of the underlymg causes of the U S trade defvxt 

21n this report, the term “trade” deficit ~111 be used to refer to both merchandise trade and current 
account deficits The former consorts of trade III physlcal goods, such as manufactured products 
whde the latter cons~W of trade m both physxal goods and SeMCX!S (shlppmg, msurance InWrest 
Income, etc ) The two were roughly equal m 1986 The merchandise trade deficit was d 124 bllhon 
and the current account deficit was $118 billion Merchanti trade donunates movements m the 
current account balance and 1s an easier concept to understand even though the current xcounf 
balance IS the more appropnate concept for most econonuc questions 
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chapter 1 
BacLlponnd 0 

effects of the enormous trade deficits that have made the United States 
the largest debtor country in the world. 

Objectives, Scope, and Senator Robert Kasten and Representative William Frenzel requested 

Methodology 
that we examine five major perceived causes of the U S. trade deficit, 
assess their relatwe importance, and determine the feasibility of actions 
to address them. The requestors identified the rnalor causes of the trade 
deficit as: 

1 the strong dollar, 
2. the relatively strong U.S. economy, 
3. the debt problems of less developed countries (LDCS), 
4. foreign trade barriers, and 
5. loss of U.S. competitiveness. 

Senator Kasten and Representative Frenzel are members of the Subcom- 
mittee on Foreign Trade Practices and Negotiations of the President’s 
Export Council. We briefed the Subcommittee on the scope and prehmi- 
nary findings of our review on November 5, 1986. 

The requesters recognized that this might be an extensive project, but 
asked for a report m early 1987. In discussions with their representa- 
tives, we cautioned that original work would not be possible within the 
time frame that they envisioned and agreed to provide a report that 
would primarily summarize and assess existing work. 

We reviewed available articles m professional journals and government 
and acadenuc publications that examined the causes of the trade deficit. 
In addition, we sponsored a “Symposium on the Causes of the U.S. Trade 
Deficit” on December 11, 1986 to discuss the many complex issues 
involved in the current debate on the trade deficit. Attending this sym- 
posium were leading academic and private sector experts who have 
studied the issues extensively. The conclusions reached by the sympo- 
sium are reflected in our review. Chairman Richard Cooper’s summary 
of the symposium is contained in a companion paper to this report. The 
other members of the symposium were William Branson (Princeton Um- 
versity), Rimmer de Vries (Morgan Guaranty Trust Company), Jeffrey 
Frankel (University of California at Berkeley), Walter Joelson (General 
Electric), Robert Lawrence (Brookings Institution), Lee Morgan (Cater- 
pillar Tractor and President’s Export Council), and Marma N. Whitman 
(General Motors). 
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Private sector experts who have done research in this area commented 
on a draft of this report; their comments where appropnate have been 
mcorporated. Our work was conducted in Washington, D.C , between 
September 1986 and March 1987 
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Chapter 2 

Fbndamental Causes of the Trade Deficit 

The trade balance of the United States 1s fundamentally determmed by 
U.S macroeconomic policies and those of Its trading partners U S eco- 
nomic pohcres m the 1980s led to a strong U.S. dollar and a relatively 
strong U S. economy. Meanwhile, foreign economic policies led to slug- 
gish economic growth abroad. The increase m the value of the dollar 
caused prices of imported goods m the Uruted States to fall relative to 
prices of U S. goods and prices of U.S. exports to nse relative to prices 
of foreign goods. These relative price changes led to increased U S. 
demand for imports and to reduced foreign demand for U.S exports At 
the same time, the relatively strong U.S. economy caused consumption 
of all goods, including rmports, to increase, whereas consumption m 
weaker foreign economies languished, which reduced the demand for 
US. exports even further. 

Corresponding exactly to the increased U.S. trade deficit was an 
mcrease m U.S borrowing from abroad that, m effect, financed the 
increased trade deficit. U S. macroeconomic policies led to a sharp 
increase in the U.S. budget deficit and an mcrease in investment that 
caused the demand for borrowed funds in the United States to far 
exceed the increase in U.S. saving. Meanwhile, foreign economic policres 
led to reduced foreign budget deficits and poor investment opporturutles 
that created an excess of savmg abroad. This excess foreign saving was 
attracted into the United States by the relatively high real U.S. interest 
rates and US. investment opportunities1 

The trade deficit cannot be eliminated unless U.S. and foreign 
macroeconomrc policies permit exchange rates and econormc growth 
rates to reach levels that would allow the United States to achieve a 
balance between production and consumption. Then the United States 
would not have to depend on imports to make up the difference between 
what it produces and what it consumes. 

Macroeconomic Factors The U.S. trade deficit 1s not an isolated problem that can be adequately 

Determine Trade 
solved by erecting trade barriers or retaliating against foreign competl- 
tors. Macroeconomic policies affect the economic performances of all 

Balance countnes and deternune the size and direction of capital flows between 
countries. Net capital flows, in turn, mu-ror a country’s trade balance 
The net &low of foreign capital into the United States equals the 
amount of foreign saving required to finance the U.S. trade deficit. 

‘Real mterest rates are market mterest rates mmus the mflatlon rate 

Page 12 GAO/NSIADJ37-135 U.S. Trade Deficl 



chapter 2 
Fundamental Came8 of the Trade Deficit * 

Monetary Policy Federal Reserve policies m late 1979 and the early 1980s helped to 
increase the U.S. trade deficit by raising the value of the dollar In late 
1979, the Federal Reserve tightened monetary pobcy m an effort to 
reduce the double-digit inflation that marked the late 1970s The short- 
term effect of this tight monetary policy was an increase m real interest 
rates that temporarily increased the attractiveness of U S. securltles 
(See figure 2.1) In the long term, the change m Federal Reserve policy 
caused a sustained increase m the confidence of investors worldwide 
that the value of the dollar would not be soon eroded by a return to 
rising mflation m the United States. Even though foreign central banks 
tightened monetary policy abroad m the early 198Os, real interest rates 
abroad generally did not rise as much as m the United States, and the 
dollar stayed strong. 

Figure 2.1: Real Interest Rates 
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Source Computed using consumer pnce indexes and long-term government bond yields obtalned from 
the InternatIonal Monetary Fund’s lnternatlonal Flnanclal Statlstlcs 

In 1982, after inflation had been reduced substantially, the Federal 
Reserve loosened its monetary policy somewhat. The increase m the 
growth rate of the money stock helped to spark the U S. economic 
recovery Although the Federal Reserve loosened its monetary pohcy, 

. 
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the widespread belief that the Federal Reserve would not allow inflation 
to reignite and erode the purchasing power of investors holding dollar- 
denonunated assets helped to keep the dollar strong. 

Fiscal Policy In the early 1980s the United States adopted an expansionary fiscal 
policy that included broad tax cuts that encouraged economic growth 
and spurred both investment and consumption of all goods, including 
unports. Because government expenditures continued to grow, the US 
budget deficit grew rapidly. The increases in the budget deficit and m 
investment expenditures far exceeded the increase in U S. saving needed 
to finance them. The difference was made up by a net inflow of foreign 
saving (capital), which was attracted by relatively high U.S. real 
interest rates. 

The attractiveness of high real U.S. interest rates increased the demand 
for US. dollars needed to purchase U.S. interest-paying assets and 
caused the value of the dollar to rise. The net capital inflow also kept 
the U.S. economic recovery strong by keeping U.S. interest rates lower 
than they would have been without the inflow, given the record high 
U.S. budget deficits and strong investment demand. The combination of 
a strong dollar and a relatively strong US. economic recovery helped to 
push the U.S. trade deficit to record levels2 

Foreign Macroeconomic 
Policies 

Cutbacks in the government budget deficits in Japan and many Euro- 
pean countries in the 1980s helped to keep foreign economic growth rel- 
atively low, which held down the demand for U.S. exported goods. In 
addition, poor investment opportunities abroad kept investment low, 
which when combined with the reduced budget deficits, increased the 
amount of excess saving in these countries. The surplus of saving 
abroad helped to keep real interest rates lower abroad than they were m 
the United States, which encouraged foreign investors to invest in U.S. 
assets and helped to strengthen the dollar. The United States was able to 
finance its trade deficit by borrowing part of the excess of foreign 
saving. If not for this excess saving abroad and resulting capital flows 

2The current penod of U S. trade defic1t.s and savmg shortages 1.3 m contrast Hrlth the post-World War 
II era, when the Uruted States ran trade surpluses and had savmg surpluses In the postwar era, the 
spread of U S technology abroad to rebudd war-ravaged countnes created a strong demand for 
mvestment m these countnes The result was that returns to mvestment were hgher abroad than m 
the U~ted States, wluch led to a large net oufflow of capital to these countnes By the early 1970s. 
the other mdustnal countnes had substantuxlly rebuilt ther capital stock and were able to reduce 
their borrowmg from the Uruted States Thus, the U~ted States ceased to be a maJor net exporter of 
capIt.&, and the trade surplus was elunmated 
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into the United States, U.S. interest rates would have had to have risen 
sharply-by 5 percentage points or more according to one estimate-to 

reduce U S. investment to the level consistent with the budget deficit 
and private saving.3 

The political and econonuc stability of the Uruted States relative to 
other parts of the world caused mvestors to view the United States as a 

“safe haven” and to prefer dollardenonunated assets, which also helped 
to increase the value of the dollar. In particular, investors hesitated to 
expand lending to many debt-ridden LDCS when these countries expe- 
rienced difficulties in servicing their existing debt. 

. 

Saving-Investment 
Imbalance 

Since 1981, U.S. private saving has been insufficient to finance private 
investment and the unusually large U.S. budget deficits. Private savmg 
grew by $130 billion from 1981 to 1986 (see table 2.1), but the U S. 
budget deficit rose by $140 brllion during this tlme.4 When the increases 
in private investment are taken into account, the increases in the 
demand for borrowed money far exceeded the increase III private 
saving. (See figure 2.2) 

Table 2.1: U.S. Saving-lnvertment 
Imbalance Figures In bllllons 

Total ulving 

Pnvate sawng 

Personal 
Business 

1980 1981 1982 1983 1984 1995 1996 

$446 $522 $446 $464 $573 $552 $537 

478 551 557 592 675 688 681 

137 159 154 131 169 143 116 

342 391 403 462 506 545 564 -_ 

Government saving -36 -30 -111 -129 -102 -136 -143 

Federal -61 -64 -146 -176 -170 -198 -204 

State and local 27 34 35 48 69 62 61 

Private invortment 437 516 447 502 662 661 6a6 

sa3a~4neanOnt a 6 -1 -38 -a9 -109 -149 

Currant account balance 2 6 -9 -47 -106 -118 -142 

Source Economic Report of the President, 1987, saving and investment data, p 276 and current 
account data, p 356 

3Mams, Stephen, Deftati and the Dollar The World Economy at Risk, Insmute for International 
Econonucs, December 1986, p 46 

‘Even though the budget surpluses of state and local governments mcreased by $27 btilon dunng the 
pet-ml, total government savmg fell by $113 b&on 

Page 15 GAO/NSIAD-87-135 US. Trade Deticlt 



Chapter 2 
Fnndamental Causes of the Trade Dedkit 

Flgun 2.2: U.S. Sawng-Investment 
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Source Economic Report of the President 1987, sawng and Investment data p 276 and current 
account data, p 358 

The $155-billion mcrease in the savmg-mvestment imbalance from 1981 
to 1986 mirrors the $148-billion increase in the trade deficit over this 
period.” It is not an anthmetic coincidence that the size of the savmg- 
investment imbalance roughly equals the size of the U S. trade deficit 
The latter reflects the amount of foreign borrowing that was needed to 
correct the U.S. saving-investment Imbalance. As long as the United 
States has to borrow from abroad to help finance its investment needs 
and the budget deficit, the trade deficit will persist 

Reasons for the Imbalance The most important factor m creating the saving-investment Imbalance 
was the growth in the U.S. budget deficit, which was closely correlated 
with the growth in the trade deficit. (See figure 2.3) Although the 
increase in private investment was larger than the increase in the 
budget deficit from 1981 to 1986, investment as a percentage of gross 

‘The savmg-mvestment Imbalance and trade deflclt are equal conceptually The small dlfferrnces in 
the recorded data result from statlstlcal errors and orruss~ons 
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national product (GNP) was near its historical norm. (See table 2.2) Simi- 
larly, private saving as a percentage of GNP was also near its historical 
norm. On the other hand, the budget deficit as a percentage of GNP 
reached its highest levels since World War II. Without the large U S. 
budget deficits, private saving would probably have been sufficient to 
meet U.S. investment needs, interest rates would have been lower, net 
foreign capital inflows would have been lower, the dollar would have 
been weaker, and the trade deficit would have been smaller 

Figure 2.3: U.S. Budget and Trade 
Deticits 
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Source Economic Report of the President, 1987, pp 276, 366 
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Table 2.2: Saving and Investment as a 
Percentago ot QNP Ftgures In percent 

Pnvate 
Year saving 

Private U.S. budget 
Investment deflclt 

1971 173 157 20 

1972 167 167 14 

1973 
___- 

180 176 04 

1974 172 164 08 

1975 190 138 43 

1976 180 156 30 

1977 178 173 23 

1978 182 185 13 
. 

1979 178 18 1 06 

1980 17.5 160 22 

1981 180 169 21 

1982 176 141 46 

1983 174 147 52 

1984 179 176 45 

1985 172 165 50 

1986 162 163 48 

Average 17.6 16.4 2.7 

Source CornplIed trom data from the Economic Report of the President. 1987, pp 244 and 276 

Some analysts have argued that an extraordinary increase in pnvate 
investment was more unportant than the budget deficit m creating the 
saving-investment unbalance. They suggest that the underlying causes 
of the imbalance were the robust economic recovery and the tax changes 
made in 1981 that increased the incentive to invest by rarsing the after- 
tax return on investment. 

The increase m investment certainly was a factor in creatmg the lmbal- 
ante, but it is not clear that the investment increase was that extraordi- 
nary in the United States. Although the 1980-82 recession caused a severe 
slump in investment and the 1983-86 recovery brought it back, the level 
of investment relative to GNP was not unusually high in 1983-86. Despite 
the tax changes m the early 198Os, pnvate investment, as a percentage of 
GNP, was not appreciably htgher in 1984-86 than tt had been in other boom 
years, such as 1973, and was actually lower than it had been in 1978-79. 
This suggests that the stimulative effects of tax incentives for investment 
may have been substantially offset by the depresstve effect of high real 
interest rates. 
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proximate Causes of the Trade Deficit 

Most discussions of the causes of the trade deficit focus on five factors. 

1. The strong dollar, 
2. The relatively strong US. economy, 
3. The LDC debt problem, 
4. Foreign trade barriers, and 
5. Loss of US. competitiveness. 

Although all five of these factors represent areas of concern for U S. 
trade policy, most experts believe that only the first three actually 
helped push the U.S. trade deficit to record levels. These three causes 
resulted from differing national macroeconomic pohcles that have 
strongly influenced international capital flows in recent years. 

The last two factors represent ongoing problems for U.S. trade policy 
that have attracted a good deal of attention because they are so visible 
to U.S. businessmen competing urlth foreign products. But these two fac- 
tors cannot account for the sharp rise in the trade deficit srnce 1980 
because these factors have changed little since 1980. Nearly all trade 
barriers faced by U.S. products were in place long before the deficit 
soared. U.S. productivity grew at a slower rate than foreign produc- 
tivity, which suggests that U.S. competitiveness might have fallen, but 
changes m exchange rates dwarfed any productivity differences and 
were the primary reason why U.S. products suddenly became much less 
competitive with foreign products. 

Estimates of how much each of the proximate causes contributed to the 
recent decline in the U.S. trade balance are inherently inexact, in part 
because these factors are not independent of one another. Nonetheless, 
rough estimates give a general impression of their relative importance. 
Most estimates agree that the strong dollar is responsible for between 50 
and 60 percent of the deficit, relatively rapid economic growth in the 
United States is responsible for between 15 and 25 percent, LDC debt 
problems are responsible for between 10 and 20 percent, and other fac- 
tors accounted for about 5 percent. The effect of foreign trade barrrers 
and the possible loss of U.S. competitiveness is estimated to be minimal.~ 

‘See, for example, Econormc Report of the President, 1986, Kmgman, Paul, “Testunony for the 
Roundtable on the Dollar and the Exchange Rate System,” Jomt Econormc Comnuttee, February 2 1, 
1986, Mams, Stephen, Deficits and the Dollar The World Economy at Risk, Ins0tut.e for Intematronal 
Econonucs, December 1986, and Walhch, Henry C , “Capital Movements-The TJ that Wags the 
Dog,” m The International Monetary&&em Forty Years after Bretton Woods, Federal Reserve 
Bank of Boston. 1984 
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Strong Dollar The increase in the value of the dollar from 1980 to 1985 caused U S 
export prices to nse and U S. import prices to fall As a result, foreign 
consumers became more likely to buy products from other countries and 
U S consumers became more likely to buy cheaper Imports Thus, 
imports rose, exports fell, and the trade deficit increased 

Movement of the Dollar 
Since 1980 

After taking into account differences m inflation rates, the dollar’s 
value rose by about 36 percent from 1980 to 1985 in terms of the cur- 
rencies of 15 other industrial countnes that accounted for 61 percent of 
U.S trade m 1985.2 (See figure 3 1) This meant that prices of c’ S prod- 
ucts were significantly higher relative to prices of foreign products in 
1985 than they were m 1980. The dollar’s value fell about 17 percent m 
1986. 

- 
Figure 3.1: Real Value of the Dollar 
(1980-100) 
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Source CornplIed from data from Morgan Guaranty Trust Company 

The value of the dollar rose throughout most of the early 1980s and 
peaked m the first quarter of 1985. As shown in table 3.1, dunng this 

2Thls figure comes from Morgan Guaranty Trust Company and IS a trade-we@04 average Other 
estunates of how much the value of the dollar has changed agamst fore@ currencies could yield 
&fferent results because they (1) mclude a merent number of countnes III the average, (2) use 
different weIghta for each country’s currency III deternurun g the average, and (3) use dlfferenc lnfla- 
tion estunates 
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penod, the dollar rose about 70 percent 111 real terms against the curren- 
cies of the major European countries, 29 percent agamst the Japanese 
yen, but only 4 percent agamst the Canadian dollar.3 

Table 3.1: Real Value of the Dollar 
(1980=1001 

1981 1982 1983 1984 1985 1985:l 1996:4 

Japan 105 118 117 120 121 129 90 

Canada 102 101 98 102 104 104 loo 

Unlted Kingdom 114 125 139 152 148 175 123 

West Germany 126 130 137 152 153 170 106 

France 124 137 146 160 155 175 106 

Braztl 92 94 114 111 113 109 99 

Mexico 94 141 146 123 122 112 159 

South Korea 102 106 114 120 128 124 128 

Trade weighted’ 112 122 125 133 136 143 109 

‘The trade-welghted value of the dollar ts based on the value of the dollar agamst 15 lndustnal 
countnes 
Source Bilateral rates computed from data of the lnternatlonal Monetary Fund’s InternatIonal Fmanclal 
Statlstlcs, trade-welghted rate computed from Morgan Guaranty Bank data 

Since the first quarter of 1986, the real value of the dollar has fallen 
against each of the major European currencies and against the Japanese 
yen. But the real value of the dollar has changed little against the Cana- 
dian dollar and has actually nsen against the currencies of Tarwan and 
South Korea. Overall, in April 1987, the real value of the dollar was 
about at its 1980 level. 

Experts cannot precisely describe the reasons for the fall m the value of 
the dollar since early 1986. They point to reduced U.S. real growth, 
lower U.S. real mterest rates, lower oil prices, and international agree- 
ments and subsequent policy changes as factors that probably helped to 
weaken the dollar. 

The 30-percent fall in the real value of the dollar against the Japanese 
yen from the first quarter of 1986 to the fourth quarter of 1986 more 
than offset its earlier rise, leaving the real yen-dollar rate 10 percent 
below its 1980 level. According to some experts, however, this figure 1s 
misleading. Japan achieved a much more rapid growth than the United 
States in productivity in those sectors that compete internationally than 
in services and other nontraded products. Productivity growth m the 

3Reai exchange rates take into account differences in tnflatlon rates 
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Japanese traded goods sector was 73 percent higher than in the non- 
traded goods sector from 1973 to 1983; in the Umted States productivity 
growth in the traded goods sector was only 13 percent higher 4 If this 
disparity in Japanese productivity has continued and has not been 
offset by increases in Japanese wage rates, the real value of the yen 
must continually increase if U S. traded goods are to remain competitive 
with Japanese traded goods.K To keep U.S. and Japanese relative costs in 
internationally competitive sectors on an even keel, the yen would have 
to appreciate by 3 or 4 percent a year in real terms against the dollar 

Effect of a Weaker Dollar Most evidence shows that the trade balance effects of exchange-rate 
changes begin to appear about 6 months after the change and are not 
fully felt for up to 2 years. Initial effects are perverse (the J-curve 
effect) because a dollar decline initmlly increases the dollar value of 
imports without having much effect on reducing the volume of imports, 
thus increasing the deficit.6 Meanwhile, it takes time for foreigners to 
increase their purchases of U.S. goods after a weaker dollar reduces U S 
export prices, which delays the reduction in the U.S. trade deficit. 

The decline in the value of the dollar since the first quarter of 1985 
should improve the U.S. trade deficit. But the improvement will take - 
time because of the J-curve effect. The effect may also be less pro- 
nounced than many people expect because the decline in the value of the 
dollar has been concentrated against the currencies of Japan and Euro- 
pean Community countries, which accounted for only 36 percent of U.S 
trade m 1986. Against the currencies of other important U.S. trading 
partners, such as Canada, Korea, Taiwan, and Mexico, which together 
accounted for 36 percent of U.S. trade in 1985, the dollar has not expe- 
rienced such a sharp decline. 

Another reason why the trade deficit may not decline sharply is that the 
effect of a sharp increase in the value of the dollar from mid-1984 to the 
first quarter of 1985 may not have had time to be totally reflected in 

‘Marston, Rrhard, “Real Exchange Rates and Productivity Growth m the U~ted States and Japan,” 
National Bureau of Econonuc Research, Workmg Paper No 1922, May 1986 

‘Real exchange rates generally use economy-Hrlde mfkon figures to aaust for exchange rate 
changes These flm mclude both traded and non-traded goods If product~vlty growth 1s much 
more rapld m export-related mdu%nes than m the entire economy-as was the case III Japan- 
exports would have a much greater compehtlve edge than real exchange rates would mdlcate 

‘?h~ phenomenon 19 called the J-curve effect because a graphcal presentation of the trade balance 
over tune resembles the letter ‘J ’ The uutlal, short-run effect of the fall III the value of the dollar IS a 
decrease 111 the trade balance, which IS followed by a sustamed increase III the trade balance 
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recent trade statlstics.7 Thus, some of the effect of the subsequent 
dechne m the value of the dollar since early 1985 may be simply to keep 
the trade deflclt from getting worse instead of leading it to become 
better. 

Many experts believe that even a fall in the value of the dollar to Its 
1980 level may not completely reverse the effects of the strong dollar 
Once foreign firms have estabhshed reputations and mvested m mar- 
keting, research and development, and distnbution networks, they may 
find it profitable to remain in the market even at a lower exchange rate. 
Sunilarly, once U.S. firms have abandoned markets, a mere return of the 
exchange rate to former levels may not be enough to make the expensive 
recapture of these markets worthwhile. 

Fmally, as the dollar appreciated against foreign currencies m the early 
198Os, foreign producers appeared to boost their profit margms. This 
decision provided foreign producers with ample room to narrow profit 
margins by limiting price increases and thus maintain market share as 
the dollar depreciated. 

US. firms could help to lower the trade deficit by aggressively trying to 
increase sales in markets where they were previously uncompetitive 
because of the strong dollar. Successful efforts by U.S. firms to mcrease 
sales would also mean that the dollar would not have to fall as far as 
most experts believe to reduce the trade deficit sigmficantly 

Economic Recovery From 1980 to 1985, the United States expenenced stronger economic 
growth than most of its maJor trading partners. Because the demand for 
all goods, including imports, rises as income levels rise, the relatively 
strong economic growth in the United States caused U.S. imports to 
increase much faster than U.S. exports. 

Even if the U.S. economy had grown at the same rate as those of its 
major trading partners, the U.S. trade deficit would have tended to 
increase because the United States tends to increase its level of imports 

‘Many analysts beheve that much of the mcrease m the value of the dollar from rmd-1984 to Feb 
ruary 1986 was the result of a “speculahve bubble” caused by enough mvestirs behevmg that the 
value of the dollar would mcrease that they fulftied ther emons by btddmg up the value of t il 
dollar These analysts argue that the process fed upon Itself unti the value of the dollar was substar 
hally above the level that fundamental economc forces would dxtate The sharp dechne m the valul 
of the dollar smce February 1986 suggests that a speculative bubble may mdeed have existed 
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more sharply than most other countries m response to increases in 
income. 

Western Europe 

. 

From 1980 to 1985, real economic growth in the Umted States averaged 
2.5 percent a year, whereas in the major industrial countries of Western 
Europe it averaged only 1.2 percent a year. Although economic growth 
in the United States was not appreciably faster than in Western Europe 
in 1980-82, the combination of an expansionary fiscal policy and the 
easing of U.S. monetary policy set off a strong economic recovery in the 
United States in 1983. Western Europe, meanwhile, experienced a much 
more modest recovery. 

The uneven economic recovery among countries drew imports into the 
United States at a much faster rate than U.S. exports flowed into 
Western Europe. From 1980 to 1985, the U.S. trade balance with 
Western Europe fell annually, so that by 1985 the United States had a 
$21-billion trade deficit with Western Europe; in 1980 the United States 
had a $20-billion surplus. (See table 3.2) 

Table 3.2: U.S Trade With Wostem 
Europe Figures In btlhons 

U S exports 

US Imports 

Trade balance 

1980 la81 1982 1983 1984 1985 
$676 $651 $597 $554 $569 $560 

47 2 52 9 52 9 55 6 72 1 77 5 

20 4 122 68 -02 -152 -21 4 

Source wy of Current Bustness, June 1986, PP 48 and 50 

Japan The U.S. trade deficit with Japan increased by $33 billion from 1986 to 
1985, which represented one-third of the total rise in the U.S. trade def- 
icit. The U.S. deficit with Japan increased moderately between 1980 and 
1982 and then much more rapidly over the next 3 years. This increase 
reflected a rapid growth in US. imports accompanied by near stagnation 
of exports. From 1980 to 1985, U.S. imports from Japan more than 
doubled, increasing by $34 billion. In the same period, U.S. exports to 
Japan increased by only $1 billion. (See table 3.3) 
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Table 3.3: U.S. Trade With Japan 
Figures In bllllons 

U S extorts 
1980 1951 1982 1953 1984 1955 
$20 a $21 a $20 7 $21 8 $232 $22 I 

U S imports 31 2 37 6 37 7 428 60 2 65 7 
Trade balance -104 -158 -170 -21 1 -370 -435 

Source SurJey of Current Business, June 1966, pp 48 and 50 

Slower Japanese economic growth in the 1980s contributed to the rise m 
the U.S. trade deficit. In the 19i’Os, the average annual increase m U S 
real economic growth was 2.7 percent, compared with 5.2 percent for 
Japan. From 1980 to 1985, the U.S.-Japan growth differential narrowed 
as the rate of increase in real Japanese economic growth slowed to 4 0 
percent a year; real U.S. economic growth was 2.5 percent. This shift m 
economic growth pattens slowed the growth rate of U.S. exports to 
Japan relative to the growth rate of U S. imports from Japan. 

Experience suggests that Japan’s economy must grow faster than that 
of the United States to keep U.S. exports and imports with Japan 
growing at about the same rate. One study estunated that Japan’s real 
income must grow at nearly three tunes the U.S. rate to maintam bal- 
anced increases m exports and imports8 The study estimated that about - 
40 percent of the increase in the U.S. trade deficit with Japan from 1980 
to 1985, or about $14 billion, could be attributed to a narrowmg of the 
U.S.-Japan growth differentiaIg 

Latin American Debt In the early 1980s many developing countries that had borrowed exten- 
sively from the international banlung system m the 1970s experienced 
economic difficulties. Latin American countries were particularly hard 
hit. These countries were forced to reduce their imports sharply to ser- 
vice their debt. As a result, the U.S. trade deficit with these countries 
rose sharply. 

A number of economic factors combined to disrupt the economies of 
many Latin American countries. The recession in the mdustnal coun- 
tries m the early 1980s reduced the demand for the exports of Latin 
American countries. The decline in the prices of many commodities 

sRemhart, Vmcent, “Macroecononuc Influences on the U S -Japan Trade Imbalance,” Quarterly 
Revmv, Federal Reserve Bank of New York, Spnng 1986, pp 6-11 

gThe study also estunated that onethxd of the uxrease m the U S trade balance urlth Japan from 
1980 to 1985, or $12 b&on, was caused by the strengthemng of the U S dollar 
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exported by these heavily indebted countnes also contributed to their 
problems. In addition, high mterest rates and the increased burden of 
dollar-denominated debt as the dollar rose in value made it more dlffi- 
cult for these countries to service their debt. 

Latin Amencan imports fell because of the exchange rate devaluations 
and restrictive fiscal and monetary policies that were part of adjustment 
programs supported by the International Monetary Fund. Mexico, for 
example, reversed a late 1970s trend toward import hberalization and 
instituted a stnct import licensing procedure. The idea behmd these 
adjustment programs was to enable these countnes to service their loans 
from foreign exchange earnings, not by receiving new loans. 

The value of U S. exports to Latin America fell $8 billion from 1980 to 
1985. (See table 3.4) Exports to Latin America accounted for 17 percent 
of total US. exports in 1980, but only 14 percent m 1985. 

Table 3.4: U.S Trade With Latin America 
Figures in bhons 

1980 1981 1982 1983 1984 1985 
U S exports $366 $428 $33 2 $25 6 $298 $30 8 

U S imports 37 5 39 1 38 6 428 484 46 1 

Trade balance 13 37 -54 -172 -18 6 -153 

Source wy of Current Business. June 1986. pp 48 and 50 

As the potential for further import reductions was exhausted, Latm 
American countries tried to expand their exports. From 1980 to 1985, 
US. imports from Latin America increased by $9 billion, or 23 percent. 
As the leader in the global recovery, the Uruted States, with Its compar- 
atively open markets, played a disproportionate role m absorbing the 
output of the debtor countries. Between 1982 and 1984, the United 
States absorbed about 95 percent of the mcrease in exports by Latin 
American countries to industrial countries, much more than would be 
implied by the normal 50 percent U.S. share of Latin American exports 
to industrial countries. 

As a result of the decrease in exports to Latin American countries and 
an increase in US. imports from these countries, the U.S. trade balance 
with Latin America fell from a positive $1 billion in 1980 to a negatwe 
$15 billion in 1985. The U.S. trade deficit with Latin American countries 
will probably continue as long as they have to run trade surpluses to 
service their loans. 
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Foreign Trade Barriers Some experts have attributed the sharp increase m the U S. trade deficit 
to the effects of trade barriers abroad, but most believe that the increase 
is too pervasive to be credibly explained by analyses focused on a 
product-by-product, country-by-country basis Most of the trade bar- 
riers that U.S. goods face have been m place for many years 

. 

Removal of foreign trade barriers could reduce the U.S. trade deficit, but 
the effects would be dwarfed by the possible effects of such 
macroeconomic factors as changes in exchange rates. These 
macroeconomic factors affect all mdustries that compete with foreign 
goods and, thus, have more wide-ranging effects than foreign trade bar- 
riers, which affect only those U.S. industries facing the barriers 

Even if one U.S. industry succeeds in improvmg its trade position by 
having foreign trade barriers removed, it does not ensure a comparable 
increase in U.S. employment and the trade balance. Rather, the 
improved trade performance of one U.S. sector might worsen that of 
other sectors. For example, one study estimated that if all Japanese and 
U.S. tariffs and nontanff barriers were removed, U.S. mdustnes that 
produce agricultural, forestry, and fisheries products would expand sig- 
nificantly because these industries are heavily protected in Japan, but 
virtually all U.S. manufacturing mdustries would contract because these 
industries are given minimal protection in Japan and somewhat higher 
protection in the Umted StateslO 

Although foreign trade barriers did not play a central role m causing the 
U.S. trade deficit to surge, they are a major source of friction. They can 
distort the composition of US. trade with foreign countries, imposmg 
serious costs on some US. producers. 

Japan has borne the brunt of the criticism for its trade barriers because 
of the rapidly increasing U.S. bilateral trade deficit with Japan 
Although Japan’s tariffs and quotas are recognized as being no higher 
than those of other rnalor industrial countries, many suspect that 
“intangible” barriers to imports contribute to Japan’s trade surplus. 

Intangible barrrers are mainly regulations and business practices 
applying to both domestic and foreign producers that, by accident or 
design, work to the special disadvantage of imports. Intangible barriers 
are found in many countries and have attracted increasing international 

‘“Saxonhouse, Gary, “Japan’s Intractable Trade Surpluses m a New Era,” Semmar Dlscumon Paper 
No 178, Umvemty of Mlch@n, 1986 
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criticism as tariffs have gradually been negotiated downward. But Japa- 
nese intangible barriers have attracted particular attention. Other coun- 
tries have complained that restrictive product standards and related 
inspection and certification procedures, the wholesale and retail distn- 
butlon systems, and government procurement procedures make many 
Japanese markets difficult to penetrate. 

One study estimated that if Japan were to eliminate all its mtangible 
trade barriers, its unports would increase by as much as $9 billion from 
the 1983 level, with about half of the gain accruing to U.S. exporters.11 
The study states that although such a gain is not mconsequential, it is 
too small to suggest that intangible barriers are the primary or even 
major source of Japan’s trade surplus. Another study reported similar 
results. It estimated the effect of Japanese trade barriers on U.S. 
exports at $5 billion to $8 billion ann~ally.~~ It also estimated the effect 
of U.S. trade barriers on Japanese exports of steel, textiles, and autos to 
the United States at $4 billion annually. 

Although trade barriers have had a minimal effect on the increased US. 
trade deficit, they can affect potential gains from trade. By preventing a 
country from exporting products in which it has its greatest compara- 
tive advantage, a protecting country reduces the gams from trade for 
both countries. The loss of potential U.S. benefits from trade is espe- 
cially great if foreign barriers protect against those mdustries in which 
the relative advantage of U.S. producers is greatest. 

U.S. Competitiveness Although declining U.S. competitiveness is frequently cited among the 
reasons for the large increase in the US. trade deficit, it actually was 
not a significant factor. As discussed earlier, the underlying causes were 
macroeconomic factors (such as changes in U.S. fiscal policy), rather 
than microeconomic factors (such as productivity rates), which deter- 
mine competitiveness. Competitiveness is not something that the United 
States suddenly lost in the early 1980s with the increased trade deficit. 
The rapid increase in the value of the dollar priced U.S. products out of 
many markets and dwarfed any effect that productivity differences 
could have had on the competitiveness of U.S. products. 

1 h3nstelow, Dorothy, “Japan’s Intangible Rarners to Trade m Manufactures,” Quarterly Review -t 
Federal Reserve Rank of New York, Water 1985-86, pp 11-18. 

12EIergsten, C. Fred and Wiliiam R. Cline, The U~ted States-JaD8n Econormc Problem, Institute for 
lntemattonel Econormcs, October 1985 
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Although a loss of U.S. competitiveness was not a maJor factor m the 
increased trade deficit, the level of U S. competitiveness IS an importa 
issue. Increased competitiveness is a sigmficant factor m gammg bettc 
terms of trade, rather than a better balance of trade. Better terms of 
trade would enable the United States to increase the amount of import 
goods and services obtained for a given amount of exported goods and 
services, thereby raising the nation’s standard of living. If the United 
States has lost competitiveness, however, the worsening of its terms of 
trade would result m a reduced standard of living. 

Experts do not agree on the current status of U.S. competitiveness. Son 
experts believe that U.S. industry is still highly competitive and has 
done a good job holding its own against increased foreign competition, 
despite the sustained period of dollar overvaluation. These views are 
based on aggregate data showing increased U.S. manufacturmg output 
and favorable unit labor costs. Other experts believe that U S. competi- 
tiveness has declined. Their views are based on factors such as 
decreasing world market shares for U.S.. exports (mcludmg high-tech- 
nology products), relatively low rates of productivity increases, and 
declining real wages. 

Increased Competitiveness If exchange rates were fixed, a loss of US. competitiveness would result 

Means Increased Gains in a larger U.S. trade deficit. Increased foreign competitiveness would 

From Trade allow foreign firms to lower their prices relative to U.S. prices, which 
would result in increased sales by foreign firms and reduced sales by 
U.S. firms. Fixed exchange rates would prevent any adjustment by 
exchange rates to offset the change in competitiveness. 

But with exchange rates allowed to float, the effect of changes m U.S. 
competitiveness on the trade deficit becomes quite small when com- 
pared with the effect of changes m exchange rates. Changes m produc- 
tivity, which can significantly affect a country’s competitiveness, 
seldom are greater than 3 percent a year, whereas annual exchange rate 
changes can be much larger. In the long run, when the compound effects 
of a chronic loss of U.S. competitiveness might be felt on the trade def- 
icit, the value of the dollar would fluctuate at lower levels to reflect the 
loss of competitiveness. A weaker dollar would mean more U.S. dollars 
would be needed to purchase foreign products, which would mean that 
the U.S. terms of trade would have fallen. The trade deficit would be 
relatively unaffected. 
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Even though policies designed to increase U.S. competitiveness have 
only a limited effect in reducing the trade deficit, they may still be desir- 
able. The gains from trade are derived from the exchange of products 
whose production at home would require usmg more domestic resources 
than are needed to purchase the goods from abroad. Policies that 
increase a country’s gains from trade result m an increase m that 
country’s standard of living. International trade can thus be considered 
as a kind of “superior technology” that allows countries to derive more 
from their productive inputs than would otherwise be possible.13 

The campaign to enhance U.S. competitiveness has generated many pro- 
posals that, if implemented effectively, might promote the economic 
well-being of the country. But because most of these proposals would 
entail economic costs, before they are implemented it should be deter- 
mined if their benefits exceed their costs. It should be noted that these 
policies would have the same effect even if the economy were entirely 
closed to international trade. 

Experts believe that while macroeconomic forces will sooner or later 
reverse the U.S. trade deficit, the economic costs of the required adJust- 
ment will be higher if U.S. competitiveness has eroded. In such a case, 
the dollar would have to fall even lower than it would otherwise to sell 
U.S. products on world markets; the worsened terms of trade would 
reduce the U.S. standard of living. 

Need for Better 
Understanding of 
Competitiveness 

Discussions of the U.S. trade deficit often turn into discussions of the 
status of U.S. competitiveness and its importance as a factor causing the 
current trade imbalance. This occurs because of some confusion about 
what the term “competitiveness” means. 

Although competitiveness can be analyzed at three separate levels (a 
nation’s entire economy, an industry, and an individual firm), when dis- 
cussing U.S. competitiveness, attention must focus on the nation as a 
whole, rather than on individual industries or firms. In any dynamic 
economy, some industries and firms will be shrinking and others will be 
growing. 

Most studies define national competitiveness as the ability of a country 
to sell goods and services in the international marketplace while 

L3McCulloch, Rachel “Trade Defiuts, Industnal Competlhveness, and the Japanese ” C&forma Man- 
Bement Fkvlew, vol 27, no 2, Wmter 1985, p 162 

Page 31 GAO/TUSIAD437-135 U.S. Trade Deficit 



Ch8pt.m 3 
Pnximate fhnaea of the Trade JIefldt 

mcreasing its standard of living. This imphes that a country IS not neces 
sanly more or less competitive because of a posltlve or negative balance 
of trade. At a sufficiently low exchange rate for its currency, any 
country could have a trade surplus. But that exchange rate might have 
to be so low that the country’s standard of living would fall because of 
the fall in the country’s terms of trade. To be competltlve, a natlon musr 
be able to employ its resources so as to earn a nsmg level of real Income 
through specialization and trade in the world economy 

Arguments That U.S. Those experts who believe that U.S. mdustry has held Its own against 

Competitiveness Is Healthy increased foreign competition argue that the “deindustnallzatlon of 
America” by foreign competition is more myth than substance.14 They 
believe that the economy was hindered by an overvalued dollar and a 
recession, but is now recovering well. 

These analysts argue that U S. economic growth has been strong enough 
to raise both domestic manufactured output and imports substantially 
They point out that U.S. industrial production has performed well m 
comparison to its major trading partners, except for Japan: from 1980 to 
1986, the average annual increase was 2.8 percent for the United States, 
2.0 percent for Canada, 0.7 percent for the European Community, and 
4.1 percent for Japan. 

They also note that manufacturing output has grown steadily with the 
economy. Manufacturing’s share of real GNP has fluctuated m a very 
narrow range-between 20 and 22 percent-over the past two decades. 
This suggests that the demand for U.S. manufactured goods has not 
shifted much over the past 20 years despite the growth of U.S. imports 

Another important indicator, unit labor costs, 1s also cited as evidence of 
sustained U.S. competitiveness. U.S. umt labor costs in manufacturing 
have increased at a relatively slower rate than m many of its trading 
partners. Table 3.6 compares unit labor costs in the United States with a 
trade-weighted average of umt labor costs in 11 of the largest foreign 
industrial countries. 

‘%ee, for example, Econormc Report of the President, 1987 and 1986, and Fleleke, Norman S “The 
Fomgn Trade Defiat and Amencan Industry ” New England Ecmormc Review, Federal Reserve 
Bank of Boston, July/August 1986 
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Table 3.5: U.S. and Foreign Unit Labor 
Costs [1980 = 1001 

1984 

1985 

Year 
1980 

1981 

1982 

1983 

1105 

1112 

United 
States 

1000 

1073 

1140 

111 1 

1151 81 9 

11 Foreign 

1163 

lndustrlal 

80 3 

countnes~ 
National 

Dollar currency 
basis basis 
1000 1000 

1082 96 9 

1144 91 6 

1154 88 5 

. ‘Trade-welghted average of Belgium. Canada, Denmark, France, Germany, Italy, Japan, Netherlands 
Norway, Sweden, and the Unlted Kingdom 
Source Economic Report of the President, 1987. p 118 

When measured in national currencies, growth m unit labor costs from 
1980 to 1985 was 5 percentage points lower m the United States than 
abroad. This would have improved U.S. cost competitiveness if the 
dollar had not appreciated to such an extent that it overwhelmed the 
fall in relative U.S. labor costs and caused relative foreign unit labor 
costs to fall by 39 percent when measured in dollars. 

Arguments That U.S. 
Competitiveness Is 
Declining 

Experts who argue that U.S. competitiveness has been declining base 
their analysis on a variety of indicators.16 Perhaps the most important 1s 
that U.S. productivity growth has been outstripped by almost all U.S 
trading partners. Between 1981 and 1986, the average annual rate of 
productivity growth was 1 .O percent for the United States, 3.1 percent 
for Japan, 2.8 percent for the United Kingdom, 2.0 percent for Germany, 
1.5 percent for France, and 1.4 percent for Canada.16 

In addition to lagging rates of productivity growth, these analysts cite 
declining real wages and decreasing world market shares for US. 
exports. Real hourly compensation remained virtually stagnant between 
1973 and 1979, and has declined since then. U.S. firms are losing world 
market share in many industries. Even in high-technology industries, 
which have historically been sources of competitive strength, the United 
States has lost world market share in 7 out of 10 sectors since 1965. 

Qee, for example, The Report of the hdent’s Co mnussion on Industnal Competltweness, “Global 
CompeQtion. The New Realty;” and Scott, Bruce R and George C Lodge, eds U S Cbmpetltlveness 
m the World Economy 

16Wharton Ekonometnc Forecastmg Associates, “World Econonuc Outlook,” December 1986 
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Although each measure of competitiveness has its limitations and mdi- 
vidually may be explained away, some argue that together they portray 
a serious long-term problem. Even temporary distortions, such as the 
overvalued dollar, can have profound and enduring consequences, For- 
eign compames that establish sales, distribution networks, and brand 
recognition in the U.S. market will tend to hold them as the dollar 
declines. In addition, the large profits garnered by foreign industries as 
a result of the hgh dollar were, in many cases, reinvested m more effi- 
cient production that will generate a competitive edge in the years to 
come. 

Conclusion The most important proximate cause of the increased U S. trade deficit 
was the sharp rise in the value of the dollar. Other important proximate 
causes were the relatively strong U.S. economic recovery and the Latin 
American debt problem. Foreign trade barriers and a loss of U S com- 
petitiveness were not important factors in the increase in the trade 
deficit. 

The increase in the value of the dollar caused prices of U S goods to rise 
relative to the prices of foreign goods, which caused U.S. imports to rise 
and U.S. exports to fall. The relatively strong U.S. economic recovery 
caused U.S. consumption of all goods, including imports, to rise, whereas 
languishing foreign economies curtailed U.S. exports. Latin American 
countries sharply curtailed their imports because they needed to achieve 
trade surpluses to service their international debt. 

The increase in the trade deficit was so pervasive that foreign trade bar- 
riers, most of which have been in place for many years, could not 
account for much of the increase. U.S. products became less competitive 
in international markets m the 1980s primarily because of the sharp 
increase in the value of the dollar, not because of a sudden decline m 
productivity. 
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The macroeconomic factors that led to the Increased trade deficit had 
both positive and negative effects on the U.S economy U S industries 
that compete in international markets experienced difficulties, and 
employment in export-related and import-competing industries fell 
sharply In addition, the increased deficit increased protectionist pres- 
sures that threaten to undermme the mternational trading system On 
the other hand, employment increased sharply m industries that do not 
compete with foreign goods, and U S inflation fell dramatically. 

The U.S. trade deficits and the corresponding borrowmg from foreigner\ 
needed to finance them are so large that the annual addition to the U S 
international debt position exceeds the total debt of such large debtors 
as Brazil and Mexico. Although the U.S. debt position relative to the size 
of the U.S economy is currently not as serious as the debt posrtions of 
many Latin American countries, the United States will have to reduce 
the deficit or face the possibility that in the future it may be forced to 
follow economic policies that are primarily designed to allow it to ser- 
vice its mtemational debt. 

IY t5g;a~l v t: Lfects petition from foreign producers m both US. and foreign markets The 
United States, which had a surplus of $11 billion m trade m manufac- 
tured goods in 1980, registered a $107-billion deficit in 1985. 

Employment Although many export and import-competing industries experienced 
declines m employment, the effect of the macroeconomic policies on 
total employment is unclear. Most studies that try to translate the trade 
deficit into Job losses are misleading because they implicitly assume that 
the trade deficit could be eliminated without affecting other sectors of 
the economy. These analyses often ignore that total employment rose by 
8 milhon from 1980 to 1985, even though the trade deficit rose by $120 
billion over this penod. The macroeconomic policies that led to the trade 
deficit also stimulated the growth in employment. Furthermore, the cap- 
ital inflows that corresponded to the trade deficit played an important 
role m creating the economic conditions that led to the increase in 
employment. 

Although the effect of the trade deficit on total employment is unclear, 
the trade deficit certainly affected the composition of employment. 
Export-related employment fell by 1.8 million jobs from 1980 to 1984. a 
25-percent decline. But a large number of jobs were created in services 
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and industries that do not compete directly with foreign products and 
services. 

Protectionist Pressures The poor economic performance of U.S. industries facmg increased for- 
eign competition evoked strong pressures for changes m U S. trade 
policy, even though the overall U.S. economy was doing reasonably well. 
The proposed changes included protection against imports, aggressive 
export promotion, and retaliation against those who restrict imports 
from the United States. Support for these changes is widespread 
because of a belief that the U.S. industrial base and national secunty are 
threatened by a decline of such manufactunng industries as steel and 
machine tools. In addition, large trade deficits increase the suspicion 
that other countries are taking unfair advantage of the U.S. free trade 
philosophy and have created an “uneven playing field” for US. 
industries. 

The large trade deficits could cause more stringent protectionist laws to 
be adopted. If foreign governments retaliate, the world’s trading system 
could be undermined, which could lower the U.S. standard of hvmg by 
forcing U.S. industries to shift resources from the production of 
exported goods in which the Uruted States has a comparative advantage 
to the production of goods that previously have been imported from 
more efficient foreign producers. 

Foreign Countries The macroecononuc policies that led to the mcreased trade deficit also 
had some negative effects on foreign economies. The increase in the 
value of the dollar induced foreign central banks to increase their 
interest rates to prevent the value of their currencies from falling even 
further. The induced rise in interest rates restrained spending in 
interest-sensitive sectors and contributed to the stubbornly high level of 
unemployment in Europe. In addition, the fall in the value of foreign 
currencies increased inflationary pressures abroad. 

Positive Effects In some respects, the macroeconomic factors that led to the mcrease in 
the trade deficit were beneficial. The strong economic recovery stlmu- 
lated U.S. production and investment in sectors less involved in interna- 
tional trade. In other industries, competition from imports prompted 
more spending on plant and equipment and greater attention to control- 
ling wages and other costs. The strong dollar kept prices of traded goods 
and close substitutes lower than they would have been otherwise, 
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thereby benefitting both U.S. consumers and U S producers who use 
imported goods. The mcrease in import competition also caused struc- 
turally weak mdustnes to be pared back, an essential process m the nat- 
ural evolution of the U.S. economy. In addition, the inflow of foreign 
funds that financed the trade deficit kept U.S. interest rates lower and 
mvestment higher than would have been the case otherwise 

Inflation 

. 

The increase m the value of the dollar from 1980 to 1985 made the task 
of bringing inflation under control easier. The strong dollar reduced the 
prices of many imports, which forced their U.S. competitors to reduce 
their prices in an effort to remain competitive. Studies estimate that the 
increased value of the dollar was responsible for more than one-srxth, 
but less than one-half, of the decrease m mflation from 1980 to 1984. 
Recession and lower oil prices help to explain the remainder 

Foreign Countries The macroeconomic policies that led to the increased trade deficit also 
had positive effects abroad. The stimulative effects on the econonues of 
Japan and Europe caused by the increased U.S. demand for foreign 
products came at a time when domestrc demand in Europe and Japan 
was languishing because of restrictive fiscal policies. Without this 
helpful stimulus from the United States, it might not have been possible 
for some European countries and Japan to reduce then- government 
budget deficits without causing sharp rises in unemployment. 

Effect of U.S. Debt 
Position 

time since 1914, when its net international investment position became 
negative. (See figure 4.1) By the end of 1986, the United States had 
become the world’s largest debtor, surpassing Brazil. 
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Figure 4.1: U.S. International 
Invertment Position (In Bhons of Dollars) 
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Source Economic Report of The President. 1987, p 363 

The U.S. debt position, however, is not comparable with those of Brazil 
and other LDC debtors. At the end of 1986, it was about $250 billion, 
which was only about 6 percent of U.S. GNP. On the other hand, Brazil’s 
debt position was equivalent to about 40 percent of Brazilian GNP. Thus, 
although the United States is the world’s largest debtor, relative to the 
size of its economy its debt position is smaller than the debt positions of 
most LDcs. 

In addition, U.S. foreign debt is unique in that the United States is the 
only country able to borrow large amounts in its own currency. US. 
international debt is denominated almost exclusively in U.S. dollars, and 
the United States does not have to obtain foreign exchange to repay its 
international debt. This frees U.S. debt-servicing payments from a major 
potential problem faced by most borrowers-depreciation of their cur- 
rency against the currencies in which the debt is denominated. 

If the U.S. trade deficit were to remain at its present level relative to 
GNP, however, within a decade the ratio of U.S. international debt to GNP 

would be as high as that of Brazil. At some point, the United States ~111 
have to service its debt by exporting more than it imports rather than 
by increasing its borrowing. To achieve these trade surpluses, either 
exports will have to be increased by increasing production or imports 
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reduced by cutting back on consumption. The key question is whether 
foreign borrowing is currently being used to build the plants and equlp- 
ment that will generate the output needed to service and eventually 
repay the foreign debt or whether the borrowing is providing for higher 
levels of current consumption. Because investment is not unusually 
high, it appears that the borrowing is being used primarily to finance 
increased consumption. 
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Policy Options for Reducing the Trade Deficit 

Many remedies have been put forward for reducmg the trade defeat. 
Several involve actions by the United States; others involve actions by 
other countries. Most of the policy proposals rely upon a lower value o t 
the dollar to improve the pnce competrtiveness of U.S. products agamst 
foreign products. 

U.S. Actions Suggested U.S. actions mclude changes m fiscal, monetary, and trade 
policies. Specifically, these proposals mclude reducing the large U S. 
budget deficit, following an expansionary monetary policy, and 
imposing an import surcharge, either across-the-board or aimed at coun- 
tries with large trade surpluses with the United States, particularly 
Japan. 

Even though the value of the dollar has already fallen substantially 
from its 1986 highs, many analysts believe that it must fall still further 
if the trade deficit is to be eliminated. Morgan Guaranty Trust Company 
for example, estimates that if the dollar remained at its end-year 1986 
level for the remainder of the decade, the U.S. trade deficit would not 
fall below $100 billion in the foreseeable future. Many analysts believe 
that the value of the dollar must fall below 1t.s 1980 level to displace 
foreign products that have become fiily entrenched in international 
markets after supplanting U.S. goods when the dollar was strong. 

Saving-Investment 
Imbalance 

Mirroring the decline in the U.S. trade deficit will be a decline in U.S. net 
capital inflows. This means that the United States will have to reduce Its 
saving-investment imbalance by increasing private savmg, decreasing 
investment, or reducing the U.S. budget deficit. Prospects for mcreasmg 
saving are not good, however, nor are the consequences of lower 
investment. 

Total private saving (comprising business and personal saving) as a 
share of GNP has been relatively constant since the mid-1970s and is 
actually higher than it was in most of the 1950s and 1960s. Although 
business saving has increased since 1974, personal saving has drifted 
downward since the mid-1970s and is low relative to its histonc norm, 
offsetting the increase in business saving. Attempts to increase personal 
saving have not had much success. 

High investment is generally considered desirable because investment 
leads to increases in productivity and economic growth. These increases, 
in turn, lead to higher real wages and a higher standard of living. By 
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forgomg current consumption, a country can invest m assets that ~111 
help to produce future output Thus, lowenng the level of Investment IS 
not an attractive option. 

Given the above alternatives, reducing the U S budget deflclt appears to 
be the most viable way to reduce the saving-investment imbalance To 
eliminate the savmg-investment imbalance, the budget deficit need not 
be ellmmated, Just reduced significantly 

Lower the Budget Deficit 
. 

Many experts believe that reducing the budget deficit would lead to a 
lower trade deficit. They argue that a lower budget deficit would lead to 
lower interest rates because the demand for credit m the United States 
would fall The decline m U S. interest rates would make U S securltles 
less attractive to foreigners, which would tend to lower the value of the 
dollar. A weaker dollar would eventually reduce the trade deficit by 
lowering the relative prices of U S. goods in mtematlonal markets, 
although It may take several years before the full effect 1s felt I The 
reduction m the trade deficit would be mirrored by a reduction m C S 
net capital inflows. The decline m the budget deficit, however, would 
reduce the saving-investment imbalance and help to prevent U S 
interest rates from nsmg and crowding out private investment 

Reducing the budget deficit, however, could lead to a recession A large 
budget deficit provides a stimulus for the U.S. economy that, if removed 
too quickly, could lead to an economic downturn. The proper rate for 
reducmg the budget deficit requires walking a fiscal tightrope between 
reducmg the deficit too quickly and triggenng a recession or reducing it 
too slowly and risking the long-term costs of running large trade 
deficits. 

To prevent the U.S. economy from sliding into a recession, the budget 
deficit needs to be reduced gradually, at about the same rate as the 
trade deficit declines. The stlmulatlve effects of the weakening of the 
dollar since 1985 should begin to be felt in 1987, which might allow the 
budget deficit to be cut in 1987 without causing a recession. A reduced 
budget deficit should tend to push the dollar lower and lead to an even 
lower trade deficit in later years. That would allow the budget deficit to 
be cut even further m subsequent years without causing undue harm to 
the U.S. economy. 

‘It LS possible that by bolstenng fore@ confidence m the II S economic outlook reducmg the I 5 
budget deficit could actually mcrease the value of the dollar m the short run 
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Expansionary Monetary 
Policy 

An expansionary monetary policy could help to push the value of the 
dollar lower and to offset some of the contractionary effects of a smaller 
U S budget deficit. It would lower short-term interest rates, which 
would increase spendmg by both businesses and consumers Lower 
interest rates should also weaken the dollar, which would allow U S 
import-competmg industries to increase their profits because of higher 
sales and higher markups. Thus, pressure on the manufacturing and 
agricultural sectors would be relieved 

The Federal Reserve, however, may be reluctant to expand the money 
supply too rapidly. The Federal Reserve helped to lower inflation and 
would like to keep it low But if inflation increases significantly because 
higher import prices caused by the weaker dollar allow U S. firms to 
raise their prices, the Federal Reserve may not be willing to expand the 
growth rate of the money stock for the fear of contributing to the mfla- 
tionary spiral. 

Trying to coordinate maJor changes in macroeconomic policies without 
causing either a recession or renewed inflation, however, is very diffi- 
cult because the timing and severity of the economic effects of the 
changes are difficult to determine accurately beforehand. 

Import Surcharge A U.S. import surcharge would lower both the U.S. budget and trade 
deficits, but could damage the international trading system if other 
countries were to emulate the United States. A surcharge could be 
across-the-board or country-specific; both have been proposed, and 
either could be imposed legislatively or by Presidential actions under the 
Trade Act of 1974. 

The effect of a surcharge on the budget and trade deficits is direct. A 
surcharge, like any other tax increase, would increase government reve- 
nues, which would lower the budget deficit. At the same time, a 
surcharge would cause U.S. import prices to rise, which would eventu- 
ally reduce the level of U.S. imports and lower the trade deficit. In addi- 
tion, a surcharge would permit US. firms that compete with imports to 
raise their prices and profit margins, which have been severely eroded 
in recent years by the strong dollar. 

A surcharge would have several negative effects on the U S. economy, 
including reduced competitiveness for U S. exporters that use imported 
goods as inputs m the production process. Most importantly, however, is 
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the possible effect that a surcharge would have on the whole mterna- 
tlonal trading system. In a world beset by both international debt bur- 
dens and government budget deficits that are generally consldered 
excessive, a move by the United States to impose a surcharge on imports 
could be widely c~pied.~ Such an effect would reduce U S exports, thus 
offsetting at least part of the reduction m the trade deficit achieved by 
the surcharge. The result would be that the international trading system 
could be disrupted severely, which could undermine one of the key 
foundations of postwar prospenty and political harmony for free-world 
countries. 

A country-specific surcharge would run less nsk of widespread copying. 
Such a surcharge, however, would generate much less revenue for the 
government and would affect only a portion of U.S. imports, thus 
reducing the effect of the surcharge on reducing the deficits. In addition, 
a selective surcharge would directly violate the most-favored-nation 
prmclple of Article I of the General Agreement on Tariffs and Trade 

Presumably less damaging would be the threat of a selective C S 
surcharge, or even an actual U.S. decision to impose a surcharge at a 
specified future date unless bilateral U.S. trade deficits were reduced. 
Indeed, many who favor such a course admit that their goal is not to 
impose a surcharge, but to prod these countries into taking policy 
actions to reduce their trade surpluses. Of course, such bnnksmanshlp 
can easily get out of control, and a surcharge that neither side desires 
may ultimately be imposed. 

Foreign Actions Opposite actions analogous to those suggested for the United States- 
increasmg foreign budget deficits and a surcharge on exports-have 
also been suggested for other countries, particularly Japan. In addition, 
some have urged that foreign trade barriers be removed and that 
emerging mdustrial countries that are keeping their currencies under- 
valued allow their currencies to increase in value. 

Increased Economic Growth Stronger economic growth abroad over a sustained period, particularly 
for major U S. trading partners, such as Japan and West Germany, 
would reduce the U.S. trade deficit by mcreasmg U.S. exports. Stronger 

‘The Untted States could argue that by nuuung huge trade deficits for several years It has sho*n a 
strong comnutment to free trade and that a temporary aberration to restore balance should be under- 
stood by other countnes and should not be copwd 
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economic growth abroad could be achieved through an increase m for- 
eign government spending, tax cuts, or expansionary monetary policy 
An increase m foreign mcomes would increase foreign consumption of 
all goods, mcludmg imports. In addition, an expansionary fiscal policy 
would put upward pressure on foreign interest rates. As a result, foreign 
currencies would appreciate, makmg foreign goods less price competi- 
tive with U.S. goods. Many foreign governments are concerned, how- 
ever, about the size of the public sector and the build-up of public debt 

Increased foreign economic growth would increase U.S. exports, but by 
how much is not clear. U.S. goods account for such a small portion of 
consumption in West Germany and Japan that even if the rate of eco- 
nomic growth was to increase substantially in these countries, U S 
exports might not increase much. It is possible, however, that increased 
economic growth m West Germany and Japan could trigger substantial 
increases in economic growth in other European and less developed 
countries that, in turn, could lead to a further increase in U.S. exports 

Export Surcharge An export surcharge would help to reduce the trade deficit by raising 
the prices of foreign exports to the United States. Such an action, how- _ 
ever, would reduce private investment in foreign countries by reducing 
the profitability of their firms. Consequently, foreign economic growth 
would be slower, and iromcally, the trade surpluses of these countries 
might actually increase. Unless the surcharge were permanent, the 
effect on the trade deficit would be only temporary, and other measures 
would have to be taken to balance the U.S. trade deficit in the long run 

Reduced Trade Barriers Some U.S. officials have called on countries, particularly Japan, to hber- 
alize their import markets to reduce their large trade surpluses with the 
Umted States. If Japan were to institute such a liberalization, the 
greatest effect might be to increase its imports of agricultural products, 
its most protected market. Increased Japanese imports m previously 
protected industries, however, could lower the value of the yen because 
of the increased demand for foreign currency by Japanese importers. As 
a result, Japanese exports could become more competitive. 

This is not to suggest, however, that such import liberalization as the 
Japanese can take would not be desirable. On the contrary, by allowmg 
U.S. producers to export those products m which the United States has a 
comparative advantage, the liberalization of Japanese markets would 
allow U.S. resources to be used in their most productive manner. As a 
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result, the U.S. standard of living would be improved slightly because of 
the greater gains derived from trade 

LDC Debt Problem If the LDC debt crisis could be resolved, the U.S trade deficit would be 
lowered because of increased exports to Latin American countries 
Resolving the debt crisis, however, is a difficult problem. Several reme- 
dies have been proposed to help to resolve the crisis, but considerable 
controversy still surrounds the relative costs and benefits of these 
proposals. 

However, it appears that the cost of the LDC debt crisis has been borne 
primarily by the real side of the economy in both the United States and 
the LDCS rather than by the financial sector. U.S. commercml banks as a 
whole apparently have not reserved against or written down much of 
their LDC debt. As a result, their balance sheets and income statements 
have not been substantially affected by the debt crisis. U.S. companies, 
however, have lost export sales because debt-burdened LDCS restricted 
imports to conserve scarce hard currency. Furthermore, US. companies 
that compete with imported goods have lost sales as the LDCS expanded 
their exports to the United States to earn dollars with which to service 
their debt. More sharing of the cost of the debt crisis by the financml 
sector of the economy may be appropriate. In addition, countries with 
trade surpluses could make greater efforts to provide markets for prod- 
ucts of LDCS. 

Revalue Fixed Exchange 
Rates 

Some developing countries continually intervene m foreign exchange 
markets to keep the value of their currencies m line with the value of 
the dollar. Some of these countries, particularly Taiwan, keep their cur- 
rencies undervalued so that they can achieve large trade surpluses with 
the United States.3 If these countries were to revalue their currencies 
upward or allow them to fluctuate freely in foreign exchange markets, 
their trade surpluses with the United States would fall. U.S. efforts to 
persuade these countries to revalue their currencies have had limited 
success. 

3Korea has also held down the value of 1t.a currency agamt the dollar, but Korea faces a different 
situation than Tmwan Korea had a trade surplus of $4 bdhon ~rlth the U~ted States in 1985. but has 
had an overall trade defkxt m every year from 1970 to 1986 Tmwan, on the other hand, had a trade 
surplus of $11 bffllon mth the Uluted States m 1985 and has had lta overall trade surplus Increase In 
every year smce 1980 
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