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International Trade and Public Policy Students

Attached is an alternative derivation of the Marshall-Lerner condition, as found in
Appleyard and Field’s 4™ edition of International Economics.

It is, in general, the same strategy as found in Salvatore. However, A&F explicitly add in
a nominal exchange rate ($/pounds, if home is the US, so that an increase 1 a
depreciation of the dollar) term, to make the Px alternatively expressed in foreign
currencies terms as needed later. This is far more transparent than the trick/language that
Salvatore uses to express this.

Also, note that A&F derive the (trade balance) condition all in terms of the home
country’s currency, rather than in foreign currency, as in Salvatore. Both ways are valid,

of course.

C. Parsons

I
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4. Ithas been argued that the appreciation of the yen against the riod. Briefly explain whal is meant by “pass-throupy” BAL
dollar in the early 1990s did not have the anticipated effect on how Japanese exporters would have been behavin BN and 3
U.S. imports from Japan partly because the extent of pass- legation in the previous sentence were true.
through was reduced by Japanese exporters during this pe-

2 il the g)-

Appendix  DERIVATION OF THE MARSHALL-LERNER CONDITION

The requirements for stability in the foreign exchange market were discussed in the chapter, aceq
panied by a brief intuitive explanation. A more formal derivation of this important condition {ollow
Given the following definitions: :

P., P,, = domestic prices of exports and imports, respectively

0., Q,, = quantities of exports and imports, respectively
V., V,, = value of exports and imports, respectively

m

the domestic trade balance, B, is defined as
B = Vx - Vm = QxP.\' - Qum
and the change in the trade balance, d8, is defined as

dB = PdQ. + Q.dP. = P,dQ,, — Q,dP,

Assuming that the supply prices of traded goods and services do not change, that is, the supply
curves are perfectly elastic over the range of quantity change, then the change in the prices of traded
goods and services is attributable only to changes in the exchange rate. Since we are viewing the tra
balance in terms of domestic currency in this example, 4P is therefore equal to 0, whereas P, chanjy
by the percentage increase in the exchange rate, k. Therefore, dP,, is equal to kP,,. [If the exchan
rate increases (the domestic currency depreciates) by 10 percent, the domestic price of imports i
creases by 10 percent.] We utilize the following definitions of export and import demand elasticity

"M = (dQJQNA(PSe)/(P le))
'T]Hl = (dQﬂl/QlH)/(dPH'l/PHI)

fe where P /e is the price of domestic exports in foreign currency. Turning to equation [3], the claslic‘:
i definition is reworked to obtain an expression for dQ, in terms of m,:

A 0= (@0J0INedP, ~ PANEYP 1))

5 g = [(dQJ/QNPJe)((edP, — P.de)e’)

ey = (dQJOI(dPJP,) — dele) .\

it

N Since dP /P, is assumed to be 0, then

M, = (dQJO M —dele)
thus,

MNe = (er/Qr}"(_k)

n{—k)Q, = dQ,

Using equation [4], one can rewrite dQ,, in terms of the import demand elasticity m,,,, that is, *

(T]flleJldPFll)'IP"l = 'r‘HIQHIk = (1QHI






CHAPTER 24 PRICE ADIUSTMENTS AND BALANCE-OF-PAYMENTS DISEQUILIBRIUM

For a depreciation to improve the trade balance, the increase in the value of exports must exceed
any increase in the value of imports. If demand for imports is elastic, that is no problem, since the
value of total imports falls with the increase in price of foreign goods and services, If, however, de-
mand for imports is inclastic, then depreciation of the currency leads (o an increased expenditure for
imports. We now return to equation [2] and rewrite it in terms of the two demand elasticilies using [5)
and 6], laking note that if depreciation is to improve the balance, dB = 0

dB = P (=k)Q, — Pk @, — Q. kP, >0
or :
PnkQ, + P,m,. k0, + Q,kP,, <0
thus,
Pn@i+ Pimu@u < —Q,P,
and

T].r(P‘\'Q,\ijQm) * B = (7]

or, stating the elasticities in absolute value terms,

M MP.QJ/P, Q) + I, | > 1 (8]

The expressions in [7] and [8] constitute the Marshall-Lerner condition. In the case of balanced
trade, PO /P, 0, = 1, and thus the sum of the absolule values of the two ¢l
than 1 if depreciation is to improve the balance. This is the basic M
trade is not balanced, the condition is modified
measured in domestic currency.

aslicilies must be greater
arshall-Lerner condition. When
as indicated in [7] and [8] when the value of trade is
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THE FOREIGN EXCHANGE MARKET
AND TRADE ELASTICITIES

he foreign exchange market is where domestic money (for example, dollars)

is traded for foreign money (for example, pounds sterling). The exchange

rate is usually defined as the price of the foreign currency in terms of the do-
mestic currency, though it could as easily have been the reverse,' and this conven-
tion will be followed here. Note that a depreciation, a decrease in the value of the
domestic currency, is an increase in the exchange rate, because it is an increase in
the price of foreign currency. Some find it counterintuitive that a decrease in the
value of the currency is called an increase in the exchange rate. Yet just as econo-
mists often talk about an increase in the prices of commodities (inflation) rather
than the equivalent depreciation of money’s purchasing power over commodities,
so it is often intuitive to talk about an increase in the price of foreign currency
rather than the equivalent decrease in the value of the domestic currency.

We are simplifying when we speak of the exchange rate for a country. In real-
ity, each country has many exchange rates, one for every other currency in the
world. The United States, for example, has the dollar/yen rate, the dollar/pound
rate, and so on. Although these exchange rates tend to be correlated, the measure
of the movements in the home country’s currency depends on which exchange rate
is used. To get a good idea of the value of the currency overall, it is necessary to
use an exchange rate index, known as the effective exchange rate, which computes
a weighted average of the exchange rates against each of the individual countries.
Typically the weights used are the countries’ shares in trade.

THE FLow OF SuPPLY AND DEMAND FOR FOREIGN EXCHANGE

In the foreign exchange market, as in other markets, supply and demand are cen-
tral. The proceeds from exports, and other credit items in the balance of payments,
generate the supply of foreign exchange or foreign currency. Import spending and
other debit items generate the demand for foreign exchange. In Figure 16.1 we
measure the quantities of foreign exchange supplied and demanded on the hori-
zontal axis, and the price of foreign exchange—the exchange rate E—on the verti-
cal axis. We can think of the supply and demand for foreign exchange as functions
of the currency’s price—the exchange rate—just as the supply and demand for any

'In the United Kingdom, for example, the practice is to speak in terms of the dollar/pound rate,
an exception to the general rule because the pound is the domestic currency.
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CHAPTER 16 * THE ForREIGN EXCHANGE MARKET AND TRADE ELasTICITIES

Figure 16.1

Increase in Demand for Foreign Currency

When the demand for foreign currency shifts out from D to D', the result depends on the exchange
rate regime. Panel (a) illustrates a floating exchange rate: An increase in the price of foreign cur-
rency is necessary to equilibrate the private market. Panel (b) illustrates a fixed exchange rate; The
central bank intervenes by supplying the excess amount demanded out of its foreign exchange re.
serves,

(a) Floating Exchange Rate ' {b) Fixed Exchange Rate

Price of Price of

foreign foreign

exchange D’ exchange B

(Ein $/£) " s (Ein $/£) D\ S

D

L \ BP deficit

Quantity of foreign exchange (£) 0 Quantity of foreign exchange (£)

commodity are functions of its price. Unless otherwise specified, supply and de-
mand refer to private sources (i.e., transactions on the current account and private
capital account, not official reserve transactions by the central bank). In Figure
16.1 the supply curve and demand curve are (for the moment) simply assumed to
slope the conventional ways: upward and downward, respectively.

The behavior of the exchange rate varies considerably depending on which
regime is in effect: floating exchange rates or fixed exchange rates. Under pure
floating, the exchange rate is whatever it must be to equilibrate supply and de-
mand in the private market. Consider an increase in the demand for foreign
exchange, an outward shift of the curve in Figure 16.1(a) from D to D’. Such an
outward shift in the demand for foreign currency could result, for example, from
an increase in demand for imports or from an increase in investors’ demand for
foreign assets, Under floating, the increased demand for foreign currency causes an
increase in its price, the exchange rate, just as an increase in demand for a com-
modity causes an increase in the price of the commodity.

With a completely fixed or “pegged” exchange rate, on the other hand, the
central bank stands ready to buy or sell foreign currency whenever private supply
and demand are not equal at the fixed rate. The official exchange rate would only
by coincidence be the rate that precisely equates private supply and demand.
Under this regime, an increase in demand, illustrated in Figure 16.1(b), would re-
sult in an excess demand for foreign currency that must be met by sales of foreign
currency by the central bank. From our discussion of the balance-of-paymencs ac-
counts, we know that the country runs a balance-of-payments deficit. The central
bank keeps the domestic currency from depreciating by buying up the excess sup-
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ply of the domestic currency. Obviously, the central bank can continue this only as
long as it has foreign exchange reserves. (The other country’s central bank also
could use its own currency to buy up the unwanted domestic currency, if it were
willing to do so.) There are policy changes, which will be examined later, that the
domestic government can make to reduce the deficit instead of financing it, but
such policies generally take time to have an effect. If the deficit continues, eventu-
ally the central bank will run out of foreign exchange reserves and will be forced to
withdraw support from the domestic currency. The central bank must then either
(1) set a new, higher exchange rate at which it will stand ready to sell foreign ex-
change from then on, or (2) cease foreign exchange operations and allow the mat-
ket to determine the rate. The first option constitutes a devaluation of the currency,
the second the floating of the currency.2

Deriving Supply and Demand for Foreign
Exchange from Exports and Imports

What determines the supply and demand for foreign exchange? Three assumptions
together will provide a preliminary answer to this question. We are, in effect, going
to derive the shapes of the curves in Figure 16.1.

Assumption 1.  Assume (until Part V of this book) that there are 10 net capi-
tal flows (KA = 0). Thus, the private supply and demand for foreign exchange are
determined entirely by the trade account. Most of the results in this part of the
book would be unaffected if it were assumed that capital flows were constant or
exogenous, without necessarily being zero. In the 1950s, capital flows indeed con-
sisted largely of government loans (for example, lending to Europe under the
Marshall Plan after World War II) and foreign direct investments that were not
very responsive to short-term factors such as the interest rate.

Furthermore, assume now that two goods are traded: an importable good and
an exportable good. Thus, the first assumption is that the balance of payments is
simply sales of the export minus spending on the import.

Assumption 2. Assume (through the remainder of this chapter) that domestic
residents look only at prices expressed in domestic currency. Thus, in the case of
domestic consumers, the demand for imports depends only on the price of the im-
port expressed in domestic currency. In the case of domestic firms, the supply of

exports depends on_lwmww—dmm&My
Similarly, assume that foreign residents look only at prices expressed in foreign cur-
rency when choosing the demand for the home country’s exports (in the case of for-
eign consumers) or the supply of imports to the home country (in the case of for-
cign firms). Changes in demand due to changes in income are ignored. This

assumption, representing the defining characteristic of the “elasticity approach” to
devaluation, will be relaxed in Chapter 17.

*The appendix to this chapter shows how stability in the foreign exchange market depends on the
slopes of the supply and demand curves in Figure 16.1(a). This analysis holds whether or not the
curves are derived from exports and imports, as in the next subsection. Chapter 21 will discuss
the mechanics of how foreign exchange is actually bought and sold, most of it by banks.





| 302 CHAPTER |6 * THE FOREIGN EXCHANGE MARKET AND TRADE ELASTICITIES

Assumption 3. Finally, assume for now that firms set a price for their prod-
uct and then meet any forthcoming demand. In other words, assume that supply is
infinitely elastic. This assumption can be regarded as a special Keynesian case that
is only a realistic description of the short run. Inlight of Assumption 2, the price at
which domestic firms supply exportables with infinite elasticity must be set in do-
mestic_currency—call it P—and the price at which foreign firms supply the home
country with importables must be set in foreign currency—call it P*. Assumption
3 will be relaxed later as well.

By Assumption 3, output levels are determined by demand. The demand for
imports, My, is a decreasing function of the import’s price expressed in domestic
currency, which is the fixed price in foreign currency times the exchange rate,

M = Mp(EP*)

. If a Range Rover costs £20,000 and the exchange rate is $2.00/£, then the
' price to an American is ($2.00/£)(£20,000) = $40,000. Americans will buy fewer
Range Rovers when the dollar price goes up, withour distinguishing whether it is
| the exchange rate or the pound price that has changed. Figure 16.2 graphs prices

in terms of foreign currency to facilitate calculation of export revenue and import
. spending. Thus, the import demand curve is drawn for a given exchange rate, E. A

change in E would shift the entire Mp, curve. The demand for exports, Xp, is a de-

creasing function of their price expressed in foreign currency, which is the fixed
—

price in domestic currency divided by the exchange rate.

Figure 16.2

Effect of a Devaluation on Trade

Panel (a) shows how a devaluation lowers the quantity of imports. Panel (b) shows how the devalua-
tion raises the quantity of exports. The effects on import spending and export revenue, respectively,
are shown by the areas of the shaded rectangles.

(a) Imports (b) Exports
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X = Xp(PIE)

If a Ford costs $20,000 and the exchange rate is $2.00/£, then the price in
Britain is $20,000/($2.00/£) = £10,000. British buyers will buy fewer Fords when
the pound price goes up, regardless of whether it is the dollar price that rose or the
exchange rate that fell.

A devaluation, an increase in E, lowers the price of exports to foreigners. This
is a movement down the curve, increasing the quantity of exports demanded, X,
in Figure 16.2(b). The devaluation also raises the price of imports to domestic res-
idents, reducing their demand, Mp,. This is represented in Figure 16.2(a) as a pro-
portionate downward shift of the entire import demand curve, because the curve
was drawn contingent on the exchange rate.

Now consider the market for foreign exchange. Assumption 1 means that the
demand for foreign exchange is identical to import spending: In the absence of
borrowing, foreign exchange must be obtained on the market to pay for imports.
Import spending is quantity times the foreign currency price. The supply of foreign
exchange is identical to export revenue: All foreign exchange earned through ex-
ports is cashed in on the foreign exchange market. Export revenue is export quan-
tity times foreign currency price. So the demand for foreign currency prior to the
devaluation is P*M, the shaded rectangular area in Figure 16.2(a), and the supply
is (P/E) X, the shaded area in Figure 16.2(b). The net supply of foreign exchange is

(PIE)X — P*M

which is also the trade balance measured in foreign currency, TB*.
The appendix to this chapter considers the question of stability in the foreign
exchange market: Does an increase in the exchange rate increase the net supply of

foreign exchange? This question is identical to the question, Does a devaluation
improve the trade balance? The two questions are the same because po,capital

flows have been assumed. Domestic consumers cannot borrow abroad to get the
foreign exchange they need for imports, so the trade balance is the same as the net
supply of foreign exchange. We will now derive the condition under which the
answer to the two questions is yes.

The Marshall-Lerner Condition

The effect of a devaluation on the trade balance can be decomposed into three fac-
tors. (1) A devaluation reduces the real quantity of imports (the number of Range

31f the vertical axes had been expressed in domestic currency instead of foreign currency, the de-
valuation would have been an upward movement along the import demand curve and an upward
shift of the export demand curve, instead of the other way around. {The effect on the quantities
would have been the same as in Figure 16.2.) The general rule is that a devaluation is a move-
ment along the curve that describes the behavior of the people (domestic or foreign residents)
whose currency is on the vertical axis; it shifts the curve that describes the behavior of the people
whose currency is not on the axis.
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Rovers imported, in the example) and, because their nominal price is.fixed in for-
eign currency, clearly reduces the amount of foreign exchange spent on imports;
the rectangular area in Figure 16.2(a) shrinks. This factor helps improve the trade
balance. (2) The devaluation also increases the real quantity of exports. This factor
also helps the trade balance. (3) Any given quantity of exports earns less foreign

_exchange than before, because their nominal price is set in domestic currency. This
factor hurts the trade balance.

The net effect on foreign currency export revenue is unclear. The size of the
rectangular area in Figure 16.2(b) may either increase or decrease, depending on
the elasticity of export demand. If the demand response (factor 2) is small enough,
export revenue may—zﬁ:ﬁmllmll. This will be the case if the elasticity of export de-
mand is less than 1. Export revenue could fall, and yet be outweighed by a reduc-
tion in imports, 50 that the total trade balance would still improve. However, if the
demand response on the import side (factor 1) is also small enough, the trade bal-
ance will actually worsen: The net supply of foreign exchange will fall. (The vari-
ous cases are explored further in the appendix.)

At this point a fourth assumption is added to those required by the elasticities
approach.

Assumption 4. Assume that the economy is initially in a position of balanced
trade (TB = 0). Given this, the necessary and sufficient condition for the devalua-

tion to improve the trade balance, or for the foreign exchange market to be stable, -

is the Marshall-Lerner condition. The supplement to Chapter 4 includes a deriva-
tion of the Marshall-Lerner condition. Here, with price levels fixed in each country,
the exchange rate plays the role of the price of foreign goods in terms of domestic.
The condition is

EX+6M>1

where ey and €y are the elasticities of demand for exports and imports, respec-
tively. For example, if exports have an elasticity of exactly one, a devaluation
leaves export revenue unchanged in foreign currency (the second and third factors
just described cancel out); then, if import demand has any elasticity, the devalua-
tion reduces imports, thereby improving the trade balance. Alternatively, if
imports are more-than-unit elastic and exports have any elasticity, or if both elas-
ticities are greater than one-half, then the third factor will be outweighed by the
first two and the trade balance again will improve.*

We have discussed the supply and demand for foreign exchange, but we could
as easily have discussed the demand and supply of domestic exchange. Assuming
again that the starting point is a position of balanced trade, the Marshall-Lerner
condition applies unchanged to the question of the trade balance expressed in do-
mestic currency.’

“The proof of the Marshall-Lerner condition in the present context (i.e., where the exchange rate
takes the role of the relative price) is given in the supplement to this chapter.

3The proof of the Marshall-Lerner condition in terms of domestic currency is left to the student in
problem 5a at the end of the chaprer. '
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The model can be generalized in two directions. First, Assumption 4 can be re-
laxed. In particular, note that in practice a country seldom devalues unless it starts
from a position of deficit, rather than balanced trade: TB < 0, or EP*M > PX. Now,
it makes a difference whether the trade balance is measured in terms of domestic cur-
rency or foreign currency. If trade is measured in terms of domestic currency, the nec-
essary condition for a devaluation to improve the trade balance is more stringent: The
elasticities must be higher than those given by the Marshall-Lerner condition.é The
economic reason is that, given the relatively large initial value for imports, M, the val-
uation effect on import spending is more negative. For example, the export elasticity
could be as high as one, and yet if the import elasticity—even though positive—is not
high enough, the trade balance could worsen. A 10 percent devaluation may raise ex-
ports 10 percent, yet this accomplishes little if exports initially were a small number;
meanwhile, the already large import bill increases by almost 10 percent.

Another generalization involves relaxing Assumption 3—that firms exhibit in-
finitely elastic supply. The supplement to this chapter (second half) considers this
general case,

According to general equilibrium theory, consumer demand should be a function
not of nominal prices but of relative prices and real income. The elasticities approach
is frequently criticized for the partial equilibrium nature of Assumption 1. (Partial
equilibrium means that some important variables are held constant.) For example, an
increase in demand for a country’s exports should raise its real income and thus raise
its demand for imports, but in the elasticities model there are no such effects. Chapter
17 begins to remedy this deficiency by introducing income as a variable in the import
demand function.”

EMPIRICAL EFFECTS OF DEVALUATION ON THE TRADE BALANCE

Clearly, much depends on the magnitude of the import and export elasticities. Are
they large enough in practice for a devaluation to improve the trade balance? It is
now time to turn to the empirical evidence.

Elasticity Pessimism

In the 1940s a view known as elasticity pessimism arose, suggesting that actual
trade elasticities were too low to satisfy the Marshall-Lerner condition. Several fac-
tors contributed to this view. First, floating exchange rates in the 1930s were

6You are asked to show this in problem 5b at the end of the chapter.

"Restrictive conditions under which the elasticities approach is theoretically correct after all are ad-
duced by Rudiger Dornbusch, “Exchange Rates and Fiscal Policy in a Popular Model of International
Trade,” American Econoniic Revietw (December 1975). These conditions include the requirement that
exports and imports are a sufficiently small proportion of income relative to non-traded goods. In
general, however, a devaluation has further effects beyond those covered in this chapter, via the rela-
tive price of non-traded goods, as will be seen in Chapter 20. The partial equilibrium nature of the
elasticities approach was also shown by Ronald Jones, “Stability Conditions in International Trade: A
General Equilibrium Analysis,” International Economic Review, 2, 2 (May 1961): 199-209.
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unstable, in that they were highly variable. The appendix to this chapter shows that

the Marshall-Lerner condition is also the necessary condition for a stable foreign | i
exchange market under floating rates. Thus, highly variable exchange rates seemed g
to imply low trade elasticities. Second, many countries on fixed exchange rates if

found their trade balance worsening after a devaluation, rather than improving, i

Both of these points are still made with respect to the current floating rate pe-
riod. The second point acquired new force when oil assumed such significance in fl
most countries’ imports after 1973. Because the demand for oil is relatively inelas- i
tic in the short run, many small countries discovered that a devaluation against the ;
dollar raised their oil import bill proportionately when expressed in domestic cu-
rency, thus worsening their trade balance. When a deficit country is advised to
devalue its currency, it often argues that its elasticities are too low for a devalua-
tion to help.

A third factor that originally contributed to the rise of elasticity pessimism
was that early econometric estimates of the demand elasticities were low, fre-
quently less than one-half. However, there were a number of problems with these
estimates. They ignored the possible simultaneous existence of an upward-sloping
supply relationship, problems of aggregation, errors in the measurement of the
variables, and the crucial role of time lags.® Some studies measure only relatively ‘
short-run elasticities, but there is abundant evidence that the factor of time is im- 4
portant. Elasticities are higher in the long run, which makes the Marshall-Lerner
condition more likely to hold.

The J-Curve

Some studies that allow for lags of import demand in response to changes in relative
prices have found that only about S0 percent of the full quantity adjustment takes
place in the first three years; 90 percent occurs in the first five years. For example, al-
though the dollar began a big appreciation in 1980, U.S. exports did not fall ab-
solutely until 1982. The trade deficit then set records in each of the next several years.
The magnitude of these deficits is attributed primarily to the continued appreciation of
the dollar. The dollar peaked in March 1985 and then depreciated over the subsequent
two years, but because of these lags, the favorable effect on the quantities of exports
and imports did not begin to show up until the end of 1986, and the effect on the dol-
lar trade balance did not begin to show up until the end of 1987.

In the case of the 1981-1985 appreciation and 1985-1986 depreciation of the
dollar, contrary to what we have assumed, dollar prices of imports did not respond
immediately or fully to the exchange rate—because many importers, rather than
passing exchange rate changes immediately through to import prices, at first

PR —,

$Faulty measurement of prices is particularly common in foreign trade. For example, importers in
some countries under-invoice, that is, understate the price of their imporrs so as to minimize the
import duty they must pay. Also, where laws require exporters to turn over all their foreign ex-
change earnings to the government, exporters might understate their prices in order to retain
some of the scarce foreign exchange for themselves. Such measurement errors in the price data
make it more difficule ro discern a staristical relationship.
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absorbed in their profit margins much of the difference between foreign currency
prices and domestic currency prices. The delayed pass-through to import prices
added an extra lag at the beginning, before the elasticities could even begin to come
into play. The case of the United States is unusual in that only a small portion of an
exchange rate change tends to be immediately passed through to import prices.

There are a number of reasons why demand elasticities rise over time, and why the
quantities demanded are slow to respond even after the change in the exchange rate is
passed through to import prices. First, there is a lag due to imperfect dissemination of
information, during which importers recognize that relative prices have changed.

Second, there is a lag in deciding to place a new import order. In the case of
firms’ imports of inputs, it may take months or years before inventories are
depleted or machinery is worn out and replacements are needed. Also, a firm may
be tied to a particular supplier, through implicit or explicit contracts. In the case of
consumers’ imports, changing habits takes time. For example, when the price of
energy jumped upward in 1973, the continued strong demand caused many ob-
servers to assert that energy demand was essentially inelastic. With the passage of
time, however, energy demand fell considerably. The adjustment process required
not only overcoming the momentum of old patterns of consumption but also
changing where people live and what kind of cars they drive.

Third, after a new import order has been placed, there may be production and
delivery lags before it is filled. Much internationally traded merchandise is still trans-
ported by ship, requiring weeks or months in transit. Payment is typically not made
before delivery, even though the contract may have been signed months earlier.

The fourth reason why trade quantities respond more fully with the passage of
time, and the reason that can potentially draw out the process the longest, is that
producers sometimes relocate their factories to the country where costs are lower be-
cause of an exchange rate advantage, regardless of whether it is the home country of
the producer or the country where the goods are sold. For example, when the yen
appreciated strongly in 1985-1995, some Japanese firms that had previously been
exporting with great success, found that they were losing out to competition from
countries with lower cost. To compete more effectively, they moved some operations
to other countries with lower-valued currencies. Thus, sales in the world market that
were previously counted under Japan’s exports came to be counted under the host
countries’ exports.

Obviously, the response of export and import quantities after an exchange rate
change is greater in the long run than in the short run, as companies are able to re-
locate their plant and equipment. The transition costs are large. For this reason, a
company is unlikely to relocate until the change in the exchange rate has endured
enough to convince the company that the fluctuation is not transitory. Such an en-
durance test may take as long as five or ten years. Indeed, even after the exchange
rate has returned to old levels, a company that decided to move operations abroad
when the dollar was high might never move back, after having incurred the costs of
moving. The word hysteresis is used to describe such not-easily-reversed reactions.

The tendency of the elasticities to rise over time results in the commonly observed
phenomenon of the J-curve. The trade balance following a devaluation is observed
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16.3

first to worsen and then to improve, in the J-like pattern of Figure 16.3. (The fiuupe
assumes an initial trade balance of zero.) At the moment of the devaluation, quanti-
ties have had no time to adjust and the Marshall-Lerner condition fails. In facr, if
quantities do not respond at all initially, then only the negative valuation effecr re-
mains: The trade balance worsens by the initial level of exports times the percentage
decrease in their foreign currency value caused by the devaluation.? However, as time
passes, export demand begins to pick up and import demand begins to fall. A poinr is
reached where the curve crosses the zero axis, which means that the elasticities arc
high enough to sum to one and the trade balance is back at zero. After that point, the
Marshall-Lerner condition holds and the trade balance moves into surplus. The sur-
plus must run for a while if the reserves accumulated are to outweigh the reserves lost
during the initial period of deficit.

All this assumes that exporters in the home country continue to supply what-
ever quantity is demanded at the same fixed price. This may get increasingly
harder, especially if they are operating close to full capacity. The exporters in the
devaluing country will be tempted to raise their prices in response to the increasing
demand. Alternatively, their workers may demand higher wages in response to the
greater cost of imported consumer goods, and the firms will be “forced” to pass
through the higher labor costs in the form of higher prices. However, we will stay
with the fixed-price assumption until Chapter 19.

SUMMARY

The exchange rate is defined as the price of foreign exchange in terms of domestic
currency. Under a floating exchange rate system, the central bank does not inter-
vene in the foreign exchange market, and the exchange rate is determined by supply
and demand in the market: An increase in the demand for foreign exchange causes
an increase in the price of foreign exchange (a depreciation of the domestic cur-
rency). Under a fixed exchange rate system, an increase in demand for foreign ex-
change means that the central bank has to supply the difference—the net demand
tor foreign exchange, which is the balance-of-payments deficit—out of its foreign

exchange reserves.
This chapter adopted the first and simplest model of what determines the

balance of payments. Part IV does not include capital flows; this chapter looked
only at the effect of the exchange rate on the trade balance, holding constant the
level of income, interest rate, price level, and other macroeconomic variables
that will be introduced in subsequent chapters. A devaluation of the currency (or,
under floating exchange rates, a depreciation) increases the quantity of exports

*IF it takes time before the exchange rate change is passed through to domesric prices of imports,
the initial worsening in the trade balance is spread over a longer period. The downward sweep of
the | would then be more round than as shown in the figure.
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Figure 16.3 8
The ] Curve

In the aftermath of a devaluation, the trade
balance (1) worsens initially, due to the
perverse valuation effect, then (2) gradu-
ally improves over time as the elasticities
rise, and finally (3) surpasses its starting (3)
point when the Marshall-Lerner condition
is satisfied.

Time

(1 )

demanded by foreign residents and decreases the quantity of imports, working to
improve the trade balance. A third effect that works to worsen the trade balance,
however, is the higher cost in domestic currency of any given quantity of imports
that have prices set in foreign currency. Only if the sum of the import and export
elasticities is high enough, as in the Marshall-Lerner condition, will the quantity
effects dominate and the trade balance improve after the devaluation.
Empirically, the elasticities do appear to be high enough for a devaluation to
improve the trade balance, but only after enough time has passed. In the short run,
the trade balance often worsens, which gives rise to the J-curve pattern of response.

~ CHAPTER PROBLEMS

1.

The newspaper reports that the dollar/euro exchange rate has risen. (The euro is
the new European currency.)

a. Does this news mean that the value of the dollar has risen or fallen? The
value of the euro?

b. Does this mean that the dollar/yen rate is more likely to have gone up
than down?

c. Does this mean that the euro/yen rate is more likely to have gone up than
down? (Hint: If neither the dollar/yen rate nor the euro/yen rate has
changed, what does that imply for the dollar/euro rate?)

Assume that the United States is currently exporting 10 million calculators at a price
of $10 apiece and importing .002 million BMWs at a price of 100,000 euro apiece,
and that the current exchange rate is 50 cents per euro. Calculate in a table the effect
of a 10 percent devaluation of the dollar on each of 12 variables under each of four
sets of assumptions about the elasticities (assuming infinitely elastic supply and no in-
come effects). You may round off.
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BEFORE THE AFTER THE 10%
DEvaLuaTION DEV#\LU"’\“I‘[DN
3 Y
(a) (b) (c) (d) (e)
Export
Elasticity: 0 A 1 4
Import
Elasticity: 0 0 Y 1
(1) Export quantity 10m
(2) Import quantity .002m
(3) Export price $10
Expressed (4) Import price
in (5) Export earnings
$ (6) Import spending
(7) Trade balance
(8) Export price
Expressed (92) Import price 100,000 euro
in (10) Export earnings
euro (11) Import spending
(12) Trade balance
3. a. In the example from Problem 2, comment on the trade balances in (b) and (c)
versus those in (d) and (e).

b. In which case is spending on imports in dollars very close to what it was be-
fore the devaluation? Why?

¢. In which case are earnings from exports in euros very close to what they were
before the devaluation? Why?

d. Starting from a position of importing .003 million BMWs, with everything clse
remaining the same, what would be the initial trade balance in dollars? For
given elasticities, for example, (d), would the devaluation cause the trade bal-
ance to improve (i.e., the trade deficit decrease) by more than, less than, or the
same amount as in Problem 2? (A numerical answer is not necessary, but is
fine if you can’t do it intuitively.)

4. The trade balance expressed in domestic currency, with prices normalized to 1,
is TB = X(E) — EM(E).

a. Illustrate the effect of a devaluation graphically, that is, repeat Figure 16.2, but
with domestic-currency prices on the vertical axis.

b. If the import elasticity is greater than 1 and the export elasticity is greater than

0, then the Marshall-Lerner condition holds. Is this condition sufficient to in-
ply that TB, the trade balance expressed in domestic currency, improves? (You
may assume the starting point is TB = 0.) Explain why, in terms of export rev-
enue and import spending.
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Extra Credit

5. a. If you know calculus, prove that the Marshall-Lerner condition is still the correct
condition necessary and sufficient for a devaluation to improve TB, the trade bal-
ance expressed in domestic currency, starting from TB = 0.

b. Starting from TB < 0, is the Marshall-Lerner condition too strong or too weak
for a devaluation to improve the trade balance?

c. The trade balance expressed in domestic currency is equal to the exchange
rate times the trade balance expressed in foreign currency: TB = E TB*,

(i) Does it follow that if the trade balance is in surplus when expressed in for-
eign currency, then it is also in surplus when expressed in domestic cur-
rency?

(ii) Does it follow that dTB/dE = E dTB*/dE? Why not?

(iii) If initially TB < 0, which is greater: the lefthand side in the preceding
question or the righthand side?

(iv) Which side is greater if initially TB > 0?

(v) Which is greater if initially TB = 0?

d. Assume we start from a position of deficit, and the elasticities sum approxi-
mately to one.
(i) Notice from the supplement to Chapter 16 that if E M > X initially, the
Marshall-Lerner condition is more than sufficient to imply dTB*/dE >
0. E.g., if both elasticities are ¥, that is enough for a devaluation to
improve the trade balance in foreign currency. On the other hand, from
(b) above we know that dTB/dE < 0 under these conditions. Can the
trade balance improve in terms of foreign currency while worsening in
terms of domestic currency? (Refer to your answers to questions c (ii)
and c (iii).)

(i) If a devaluation brings the trade deficit back to zero in terms of foreign
currency, then it must also do so in terms of domestic currency, because E
times zero is zero. There is an apparent contradiction between this fact

and the answer to (i). What is it> How do you reconcile the apparent con-
tradiction?

6. Itis possible (if old-fashioned) to stay within the partial equilibrium elasticities ap-

proach and yet relax the assumption that supply is infinitely elastic. The
Bickerdicke-Robinson-Metzler condition for a devaluation to improve the trade
balance is
enex(l + oy + ox) — opoy(l — ey — €y)
(om + ey)(ox + ey)

>0

where o and oy are the supply elasticities of imports and exports, respectively.
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a.  Prove that in the limit, as o, and oy go to infinity, the formula reduces tq
the Marshall-Lerner condition.

b.  Does the presence of the supply elasticity terms make the condition more
or less stringent than the Marshall-Lerner condition?

SUGGESTIONS FOR FURTHER READING

Bergsten, C. Fred, ed. International Adjustment and Financing, The Lessons of
1985-1991 (Washington: Institute for International Economics, 1991). Did
the dollar depreciation of 1985-1987 reduce international trade imbalances as
promised? At least one contributor, Paul Krugman, answers yes.

APPENDI

STABILITY OF THE FOREIGN EXCHANGE MARKET

The focus now turns from the comparative statics of the foreign exchange market,
considered in Section 16.1, to the question of stabilicy under a floating exchange
rate. The theoretical question of whether a market equilibrium is stable (as in
Chapter 4) is not the same as the question of whether the market price moves
around a lot. The theoretical question is the following: If an equilibrium price is
displaced slightly, will it tend to return to its original value?

Think of foreign exchange traders as individuals who buy from and sell for-
eign exchange to each other on the floor of centralized exchanges in New York
and elsewhere, or, in the case of the trading divisions of banks, on a network of
telephones and computer terminals. Assume that whenever foreign exchange
traders find that demand exceeds supply, they raise the exchange rate; whenever
supply exceeds demand, they lower it. Consider the following three cases.

1. Assume that the demand curve slopes down and the supply curve slopes up, as in
Figure 16.A.1(a). If the curves are derived from import spending and export earn-
ings, respectively, this first case is the one where the elasticity of demand for ex-
ports is greater than one. In response to an increase in demand, from D to D’, the
traders raise the exchange rate. This raises export revenue, reduces the excess de-
mand for foreign exchange, and thus constitutes a move toward the new equilib-
rium. The market is stable.

2. Next, assume that the demand curve slopes down and the supply curve slopes down
also, but more steeply, as in Figure 16.A.1(b). Again, in response to an increase in
demand, the traders raise the exchange rate, causing a move toward equilibrium.
Again the market is stable. This is the case where the elasticity of demand for ex-
ports is less than one (so the increase in the exchange rate lowers export revenue)
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to D', th 3. Finally, assume that both curves slope down, but the supply curve is less steep, as

RS c._ie- in Figure 16.A.1(c). This is the case where the Marshall-Lerner condition fails.

v equilib This time, when the traders respond to the increase in demand by raising the ex-
' change rate, they cause a move away from the new equilibrium. At the higher ex-

pes do change rate, excess demand is even greater, so the traders raise the exchange rate

[Lllf[rj)ifﬁ!;l : again, and the situation is farther still from equilibrium. The market is unstable.

These examples show that the required condition for stability is that the sup-
ply curve slopes up or, if sloping downward, is steeper than the demand curve.
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As a practical matter, a floating exchange rate usually will not shoot off to in-
finity. One possibility is that there are two stable equilibria surrounding an unsta-
ble one, much as is shown in Figure 4.A.1. Even if the market is stable in the tech-
nical sense, however, it may be unstable in the sense that the market-clearing price
is highly variable. Very small changes in demand may produce large jumps in the
exchange rate. High variability in the exchange rate may create uncertainty and
imply high costs for importers and exporters. These are often cited as an argu-
ment against floating exchange rates. This chapter showed that if the demands for
exports and imports are relatively inelastic, then the curves representing the sup-
ply and demand for foreign exchange will be relatively steep. Resulting exchange
rates may be highly variable if the exchange rate is called upon to clear the trade
balance.!0

10Tt has been argued that the trade elasticities facing the United States may have become lower in
the 1980s than they were previously. The reason is that exchange rates move around more than
they used to, so that firms now regard a given movement in the exchange rate as less likely to be
permanent and thus pay less attention to it (much as insects become more resistant to some insec-
ticides the more they are used). Paul Krugman, Exchange Rate Instability (Cambridge, MA:
M.LT. Press, 1988). With lower trade elasticities, it is then hypothesized that larger swings in ex-
change rates will be required to eliminate given trade imbalances than used to be necessary.
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. THE CURRENT account balance may seem to be an abstruse
. Subscribe economic concept. But in countries that are spending a lot more
Back Issues abroad than they are taking in, the current account is the point at
Writ | which international economics collides with political reality. When
' countries run large deficits, businesses, trade unions, and
fighiin : parliamentarians are often quick to point accusing fingers at trading
partners and make charges about unfair practices. Tension between
"Tw:;ﬂ_ the United States and China about which country is primarily
Notification responsible for the trade imbalance between the two has thrown the
Receive emails spotlight on the broader consequences for the iqtemational financial
when we post new system when some countries run large and persistent current account
items of interest to deficits and others accumulate big surpluses.

you.

Ry v ;i\t!)gu?'rprcﬁ]e The IMF, whose mandate includes promoting and maintaining an

open international trade and payments system, has recently started
multilateral consultations on global imbalances with the major
players: China, the euro area, Japan, Saudi Arabia, and the United
States. Back to Basics tries to remove the emotion from the issue and
examine whether current account surpluses and deficits even matter.

Measuring the current account

A good starting point is to ask what a current account deficit or
surplus really means and to draw insights from the many ways that a
current account balance is measured. First, it can be expressed as the

ritp:/Avww imf org/externalipubs Mfandd/2006/1 2hasics.tm 15
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One point that the savings-investment balance approach underscores
is that protectionist policies are unlikely to be of much use in
improving the current account balance because there is no obvious
connection between protectionism and savings or investment,

"Third, the current account can be viewed in terms of the timing of
trade. We are used to intratemporal trade—exchanging cloth for wine
today. But we can also think of intertemporal trade—importing goods
today (running a current account deficit) and, in return, exporting
goods in the future (running a current account surplus then). Just as a
country may import one good and export another under intratemporal
trade, there is no reason why a country should net import goods of
today and export goods of tomorrow.

Intertemporal theories of the current account also stress the
consumption-smoothing role that current account deficits and
surpluses can play. For instance, if a country 1s struck by a shock—
perhaps a natural disaster—that temporarily depresses its ability to
access productive capacity, then rather than take the full brunt of the
shock immediately, it can spread out the pain over time by running a
current account deficit. Conversely, research also suggests that
countries that are subject to large shocks should, on average, run
current account surpluses as a form of precautionary savings.

When persistent is too persistent

Does it matter how long a country runs a current account deficit?
When a country runs a current account deficit, it is building up

hitp:/Awww imf.orglexternal/pubs ffandd/2006/12/basics. tm ¥
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liabilities to the rest of the world that are financed by flows in the
financial account. Eventually, these need to be paid back. Common
sense suggests that if a country fritters away its borrowed foreign
funds in spending that yields no long-term productive gains, then its
ability to repay-—its basic solvency—might come into question. This
is because solvency requires that the counfry be willing and able to
(eventually) generate sufficient current account surpluses to repay
what it has borrowed. Therefore, whether a country should run a
current account deficit (borrow more) depends on the extent of its
foreign liabilities (its external debt) and on whether the borrowing
will be financing investment that has a higher marginal product than
the interest rate (or rate of return) the country has to pay on its foreign
liabilities.

But even if the country 1s intertemporally solvent-—meaning that
cutrent liabilities will be covered by future revenues—its current
account deficit may become unsustainable if it is unable to secure the
necessary financing. While some countries {such as Australia and
New Zealand) have been able to maintain current account deficits
averaging about 4% to 5 percent of GDP for several decades, others
(such as Mexico in 1995 and Thailand in 1997) experienced sharp
reversals of their current account deficits after private financing
withdrew in the midst of financial crises. Such reversals can be highly
disruptive because private consumption, investment, and government
expenditure must be curtailed abruptly when foreign financing is no
longer available and, indeed, a country is forced to run large surpluses
to repay in short order its past borrowings. This suggests that—
regardless of why the country has a current account deficit (and even
if the deficit refiects desirable underlying trends)—caution is required
in ranning large and persistent deficits, lest the country experience an
abrupt and painful reversal of financing,

What determines whether a country experiences such a reversal?
Empirical research suggests that an overvalued real exchange rate,
inadequate foreign exchange reserves, excessively fast domestic
credit growth, unfavorable terms of trade shocks, low growth in
partner countries, and higher interest rates in industrial countries
influence the occurrence of reversals. More recent literature has also
focused on the importance of balance sheet vulnerabilities in the run-
up to a crisis, such as the extent of liability dollarization and maturity
mismatches. It has also underscored the importance of the
composition of capital inflows—for example, the relative stability of
foreign direct investment versus portfolio and other types of short-
term investment flows. Moreover, weak financial sectors often lead to
higher vulnerability to a reversal as banks borrow money from abroad
and make risky domestic loans. Conversely, a flexible exchange rate
regime, higher degree of openness, export diversification, financial
sector development, and coherent fiscal and monetary policies are
some factors that make a country with persistent deficits less
vulnerable to a reversal.
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So, are deficits bad?

A common complaint about economics is that the answer to any
question is, "It all depends." It is true that economic theory tells us
that whether a deficit is good or bad depends on the factors giving
rise to that deficit, but economic theory also tells us what to look for
in assessing the desirability of a deficit.

If the deficit reflects an excess of imports over exports, it may be
indicative of competitiveness problems, but because the current
account deficit also implies an excess of investment over savings, it
could equally be pointing to a highly productive, growing economy.
If the deficit reflects low savings rather than high investment, it could
be caused by reckless fiscal policy or a consumption binge. Or it
could reflect perfectly sensible intertemporal trade, perhaps because
of a temporary shock or shifting demographics. Without knowing
which of these 1s at play, it makes little sense to talk of a deficit being
"good" or "bad": deficits reflect underlying economic trends, which
may be desirable or undesirable for a country at a particular point in
time.

Atish Ghosh is a Division Chief and Uma Ramakrishnan is a Senior Economist
in the IMF's Policy Development and Review Department.
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rate movements could no longer be prevented.
Movements in official reserve accounts therefore
elicited special attention, distinct from the other cap-
ital accounts. In the balance of payments of Japan
(and also France and Italy) the international assets
(i.e. net dollar-denominated claims) of private com-
mercial banks are treated as though they are under
the regulatory control of the monetary authorities
and are therefore a component of the nation’s
stock of international reserves usable to maintain a
fixed exchange rate. But since the early 1980s in
Japan, financial market deregulation has largely freed
the international capital transactions involving

Flath o> S

International Finance

Japanese citizens and corporations, including
commercial banks. The international holdings of
private banks in Japan should probably no longer
be considered official reserves, but in the official
presentation of Japan’s balance of payments they
still are. Since the 1971 demise of the Bretton Woods
system and its replacement with a regime of floating
rates, central banks, including the Bank of Japan,
continue to intervene in international currency mar-
kets but not nearly to the same extent as before.
Table 7.2 represents the official accounts of the
balance of payments for Japan for 2001. [n that year
merchandise exports exceeded merchandise imports

Table 7.2. Accounts of the balance of payments of jJapan, 2001; units = billions of yen

A. Current account
1. Goods
(a) Exports
(b) Imports
Net balance on merchandise trade
2, Services
(a) Transportation
(b) Travel
(c) Other
Net balance on goods and services
3, Investment income and compensation of employees
4, Unilateral transfers
Net balance on current account

B. Capital account
1. Long-term capital

(a) Directinvestment
inward (net)
outward (net)

(b) Portfolio investment
inward (net)
outward (net)

2. Short-term capital

(a) Financial derivatives
inward (net)
outward (net)

(b) Other
inward (net)
outward (net)

3. Capital transfers
Net balance on non-reserve capital accounts

4, Changesin Reserve Assets (net)
Net balance on capital accounts
Net errors and omissions

Debits Credits Deficit (—) or

Surplus (+)

38,056

3,934
3,219
5,997

2917
402
4,515

4,114
1,708

12,514
747

759
4,659

7,438
13,068

-12,270
-12,456

~2,096

-5,613
e
—6,173> KA
- OR

i

Source: Japan Statistical Yearbook -20()4, Table 15-17.
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Preview

« National income accounts

¢+ measures of national income
+ measures of value of production
¢+ measures of value of expenditure

« National saving, investment and the current
account

« Balance of payments accounts
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National Income Accounts

» Records the value of national income that
results from production and expenditure.

+ Producers earn income from buyers who spend
money on goods and services.

+ The amount of expenditure by buyers =
the amount of income for sellers =
the value of production.

+ National income is often defined to be the income
earned by a nation’s factors of production.
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National Income Accounts: GNP

» Gross national product (GNP) is the value
of all final goods and services produced by a
nation’s factors of production in a given
time period.

+ What are factors of production? workers (labor),
physical capital (like factories and equipment),
natural resources and other factors that are used
to produce goods and services.

+ The value of final goods and services produced by
US labor, capital and natural resources are
counted as US GNP.
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National Income Accounts: GNP (cont.)

GNP is calculated by adding the value of
expenditure on final goods and services produced.

« There are 4 types of expenditure:
—  Consumption: expenditure by domestic residents
—- Investment: expenditure by firms on plants & equipment

- Government purchases: expenditure by governments on
goods and services

—  Current account balance (exports minus imports): net
expenditure by foreigners on domestic goods and services
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National Income Accounts: GNP (cont.)

Figure 12-1
U.S. GNP and Its Components

America’s $11.1 trillion 2003 gross
national product can be broken down
into the four components shown.

Source: Economic Indicators, U.S. Government
Printing Office, July 2004.
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National Income Accounts

GNP is one measure of national income, but
a more precise measure of national income
IS GNP adjusted for following:

— Depreciation of capital results in a loss of
Income to capital owners, so the amount of
depreciation is subtracted from GNP.

—  Indirect business taxes reduce income to
businesses, so the amount of these taxes is
subtracted from GNP.
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National Income Accounts (cont.)

* Another approximate measure of national
income is gross domestic product (GDP):

« Gross domestic product measures the
final value of all goods and services that are
produced within a country in a given
time period.

« GDP = GNP - factor payments from
foreign countries + factor payments to
foreign countries
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Imports and Exports
As a Fraction of GDP

50%
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35%
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15% +
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Percentage of GDP

Canada France Germany ltaly Japan Mexico UK US

0 imports W exports

Imports and exports as a percentage of GDP by country, 2000. Source: OECD
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GNP = Expenditure on a Country’s
Goods and Services

expenditure

National Y = Cd + Id + Gd + EX on production

Income =
value of
production

=(C-C") + (I-" + (G-G") + EX
=C+[/+G+EX-(C'+[+G
=C+/+G+EX-IM

=C+/+G+CA
e

Domestic Net expenditure
expenditure by foreigners
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TABLE 12-1 National Income Accounts for Agraria,
an Open Economy (bushels of wheat)

GNP = Consumption + Investment + Government + Exports — Imports
(total output) purchases
100 = D I 2 I 10 : 1 -

55 bushels of wheat + (0.5 bushel per gallon) X (40 gallons of milk).
0.5 bushel per gallon X 40 gallons of milk.
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Expenditure and Production
in an Open Economy

CA= EX-IM = Y- (C+ I+ G)

* When production > domestic expenditure, exports >
Imports: current account > 0, trade balance >0

¢ when a country exports more than it imports, it earns more
income from exports than it spends on imports

+ net foreign wealth is increasing

* When production < domestic expenditure, exports <
Imports: current account < 0, trade balance <0

¢ when a country exports less than it imports, it earns less
income from exports than it spends on imports

+ net foreign wealth is decreasing

Copyright © 2006 Pearson Addison-Wesley. All rights reserved. 12-12





US Current Account As a Percentage
of GDP, 1960-2004
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US Current Account, 1960-2004
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US Current Account and
Net Foreign Wealth, 1977-2003

Current account,
net foreign wealth (billions of dollars)
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Figure 12-2
The U.S. Current Account and Net Foreign Wealth Position, 1977-2003

A string of current account deficits in the 1980s reduced America’s net foreign wealth until, by the early 21st century, the
country had accumulated a substantial net foreign debt.

Source: U.S. Government Printing Office, Economic Indicators, April 2004.
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Saving and the Current Account

National saving (S) = national income (YY) that
IS not spent on consumption (C) or
government purchases (G).

Y-C-G
(Y-C-T)+(T-G)
Sh+8S9=8
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How Is the Current Account Related to
National Saving?

CA=Y-(C+I+G)
implies
CA=(Y-C-G)-1
= S -1

current account = national saving — investment
current account = net foreign investment

A country that imports more than it exports
has low national saving relative to investment.
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How Is the Current Account Related to
National Saving? (cont.)

CA=S -1 or S =1+CA

« Countries can finance investment either by
saving or by acquiring foreign funds equal to
the current account deficit.

+ a current account deficit implies a financial capital
inflow or negative net foreign investment.

« When S >/, then CA > 0 and net foreign
investment and financial capital outflows for
the domestic economy are positive.
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How Is the Current Account Related to
National Saving? (cont.)

CA=SP+ 89—
= SP — government deficit — /

« Government deficit is negative
government saving

e equaltoG-T

~* Ahigh government deficit causes a
‘ negative current account balance, all other
things equal.
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Inverse Relationship Between
Public Saving and Current Account?

US current account and public saving relative to GDP,
1960-2004
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Source: Congressional Budget Office, US Department of Commerce
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Balance of Payments Accounts

« A country’s balance of payments accounts
accounts for its payments to and its receipts
from foreigners.

« Each international transaction enters the
accounts twice: once as a credit (+) and once
as a debit (-).
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Balance of Payments Accounts (cont.)

* The balance of payment accounts are
separated into 3 broad accounts:

¢ current account: accounts for flows of goods and
services (imports and exports).

¢ financial account: accounts for flows of financial
assets (financial capital).

+ capital account: flows of special categories of
assets (capital), typically non-market, non-
produced, or intangible assets like debt
forgiveness, copyrights and trademarks.
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" Example of Balance of
B8 Payment Accounting

* You import a DVD of Japanese anime by using your
debit card.

« The Japanese producer of anime deposits the funds
in its bank account in San Francisco. The bank
% credits the account by the amount of the deposit.

DVD purchase -$30

(current account)

Credit ("sale”) of bank account by bank +$30
(financial account)
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Example of Balance of
Payment Accounting (cont.)

* You invest in the Japanese stock market by buying
$500 in Sony stock.

» Sony deposits your funds in its Los Angeles bank
account. The bank credits the account by the amount
of the deposit.

Purchase of stock —-$500
(financial account)

Credit (“sale”) of bank account by bank +$500
(financial account)
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Example of Balance of
&8 Payment Accounting (cont.)

« US banks forgive a $100 M debt owed by the
government of Argentina through debt restructuring.

« US banks who hold the debt thereby reduce the debt
by crediting Argentina's bank accounts.

Debt forgiveness: non-market transfer -$100 M
kL (capital account)
Credit (“sale”) of bank account by bank +$100 M

(financial account)
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How Do the Balance of Payments
Accounts Balance?

« Due to the double entry of each transaction,
the balance of payments accounts will
balance by the following equation:

current account +
financial account +
capital account = 0
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Balance of Payments Accounts

« Each of the 3 broad accounts are more finely
divided:

« Current account: imports and exports
-~ merchandise (goods like DVDs)

- services (payments for legal services, shipping
services, tourist meals,...)

- income receipts (interest and dividend payments,
earnings of firms and workers operating in foreign
countries)

« Current account: net unilateral transfers

+ gifts (transfers) across countries that do not
purchase a good or service nor serve as income
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Balance of Payments Accounts (cont.)

« Capital account: records special asset

transfers, but this is a minor account for the
US.
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Balance of Payments Accounts (cont.)

* Financial account: the difference between sales of
domestic assets to foreigners and purchases of
foreign assets by domestic citizens.

* Financial (capital) inflow
+ Foreigners loan to domestic citizens by acquiring domestic

assets.
+ Foreign owned (sold) assets in the domestic economy are a

credit (+)
* Financial (capital) outflow

+ Domestic citizens loan to foreigners by acquiring foreign
assets.

+ Domestically owned (purchased) assets in foreign economies
are a debit (-)
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Balance of Payments Accounts (cont.)

« Financial account has at least
3 categories:

- Official (international) reserve assets
— All other assets
- Statistical discrepancy
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Balance of Payments Accounts (cont.)

 Statistical discrepancy

+ Data from a transaction may come from different
sources that differ in coverage, accuracy, and
timing.

+ The balance of payments accounts therefore
seldom balance in practice.

+ The statistical discrepancy is the account added to
or subtracted from the financial account to make it
balance with the current account and capital
account.
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Balance of Payments Accounts (cont.)

« Official (international) reserve assets:
foreign assets held by central banks to

cushion against instabillity in international
markets.

¢ Assets include government bonds, currency, gold
and accounts at the International Monetary Fund.

+ Official reserve assets owned by (sold to) foreign
central banks are a credit (+).

+ Official reserve assets owned by (purchased by)
the domestic central bank are a debit (-).
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Balance of Payments Accounts (cont.)

« The negative value of the official reserve assets is
called the official settlements balance or “balance
of payments”.

¢ ltis the sum of the current account, the capital account, the

non-reserve portion of the financial account, and the
statistical discrepancy.

+ A negative official settlements balance may indicate that a
country is depleting its official international reserve assets or
may be incurring debts to foreign central banks.

« selling foreign currency by the domestic central bank and
buying domestic assets by foreign central banks are
credits for official international reserve assets, and
therefore reduce the official settlements balance.
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US Balance of Payments Accounts, 2003
in Billions of Dollars

TABLE 12-2 U.S. Balance of Payments Accounts for 2003 (billions of dollars)
Credits Debits
Current Account
(1) Exports LSl
Of which:
Goods 71|
Services +307.4
Income receipts +294.4
(2) Imports 7S
Of which:
Goods ] 260 7
Services = 290 )
Income payments =201 1
(3) Net unilateral current transfers —67.4
Balance on current account a0 7
[(1)+2) +(3)]
Capital Account
4) |

Copyright © 2006 Pearson Addison-Wesley. All rights reserved. 12-34





US Balance of Payments Accounts, 2003
in Billions of Dollars (cont.)

TABLE 12-2 U.S. Balance of Payments Accounts for 2003 (billions of dollars)
Credits Debits

Financial Account

(5) U.S. assets held abroad —283.4
(increase =)
Of which:
Official reserve assets 115
Other assets —284.9
(6) Foreign assets held in U.S. 290
(increase +)
Of which:
Official reserve assets +248.6
Other assets 3806
Balance on financial account +545.8
[(5) + (6)]
Statistical discrepancy =120
[sum of (1) through (6) with sign reversed]

Source: U.S. Department of Commerce, Survey of Current Business, July 2004. Totals may differ from sums
because of rounding.
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US Net Foreign Assets

 The US has the most negative net foreign
wealth in the world, and so is therefore the
world’s largest debtor nation.

 And its current account deficit in 2004 was
$670 billion dollars, so that net foreign wealth
continued to decrease.

« The value of foreign assets held by the
US has grown since 1980, but liabilities of
the US (debt held by foreigners) has grown
more quickly.

Copyright © 2006 Pearson Addison-Wesley. All rights reserved. 12-36





US Net Foreign Assets (cont.)

Assets, liabilities
(ratio to GDP)

1.2

Gross foreign liabilities
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Figure 12-3

U.S. Gross Foreign Assets and Liabilities, 1980-2003

Note: Since 1980, both the foreign assets and the liabilities of the United States have increased sharply. But liabilities
have risen more quickly, leaving the United States with a substantial net foreign debt.

Source: Philip R. Lane and Gian Maria Milesi-Ferretti, “Financial Globalization and Exchange Rates.” Phaotocopy, Trinity College Dublin and IMF,
June 2004.






US Net Foreign Assets (cont.)

« About 70% of foreign assets held by the US are
denominated in foreign currencies and almost all of
US liabilities (debt) are denominated in dollars.

« Changes in the exchange rate influence value of net
foreign wealth (gross foreign assets minus gross
foreign liabilities).

+ A depreciation of the US dollar makes foreign assets held by

the US more valuable, but does not change the dollar value
of dollar denominated debt.
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TABLE 12-3 International Investment Position of the United States at Year End, 2002
and 2003 (millions of dollars)
Changes in position in 2003
Atributable to
Line Type of investment Posiion, 2002° | oo oo Valuation adjusiments Totd Posilion, 2003 *
Price changes Exgmang;@b Cther changes ?
(a) (b} (e) {d) (a+brord)
Net international investment position of the United States:
1| With direct investment positions at current cost {line 3 less line 24) =2,233,018 =545,759 37,112 255,457 55,526 -197,664 -2,430,682
2| With direct investment positions at market value (line 4 less line 25) ... =2,553,407 ~545,759 =-13,696 397,918 63,954 -47,563 =2,650,990
U.5.-owned assels abroad:

3 With direct investment at current cost (lines 5+10+15) 6,413,535 283414 355,668 327,520 =177,445 789,157 7,202,692
4 With direct irvestment at market velue (lines 5+10+16) 6,613,320 283,414 676,650 468,722 -178,138 1,250,648 7,863,968
5 U.S. official reSeIve SSEIS...........coow..o s vsnansecsinns 24975 183,577
6 Gold.uune 1 108,666
7 speoal raumg ighis S— ; 4 12,638
8 Reserve position in e International Monetary Fund ... sssisnn ;| AG L. " 050 .. 556 22,535
9 Forelgn curencies ; . 5887 39,538
10 1U.S. Govemment assets, other than official reserve assets. 537 84,772
1; Us. Mlﬂali'ld golier long-term assels® ... -% g:,%
1 =i )

13 W’ n_ m ........... -2 74
14 LS. foredgn currency holdings and ULS. short-term assels 165 2792

U.S. privale assels:
15 direct investment at current cost (lines 17+19+22+23) 6,169,624 74 337,609 319,082 =177,446 719
18 Wilh direct investment al market value (ines 18+19+22+23) 285,474 658,591 460,284 -178,139 1,226,210 7,595,619
Directinvestment abroad:

17 At current cost 1,839,995 229,018 2,069,013
18 2,039,780 509 2,730,

19 Foreign securities. 1,846,879 627,495 2474974
2 Bonds 501,762 368 502,1
g Us. o aiaisd ted by US. nonbanking concems... 1'33311:-5 Seaiass "gﬁ.%

M5 On Ul [l s CONCRMS...
23 LLS. claims reported by U.S. ba'lg.kns. nﬁmﬂg elsehens. ... .cmmeminnie 1,574,726 201,558 1,776,284
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TABLE 12-3 International Investment Position of the United States at Year End, 2002
and 2003 (millions of dollars)
Foreign-owned assets in the United States:
24| With direct investment at current cost (lines 264+33) .. 8,646,553 829173 318,556 72,063 229N 986,621 9,633,374
25 With direct investment at market value (lines 26+34). . 9,166,727 829173 690,346 70,804 =242,092 1,348201 10,614,958
% Foruga official assets in e United States 1,212723 248,573 8,945 261,438 1,474,161
27 ment 954,896 194,568 12410 190,133 1,145,029
28 U3, Treasury securili 796,449 169,685 . 4,476 160,214 956,
2 Ofthes 158,447 24,883 =2,898 ... 7,934 29919 188,366
) Other U.S, Government liabilities ! 17,144 -564 -564 16,580
a1 U.S. Kabilifes d bl[U S. banks, not included elewhere........ e 144,646 49,420 -3465 45955 190,601
a2 Other foreign ;; 96,007 5,148 20,765 25914 121,951
Other foreign assets:
k<] With direct investment at current cost (lines 35+37+38+41+42443 7,433,830 580,600 314,636 72,063 241,816 725,383 8,159,213
H With direct invesiment at market value (ines 36+37+38+41442: 7,954,004 580,600 686,426 70,304 -251,097 1,086,793 . 9,040,797
Direct investment in the United States:

B PR CUUTOEN QOB vree s srevsrivssromenmosssmmmemasssmssrmssssmasmssis musmsnsm o i svion - 1,505,171 39,890 : 1,175 784 1,553,955
3% Atmarket value 2,025,345 39 7846 410,194 2,435,539
a7 U.S, TIBASUTY SBCUNEES .......cocrserrvrorercs e 457,670 113,432 | -16,948 72 542
33 us. semdbesaﬂmllm U.& Tieasury secuiilies . . 2,786,647 250,981 319,788 48,437 -14,808 604,408 3,391,050
a9 C 1,600,414 213718 5,205 48,437 -14,803 252557 1,852,911
40 Corporaie aiodm 1,186,233 37,263 314,583 351,846 1,538,079
p hEY nafiiialed foreigners reposted by LS. nonbanking gﬂ@ 11,269 -493,372 -salag,g 3&%
42 U.S. Rabilifies to u [l non CONCBING
43 U.S. Kabilifes reported by U.S. bamanﬁtpg' fuded el 1,518,442 11,008 282,032 368,773 1,887,215
# Preliminary. ) .
* Ravised. _ . riptions to financial and provided to
1. Represents gains or losses on foreign-curmency-denominated assels due 1o their revaluaion at current exchange ummrm i prog quiring repayment over several years. Excludes World War | debts that are not being

rates.
2. Includes changes in coverage, capital gains and losses of direct investment affiliates, and other stafistical adjust- mmmmm Mnmmaymmm«auaophmmmhm\ﬁhaﬁm

ments 1o the value of assets. e g wum‘wu& of maksrials o transfer of services.
&mhmnmmolmMMsmmthhmmﬁu geld. |ﬂuummmwmmmmwmmm«umuquu

4, Reflocts in gold stock from U.S. Treasury salos of gold medalions and commemorative and bullion coing; mughh ign official
wrolwsr ont through open market muummwnmmthth
Source: U.S. Department of Commerce, Bureau of Economic Analysis, Survey of Current Business, July 2004.
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Summary

A country’s GNP is roughly equal to the
Income received by its factors of production.

* In an open economy, GNP equals the sum
of consumption, investment, government
purchases, and the current account.

 GDP is equal to GNP minus net receipts of
factor income from abroad. It measures the
output produced within a country’s borders.
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Summary (cont.)

« National saving minus domestic investment equals
the current account (= exports minus imports).

« The current account equals the country’s net foreign
investment (net outflows of financial assets).

« The balance of payments accounts records flows of
goods & services and flows of financial assets
across countries.

+ It has 3 parts: current account, capital account and
financial account, which balance each other.

+ Transactions of goods and services appear in the current
account; transactions of financial assets appear in the
financial account.
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Summary (cont.)

«  Official international reserve assets are a
component of the financial account which records
official assets held by central banks.

« The official settlements balance is the negative
value of official international reserve assets, and it
shows a central bank’s holdings of foreign assets
relative to foreign central banks’ holdings of
domestic assets.

« The US is the largest debtor nation, and its foreign
debt continues to grow because its current account
continues to be negative.
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CHAPTER 12

National Income
Accounting and the

Balance of Payments

O ver the decade from 1991 to 2000, Japan’s national product grew at an annual aver-
age rate of only 1.5 percent, while that of the United States grew by nearly 3.5 per-
cent per year. At the same time, Japan’s unemployment rate rose, reaching nearly 5 percent
and overtaking that of the United States for the first time in fifty years. In 2001, however,
the U.S. economy entered a recession and the entire world economy slowed. Can eco-
nomic analysis help us to understand both the interdependencies among national
economies as well as the reasons why their fortunes often differ?

Previous chapters have been concerned primarily with the problem of making the best
use of the world’s scarce productive resources at a single point in time. The branch of eco-
nomics called microeconomics studies this problem from the perspective of individual
firms and consumers. Microeconomics works “from the bottom up” to show how individ-
ual economic actors, by pursuing their own interests, collectively determine how resources
are used. In our study of international microeconomics we have learned how individual
production and consumption decisions produce patterns of international trade and spe-
cialization. We have seen that while free trade usually encourages efficient resource use,
government intervention or market failures can cause waste even when all factors of pro-
duction are fully employed.

With this chapter we shift our focus and ask: How can economic policy ensure that fac-
tors of production are fully employed? And what determines how an economy’s capacity tc
produce goods and services changes over time? To answer these questions we must
understand macroeconomics, the branch of economics that studies how economies’
overall levels of employment, production, and growth are determined. Like microeconom-
ics, macroeconomics is concerned with the effective use of scarce resources. But while
microeconomics focuses on the economic decisions of individuals, macroeconomics ana:
lyzes the behavior of the economy as a whole. In our study of international macroeco:
nomics, we will learn how the interactions of national economies influence the worldwide
pattern of macroeconomic activity.

Macroeconomic analysis emphasizes four aspects of economic life that we have usually
kept in the background until now to simplify our discussion of international economics:

I. Unemployment. We know that in the real world workers may be unemployec
and factories may be idle. Macroeconomics studies the factors that cause unemploy
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ment and the steps governments can take to prevent it, A main concern of intertational
macroeconomics is the problem of ensuring full employment in economies open to
international trade,

2. Saving. In earlier chapters we usually assumed that 8Very country consumes ap
amount exactly equal to its income-—no more and no less. In reality, though, households
can put aside part of their income to provide for the future, or they can borrow tem-
porarily to spend more than they earn, A country’s saving or borrowing behavior
affects domestic employment and future levels of national wealth. From the standpoint
of the international economy as a whole, the world saving rate determines how quick-
ly the world stock of productive capital can grow.

3. Trade imbalances. As we saw in earlier chapters, the value of a country’s imports
equals the value of its exports when spending equals income. This state of balanced
trade is seldom attained by actual economies, however. Trade imbalances play a large
role in the following chapters because they redistribute weaith among countries and are
a main channel through which one country’s macroeconomic policies affect its trading
partners. It should be no surprise, therefore, that trade imbalances, particularly when
they are large and persistent, quickly can become a source of international discord,

4. Money and the price level. The trade theory you have studied so far is a barter
theory, one in which goods are exchanged directly for other goods on the basis of their
relative prices. In practice it is more convenient to use money, a2 widely acceptable
medium of exchange, in transactions, and to quote prices in terms of money. Because
money changes hands in virtually every transaction that takes place in a modern econ-
omy, fluctuations in the supply of money or the demand for it can affect both output and
employment. International macroeconomics takes into account that every country yses -
a currency and that a monetary change in one country (for example,a change in money -
supply) can have effects that spill across its borders to other countries. Stability in
money price levels is an important goal of international macroeconomic policy.

This chapter takes the first step in our study of international macroeconomics by
2xplaining the accounting concepts economists use to describe a country’s level of pro-
duction and its international transactions, To geta complete picture of the macroeconomic
inkages among economies that engage in international trade, we have to master two
elated and essential tools. The first of these tools, national income accounting,
ecords all the expenditures that contribute to 2 country’s income and output. The second
ool, balance of payments accounting, helps us kesp track of both changes in a coyn-
ry's indebtedness to foreigners and the fortunes of its export- and import-competing ‘J
1dustries. The balance of payments accounts also show the connection between foreign '
ransactions and national money supplies. @

ﬁhe National Income Accounts i

'f central concern to macroecononiic analysis is a country’s gross national product
3NP), the value of all final goods and services produced by its factors of production and
)ld on the market in a given time period. GNP, which is the basic measure of a country’s
itput studied by macroeconomists, is calculated by adding up the market value of al|
penditures on final output. GNP therefore includes the value of goods like bread solq in
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a supermarket and textbooks sold in a bookstore, as well as the value of services provided
by supermarket checkers and baggers and by university professors. Because output cannot
be produced without the aid of factor inputs, the expenditures that make up GNP are closely
linked to the employment of labor, capital, and other factors of production.

To distinguish among the different types of expenditure that make up a country’s GNP,
government economists and statisticians who compile national income accounts divide
GNP among the four possible uses for which a country’s output is purchased: consumption
(the amount consumed by private domestic residents), investment (the amount put aside by
private firms to build new plant and equipment for future production), government pur-
chases (the amount used by the government), and the current account balance (the amount
of net exports of goods and services to foreigners). The term national income accounts,
rather than national output accounts, is used to describe this fourfold classification because
a country’s income in fact equals its output. Thus, the national income accounts can be
thought of as classifying each transaction that contributes to national income according to
the type of expenditure that gives rise to it. Figure 12-1 shows how U.S. GNP was divided
among its four components in 2000.'

Why is it useful to divide GNP into consumption, investment, government purchases,
and the current account? One major reason is that we cannot hope to understand the cause
of a particular recession or boom without knowing how the main categories of spending
have changed. And without such an understanding, we cannot recommend a sound policy
response. In addition, the national income accounts provide information essential for studying
why some countries are rich—that is, have a high level of GNP relative to population size—
while some are poor.

National Product and National Income

Our first task in understanding how economists analyze GNP is to explain in greater detail
why the GNP a country generates over some time period must equal its national income,
the income earned in that period by its factors of production.

The reason for this equality is that every dollar used to purchase goods or services auto-
matically ends up in somebody’s pocket. A visit to the doctor provides a simple example of
how an increase in national output raises national income by the same amount. The $75 you
pay the doctor represents the market value of the services he or she provides for you, so
your visit raises GNP by $75. But the $75 you pay the doctor also raises his or her income.
So national income rises by $75.

The principle that output and income are the same also applies to goods, even goods that
are produced with the help of many factors of production. Consider the example of an eco-
nomics textbook. When you purchase a new book from the publisher, the value of your pur-
chase enters GNP. But your payment enters the income of the productive factors that have
cooperated in producing the book, because the publisher must pay for their services with the
proceeds of sales. First, there are the authors, editors, artists, and typesetters who provide

LOur definition of the current account is not strictly accurate when a country is a net donor or recipient of foreign
gifts. This possibility, along with some others, also complicates our identification of GNP with national income.
We describe later in this chapter how the definitions of national income and the current account must be changed
in such cases.
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the labor inputs necessary for the book’s production. Second, there are the publishing com-
pany’s shareholders, who receive dividends for having financed acquisition of the capital
used in production. Finally, there are the suppliers of paper and ink, who provide the inter-
mediate materials used in producing the book,

The paper and ink purchased by the publishing house to produce the book are not counted
separately in GNP because their contribution to the value of national output is aiready
included in the book’s price. It is to avoid such double counting that we allow only the sale
of final goods and services to enter into the definition of GNP, Sales of intermediate goods,
such as paper and ink purchased by a publisher, are not counted. Notice also that the sale of
a used textbook does not enter GNP. Our definition counts only final goods and services that
are produced and a used textbook does not qualify: It was counted in GNP at the time it was
first sold. Equivalently, the sale of a used textbook does not generate income for any factor
of production,

Capital Depreciation, International _
Transfers, and Indirect Business Taxes

Because we have defined GNP and national income so that they are necessarily equal,
their equality is really an identity. Some adjustments to the definition of GNP must be
made, however, before the identification of GNP and national income is entirely correct in
practice.
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1. GNP does not take into account the economic loss due to the tendency of machinery
and structures to wear out as they are used. This loss, called depreciation, reduces the
income of capital owners. To calculate national income over a given period, we must
therefore subtract from GNP the depreciation of capital over the period. GNP less
depreciation is called net national product (NNP).

2. A country’s income may include gifts from residents of foreign countries, called
untilateral transfers. Examples of unilateral transfers of income are pension payments to
retired citizens living abroad, reparation payments, anid foreign aid such as relief funds
donated to drought-stricken nations. For the United States in 2000, the balance of such
payments amounted to around $53.2 billion, representing a 0.53 percent of GNP net
transfer to foreigners. Net unilateral transfers are part of a country’s income but are not
part of its product, and they must be added to NNP in calculations of national income.

3. National income depends on the prices producers receive for their goods, GNP on
the prices purchasers pay. These two sets of prices need not, however, be identical. For
example, sales taxes make buyers pay more than sellers receive, leading GNP to over-
estimate national income. The amount of this tax wedge, called indirect business taxes,
must therefore be subtracted from GNP in calculating true national income.

National income equals GNP less depreciation, plus net unilateral transfers, less indirect
business taxes. The difference between GNP and national income is by no means an
insignificant amount, but macroeconomics has little to say about it, and it is of little impor-
tance for macroeconomic analysis. Therefore, for the purposes of this text we usually use
the terms GNP and national income interchangeably, emphasizing the distinction between
the two only when it is essential.

Gross Domestic Product

Most countries other than the United States have long reported gross domestic product
(GDP) rather than GNP as their primary measure of national economic activity. In 1991 the
United States began to follow this practice as well. GDP is supposed to measure the volume
of production within a country’s borders. GNP equals GDP plus net receipts of factor
income from the rest of the world. These net receipts are primarily the income domestic res-
idents earn on wealth they hold in other countries less the payments domestic residents
make to foreign owners of wealth located at home.

GDP does not correct, as GNP does, for the portion of countries’ production carried out
using services provided by foreign-owned capital. Consider an example. The earnings of a
Spanish factory with British owners are counted in Spain’s GDP but are part of Britain's
GNP. The services British capital provides in Spain are a service export from Britain,
therefore they are added to British GDP in calculating British GNP. At the same time, to
figure Spain’s GNP we must subtract from its GDP the corresponding service import
from Britain. ’ ‘

As a practical matter, movements in GDP and GNP usually do not differ greatly, We
will focus on GNP in this book, however, because GNP tracks national income more
closely than GDF, and national welfare depends more directly on national income than on
domestic product,
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ﬂéﬁonai Income Accounting for an Open Economy

In this section we extend to the case of an open economy the closed-economy national
income accounting framework you may have seen in earlier economics courses. We begin
with a discussion of the:national income accounts because they highlight the key role of
international trade in open-economy macroeconomic theory. Since a closed economy’s resi-
dents cannot purchase foreign output or sell their own to foreigners, all of national income
must be generated by domestic consumption, investment, or government purchases. In an
economy open to international trade, however, the closed-economy version of national income
accounting must be modified because some domestic output is exported to foreigners while
some domestic income is spent on imported foreign products.

The main lesson of this section concerns the relation among national saving, investment,
and trade imbalances. We will see that in open economies, saving and investment are not
necessarily equal as they are in a closed economy. This is because countries can save by
exporting more than they import, and they can dissave—that is, reduce their wealth—by
exporting less than they import.

Consumption

The portion of GNP purchased by the private sector to fulfill current wants is called
consumption. Purchases of movie tickets, food, dental work, and washing machines all
fall into this category. Consumption expenditure is the largest component of GNP in most
economies. In the United States, for example, the fraction of GNP devoted to consumption
has fluctuated in a range of about 62 to 69 percent since the Korean War,

Investment

The part of output used by private firms to produce future output is called investment.
Investment spending may be viewed as the portion of GNP used to increase the nation’s
stock of capital. Steel and bricks used to build a factory are part of investment spendmg, as
are services provided by a technician who helps build business computers. Firms’ pur-
chases of inventories are also counted in investment spending because carrying inventories
is just another way for firms to transfer output from current use to future use. Investment is
usually more variable than consumption. In the United States, (gross) investment has fluc-
tuated between 12 and 19 percent of GNP in recent vears. While we often use the word
investment to describe individual households’ purchases of stocks, bonds, or real estate, you
should be careful not to confuse this everyday meaning of the word with the economic defin-
ition of investment as a component of GINP. When you buy a share of Microsoft stock, you are
buying neither a good nor a service, so your purchase does not show up in GNP.

Government Purchases

Any goods and services purchased by federal, state, or local governments are classified as
government purchases in the national income accounts. Included in government purchases
are federal military spencling, government support of cancer research, and government funds
spent on highway repair and education. Government transfer payments like social security
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and unemployment benefits do not require the recipient to give the government any goods
or services in return. Thus, transfer payments are not included in government purchases,

Government purchases currently take up about 18 percent of U.S. GNP, and this share
has not changed much since the late 1950s. (The corresponding figure for 1959, for
example, was around 20 percent.) In 1929, however, government purchases accounied for
only 8.5 percent of U.S. GNP.

The National Income ldentity for an Open Econoiny

In a closed economy any final goed or service that is not purchased by households or the
government must be used by firms to produce new plant, equipment, and inventories. If
consumption goods are not sold immediately to consumers or the government, firms (per-
haps reluctantly) add them to existing inventories, thus increasing investment.

This information leads to a fundamental identity for closed economies. Let ¥ stand for
| GNP, € for consuraption, ! for investment, and & for government purchases. Since all of
a closed economy’s output must be consumed, invested, or bought by the government, we
can write

Y=C+1+0G.

We derived the national income identity for a closed economy by assuming that all output
was consumed or invested by the country’s citizens or purchased by its government. When
foreign trade is possible, however, some output is purchased by foreigners while some
domestic spending goes to purchase goods and services produced abroad. The GNP identity
for open economies shows how the national income a country earns by selling its goods and
services is divided between sales to domestic residents and sales to foreign residents.

Since residents of an open economy may spend seme of their income on imports, that is,
goods and services purchased from abroad, only the portion of their spending that is not
devoted to imports is part of domestic GNP. The value of imports, denoted by IM, must be
subtracted from total domestic spending, C + I + G, to find the portion of domestic spending
that generates domestic national income. Imports from abroad add to foreign countries’ GNPs
but do not add directly to domestic GINP. i

Similarly, the goods and services sold to foreigners make up a country’s exports.
Exports, denoted by EX, are the amount foreign residents’ purchases add to the national 1
income of the domestic economy. ' |

The national income of an open economy is therefore the sum of domestic and foreign |
expenditure on the goods and services produced by domestic factors of production. Thus,
the national income identity for an open economy is

Y=C+1I1+ G+ EX—IM. (12-1)

An Imaginary Open Economy

To make identity (12-1) concrete, let’s consider an imaginary closed economy, Agraria, ;'
whose only output is wheat. Each citizen of Agraria is a consumer of wheat, but each is also
a farmer and therefore can be viewed as a firm. Farmers invest by putting aside a portion of
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Table 12-1" come
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®0.5 bushel per gallen X 40 gatlons of milk. @

each year's crop as seed for the following year’s planting. There is also a government that
appropriates part of the crop to feed the Agrarian army. Agraria’s total annual crop is
100 bushels of wheat. Agraria can import milk from the rest of the world in exchange for
exports of wheat, We cannct draw up the Agrarian national income accounts without knowing
the price of milk in terms of wheat because all the components in the GNP identity (12-1)
must be measured in the same units. If we assume the price of milk is 0.5 bushel of wheat per
gallon, and that at this price Agrarians want to consume 40 gallons of milk, then Agraria’s
imports are equal in value to 20 bushels of wheat.

In Table 12-1 we see that Apraria’s total output is 100 bushels of wheat. Consumption is
divided between wheat and milk, with 55 bushels of wheat and 40 gallons of milk (equal in
value to 20 bushels of wheat) consumed over the year. The value of consumption in terms of
wheat is 55 + (0.5 X 40) = 55 -+ 20 = 75,

The 100 bushels of wheat produced by Agraria are used as follows: 55 are consumed by
domestic residents, 25 are invested, 10 are purchased by the government, and 10 are.
exported abroad. National income (¥ = 100) equals domestic spending (C + { + G = 110}
plus exports (EX = 10) less imports (fM = 20).

The Current Account and Foreign Indebtedness

In reality a country’s foreign trade is exactly balanced conly rarely. The difference between
exports of goods and services and imports of goods and services is known as the current
account balance (or current account). If we denote the current account by CA, we can
express this definition in symbols as

CA=EX—IM,

When a country’s imports exceed its exports, we say the country has a current account
deficit. A country has a current account surplus when its exports exceed its imports.?

2In addition to net exports of goods and services, the current account balance includes net unilateral transfers of
income, which we discussed briefly above. Following our earlier assumption, we continue to ignore such trans-
fers for now to simplify the discussion, We will see how transfers of current income enter the current account later
in this chapter when we analyze the U.S. balance of payments in detail,
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The GNP identity, equation (12-1), shows one reason why the current account is importar
in international macroeconomics. Since the right-hand side of (12-1) is total expenditure o
domestic output, changes in the current account can be associated with changes in output anc
thus, employment.

The current account is also important because it measures the size and direction ¢
international borrowing. When a country imports more than it exports, it is buying mor
from foreigners than it sells to them and must somehow finance this current account defici
How does it pay for additional imports once it has spent its export earnings? Since th
country as a whole can import more than it exports only if it can borrow the difference fror
foreigners, a country with a current account deficit must be increasing its net foreign debt
by the amount of the deficit.?

Similarly, a country with a current account surplus is earning more from its exports tha
it spends on imports. This country finances the current account deficit of its trading partnei
by lending to them. The foreign wealth of a surplus country rises because foreigners pay fc
any imports not covered by their exports by issuing IOUs that they will eventually have t
redeem. The preceding reasoning shows that @ country’s current account balance equals th
change in its net foreign wealth. :

We have defined the current account as the difference between exports and import:
Equation (12-1) says that the current account is also equal to the difference between nation:
income and domestic residents’ spending C + I + G:

Y- (C+1+G)=CA.

It is only by borrowing abroad that a country can have a current account deficit and us
more output than it is currently producing. If it uses less than its output, it has a currer
account surplus and is lending the surplus to foreigners.* International borrowing and lendin
were identified with intertemporal trade in Chapter 7. A country with a current accour
deficit is importing present consumption and exporting future consumption. A countr
with a current account surplus is exporting present consumption and importing futur
consumption.

As an example, consider again the imaginary economy of Agraria described in Table 12-]
The total value of its consumption, investment, and government purchases, at 110 bushel
of wheat, is greater than its output of 100 bushels. This inequality would be impossible in
closed economys; it is possible in this open economy because Agraria now imports 40 gallon
of milk, worth 20 bushels of wheat, but exports only 10 bushels of wheat. The currer
account deficit of 10 bushels is the value of Agraria’s borrowing from foreigners, which th
country will have to repay in the future.

*Alternatively, a country could finance a current account deficit by using previously accumulated foreign wealth t
pay for imports. This country would be running down its net foreign wealth, which is the same as running up il
net foreign debts.

Our discussion here is ignoring the pgssibility that a country receives E_fi!‘_(_)f foreign assets (or gives such gifts
as when one country agrees to forgive another’s debts. As we will discuss below, such asset transfers (unlike trans
fers of current income) are not part of the current account, but they nonetheless do affect net foreign wealth. The
are recorded in the capital account of the balance of payments.

4The sum C + [ + G is often called domestic absorption in the literature on international macroeconomics. Usin
this terminology, we can describe the current account surplus as the difference between income and absorption
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A string of current account deficits in the |980s reduced America’s net foreign wealth until, by the
decade’s end, the country had accumulated a substantial net foreign debt.
Source: U.S, Government Prlr_nting Office, Economic Indicators, March 1998, April 200l‘.

Figure 12-2 gives a vivid illustration of how a string of cwrrent account deficits can
add up to a large foreign debt. The figure plots the U.S. current account balance since the
late 1970s along with a measure of the nation’s stock of net foreign wealth. As you can see,
the United States had accumulated substantial foreign wealth by the early 1980s, when a
sustained current account deficit of proportiors unprecedented in the twentieth century
opened up. In 1987 the country became a net debtor to foreigners for the first time since
World War I.

As the Case Study on p. 316 shows, it is surprisingly hard to measure accurately a
country’s net foreign wealth. Some economic analysts therefore question the data in
Figure 12-2 and disagree over when the United States became a debtor country and how
large its foreign debt really is. But there is no question that a large decrease in U.S. foreign
assets did occur over the 1980s.

Saving and the Current Account '

Simple as it is, the GNP identity has many illuminating implications. To explain the most
important of these implications, we define the concept of national saving, that is, the portion
of output, ¥, that is not devoted to household consumption, C, or government purchases,
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G In a closed economy, national saving always equals investment. This tells us that the
economy as a whole can increase its wealth only by accumulating new capital.
Let § stand for national saving. Our definition of S tells us that

S=Y-C—0G.

Since the closed-economy GNP identity, ¥ = C + [ + G, may also be written as [ =
Y — C— G, then

S§=1

and national saving must equal investment in a closed economy. While in a closed economy
saving and investment must always be equal, in an open economy they can differ. Remem-
bering that national saving, S, equals ¥ — C — G and that CA = EX — IM, we can rewrite
the GNP identity (12-1) as

S=17+ CA.

The equation highlights an important difference between open and closed economies: An
open economy can save either by building up its capital stock or by acquiring foreign
wealth, but a closed economy can save only by building up its capital stock.

Unlike a closed economy, an open economy with profitable investment opportunities
does not have to increase its saving in order to exploit them. The preceding expression
shows that it is possible simultaneously to raise investment and foreign borrowing without
changing saving. For example, if New Zealand decides to build a new hydroelectric plant,
it can import the materials it needs from the United States and borrow American funds to pay
for them. This transaction raises New Zealand’s domestic investment because the imported
materials contribute to expanding the country’s capital stock. The transaction also raises New
Zealand’s current account deficit by an amount equal to the increase in investment. New
Zealand’s saving does not have to change, even though investment rises. For this to be pos-
sible, however, U.S. residents must be willing to save more so that the resources needed to
build the plant are freed for New Zealand’s use. The result is another example of intertem-
poral trade, in which New Zealand imports present consumption (when it borrows from the
United States) and exports future consumption (when it pays off the loan).

Because one country’s savings can be borrowed by a second country to increase the
second country’s stock of capital, a country’s current account surplus is often referred to as
its net foreign investment. Of course, when one country lends to another to finance invest-
ment, part of the income generated by the investment in future years must be used to pay
back the lender. Domestic investment and foreign investment are two different ways in
which a country can use current savings to increase its future income.

SThe U.S. national income accounts assume that government purchases are not used to enlarge the nation’s capi-
tal stock. We follow this convention here by subtracting all government purchases from output to calculate
national saving. Most other countries’ national accounts distinguish between government consumption and gov-
ernment investment (for example, investment by publicly owned enterprises) and include the latter as part of
national saving. Often, however, government investment figures include purchases of military equipment.
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Private and Government Saving

So far our discussion of saving has not stressed the distinction between saving decisions
made by the private sector and saving decisions made by the government. Unlike private
saving decisions, however, government saving decisions are often made with an eye toward
their effect on output and employment. The national income identity can help us to analyze
the channels through which government saving decisions influence macroeconomic condi-
tions. To use the national income identity in this way, we first have to divide national
saving into its private and government components. )

Private saving is defined as the part of disposable income that is saved rather than con-
sumed. Disposable income is national income, ¥, less the net taxes collected from house-
holds and firms by the government, 7.¢ Private saving, denoted S”, can therefore be
expressed as

SP=Y-T-C

Government saving is defined similarly to private saving. The government’s “income” is
its net tax revenue, 7, while its “consumption” is government purchases, G. If we let §¢
stand for government saving, then

§¢=T-G.

The two types of saving we have defined, private and government, add up to national
saving. To see why, recall the definition of national saving, S, as ¥ — C — G. Then

§S=Y-C-G=F-T-C)+(T—G)=S5"+ 8-

We can use the definitions of private and government saving to rewrite the national
income identity in a form that is useful for analyzing the effects of government saving deci-
sions on open economies. Because S = 57 + §¢ = [ + CA,

SP=1+CA—8§¢=I+CA—-T—-G=I1I+CA+(G-T). (12-2)

Equation (12-2) relates private saving to domestic investment, the current account sur-
plus, and government saving. To interpret equation (12-2), we define the government
budget deficit as G — T, that is, as government saving preceded by a minus sign. The
government budget deficit measures the extent to which the government is borrowing to
finance its expenditures. Equation (12-2) then states that a country’s private saving can take
three forms: investment in domestic capital (1), purchases of wealth from foreigners (CA),
and purchases of the domestic government’s newly issued debt (G — T')7 The usefulness of
equation (12-2) is illustrated by the following Case Study.

fNet taxes are taxes less government transfer payments. The term government refers to the federal, state, and local
governments considered as a single unit.

"In a closed economy the current account is always zero, so equation (12-2) is simply § = I + (G - T).
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Government Deficit Reduction May Not Increase
the Current Account Surplus

The linkage among the current account balance, investment, and private and government saving
given by equation (12-2) is very useful for thinking about the results of economic policies and
events. Our predictions about such outcomes cannot possibly be correct unless the current
account, investment, and saving rates adjust in a way that is consistent with (12-2). Because that
equation is an identity, however, and is not based on any theory of economic behavior, we
cannot forecast the results of policies without some model of the economy. Equation (12-2) is an
identity because it must be included in any valid economic model; but there are any number of
models consistent with (12-2).

A good example of how hard it can be to forecast policies’ effects comes from thinking about
the effects of government deficits on the current account. During the administration of President
Ronald Reagan in the early 1980s, the United States slashed taxes and raised some government
expenditures, generating both a big government deficit and a sharply increased current account
deficit. Those events gave rise to the argument that the government and current account deficits
were “twin deficits,” both generated primarily by the Reagan policies. If you rewrite identity
(12-2) in the form

CA=8—1—(G—-T),

you can see how that outcome could have occurred. If the government deficit rises (G — T goes
up) and private saving and investment don’t change much, the current account surplus must fall
by roughly the same amount as the increase in the fiscal deficit. In the United States between
1981 and 1985, the government deficit increased by a bit over 2 percent of GNP, while §7 — [
fell by about a half a percent of GNP, so the current account fell from approximate balance to
about —3 percent of GNP. (The variables in (12-2) are expressed as percentages of GNP for easy
comparison.) Thus, the twin deficits prediction is not too far off the mark.

The twin deficits theory story can lead us seriously astray, however, when changes in gov-
ernment deficits lead to bigger changes in private saving and investment behavior, A good
example of these effects comes from European countries’ efforts to cut their government budget
deficits prior to the launch of their new common currency, the euro, in January 1999. As we will
discuss in Chapter 20, the European Union (EU) had agreed that no member country with a
large government deficit would be allowed to adopt the new currency along with the initial wave
of euro zone members. As 1999 approached, therefore, EU governments made frantic efforts to
cut government spending and raise taxes.

Under the “twin deficits” theory, we would have expected the EU’s current account surplus to
increase sharply as a result of the fiscal change. As the table below shows, however, nothing of
the sort actually happened. For the EU as a whole, government deficits fell by about 4.5 percent

. of output, yet the current account surplus remained about the same.

The table reveals the main reason the current account didn’t change much: a sharp fall in the

private saving rate, which declined by about 4 percent of output, almost as much as the increase
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European Unlon (percentage of GNP)

SO JU N

Year cA Y A 6-T

1995 0.6 259 199 © =54
1996 1.0 ' 24.6 19.3 =43
1997 1.5 23.4 19.4 -2.5
1998 1.0 22.6 © 200 B —-16 -
1999 - 02 21.8 208‘ - —08" '

Source: Orgamzatlon for Economic Cooperation and Development, OECD Economic. Ou!!oak 68 (December
2000) Annex Tables 27, 30, and 52 (with investment calculated as the residual).

el

in government savmg (Investment rose sl1ght1y at the same t1me 3 In t}ns case the behavior of
private savers just about neutrahzed governments’ efforts to ralse nattonal sa\ungf

It is difficult to know why thlS offset occurred, , but t there are a nu,mber of possible explana-

" tions. One is based on an econormc theory known as the “tharchan ‘equivalence” of taxes and
government deficits. (The theory is named after the same Davn{:l R1cardo who dlscovered the
‘theory of comparative advantage—recall Chapter 2—a1though he hlmself d1d not believe in

_Ricardian equivalence.) Ricardian eqmvalence argues that when the govemment cuts taxes and

ralses its deﬁcrt, consumers anticipate that they will face hlgher taxes later to pay off the result-
mg government debt. In anticipation, they raise their own {private) saving to offset the fall in
government saving. Conversely, governments that lower their deﬁc1ts (thereby 1nereasmg gov-
ernment saving) will induce the private sector to lower its’ own savmg Quahtatlvely, this is the
kind of behavior we see in Europe in the late 1990s.

Economists’ statistical studies suggest however, that Rlcardran equwalence doesn t hold
exactly in practice. Most economists would atiribute no more than half the decline in European
private saving to Ricardian effects, What explains the rest of the declme'? The values of Euro-
pean financial assets were generally rising in the late 19905 a development fueled in part by
optimism over the beneficial economic effects of the planned common currency It IS likely that
increased household wealth was a second factor lowering the private savmg rate m Europe.

Because private saving, investment, the current account, and the government deficit are
jointly determined variables, we can never fully detetmme the cause of a current account change
using identity (12-2) alone. Nonetheless, the identity provrdes an essential framework for think-

. ing about the current account and can furnish useful clues S

Lo

Ehe Balance of Payments Accounts

In the previous section, we exarnined the components of the national income accounts: con-
sumption, investment, government purchases, and the current account (the measure of a
country’s net foreign investment or, equivalently, of the difference between its exports and
imports). In addition to national income accounts, government economists and statisticians
also keep balance of payments accounts, a detailed record of the composition of the current
account balance and of the many transactions that finance it. Balance of payments figures






308

PART 3 Exchange Rates and Open-Economy Macroeconomics

are of great interest to the general public, as indicated by the attention that various nes
media pay to them. But press reports sometimes confuse different measures of internation
payments flows. Should we be alarmed or cheered by a Wall Street Journal headline pr
claiming “U.S. Chalks Up Record Balance of Payments Deficit”? A thorough understandir
of balance of payments accounting will help us evaluate the implications of a country’s inte
national transactions,

A country’s balance of payments accounts keep track of both its payments to and i
receipts from foreigners. Any transaction resulting in a payment to foreigners is entered i
the balance of payments accounts as a debit and is given a negative (—) sign. Any transactio
resulting in a receipt from foreigners is entered as a credit and is given a positive (+) sign

Three types of international transaction are recorded in the balance of payments:

1. Transactions that involve the export or import of goods or services and therefor
enter directly into the When a French consumer imports American blu
Jeans, for example, the fransaction enters the U.S. balance of payments accounts as :
credit on current account,

2. Transactions that involve the purchase or sale of financial assets. An asset is any
one of the forms in which wealth can be held, such as money, stocks, factories, or gov-
ernment debt. Thelfinancial accountlof the balance of payments records all international
purchases or sales of financial assets. When an American company buys a French fac-
tory, the transaction enters the U.S. balance of payments as a debit in the financial
account. It may seem strange to give a negative sign to a purchase of assets and a posi-
tive sign to a sale of assets. It wil] seem less 50 if you think in terms of the U.S. “import-
ing” (purchasing) assets and the U.S. “exporting” (selling) assets and give the transaction
the same sign you would give to an import (—) or export (+) transaction recorded in the
current account. The difference between a country’s exports and imports of assets is
called its financial account balance, or financial account for short. ¥

3. Certain other activities resulting in transfers of wealth between countries are record-
ed in th These international asset movements—which are generally
very small for the United States—differ from those recorded in the financial account, For
the most part they result from nonmarket activities, or represent the acquisition or disposal
of nonproduced, nonfinancial, and possibly intangible assets (such as copyrights and
trademarks). For example, if the United States government forgives $1 billion in deht
owed to it by the government of Pakistan, U.S. wealth declines by $1 billion and a $1 bil-
lion debit is recorded in the U.S. capital account. As another example, if a Swede immi-
grates to the United States and brings with him title to $100,000 in Swedish assets, the
result would be a $100,000 credit in the U S, capital account.3

X $Until July 1999 the United States classified all transactions either as current account or capital account transac-

|
|

:i|l|

tions, including in the (old) capital account the items that are now reported in the financial account and including,
in the current account, items that are now placed in the capital account, Thus, the hypothetical example of debt
forgiveness to Pakistan would have been considered a current transfer payment to Pakistan under the old account-
ing rules, and recorded as a $1 billion debit in the current account. The motivation for the changed accounting
format was to Separate such nonmarket international asset transfers, which “mainly represent changes in owner-
ship of existing assets, which affect nations’ balance sheets, from current transfers, which affect nations’ income
and product in the current period.” See Christopher L. Bach, “U.S. International Transactions, Revised Estimates
for 1982-98." Survey of Cutrren: Business (July 1999), p. 61
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You will find the complexities of the balance of payments accounts less confusing if you
keep in mind the following simple rule of double-entry bookkeeping: Every international
fransaction automatically enters the balance of payments twice, once as a credit and once
as a debit. This principle of balance of payments accounting holds true because every
transaction has two sides: If you buy something from a f01e10ne1 you must pay him in some
way, and the foreigner must then somehow spend or store your payment,

Examples of Paired Transactions 2

Some examples will show how the principle of double-entry bookkeeping operates in
practice.

Imagine you buy a typewriter from the Italian company Olivetti and pay for your purchase
with a $1000 check. Your payment to buy a good (the typewriter) from a foreign resident
enters the U.S. current account with a negative sign. But where is the offsetting balance of
payments credit? Olivetti’s U.S. salesperson must do something with your check—let’s say
he deposits it in Olivetti’s account at Citibank in New York. In this case, Olivetti has pur-
chased, and Citibank has sold, a U.S. asset—a bank deposit worth $1000—and the trans-
action shows up as a $1000 credit in the U.S. financial account. The transaction creates the
following two offsetting bookkeeping entries in the U.S. balance of payments:

. Credit Debit
Typewriter purchase (Current account, U.S. good import) —$1000
Sale of bank deposit by Citibank
(Financial account, U.S. asset export) +3$1000

* As another example, suppose that during your travels in France you pay $200 for a fine
dinner at the Restaurant de |"Escargot d’Or. Lacking cash, you place the charge on your Visa
credit card. Your payment, which is a tourist expenditure, would be counted as a service
import for the United States, and therefore as a current account debit. Where is the offsetting
credit? Your signature on the Visa slip entitles the restaurant to reccive $200 (actually, its
local currency equivalent) from First Card, the company that issued your Visa card. It is
therefore an asset, a claim on a future payment from First Card. So when you pay for your
meal abroad with your credit card, you are selling an asset to France and generating a $200
credit in the U.S, financial account. The pattern of offsetting debits and credits in this case is

Credit Debit
Meal purchase (Current account, U.S. service import) —5$200
Sale of claim on First Card

(Financial account, U.S. asset export) +%200

Imagine next that your Uncle Sid from Los Angeles buys a newly issued share of stock
in the United Kingdom oil giant British Petroleum (BP). He places his order with his
stockbroker, Go-for-Broke, Inc., paying $95 with a check drawn on his Go-for-Broke
money market account. BP, in turn, deposits the $95 dollars Sid has paid in its own U.S.

* bank account at Second Bank of Chicago. Uncle Sid’s acquisition of the stock creates a $95
. debit in the U.S. financial account (he has purchased an asset from a foreign resident, BP),
- while BP’s $95 deposit at its Chicago bank is the offsetting financial-account credit (BP has
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expanded its U.S. asset holdings). The mirror-image effects on the U.S. balance of pa
ments therefore both appear in the financial account:

Credit Debit
Uncle Sid’s purchase of a share of BP
(Financial account, U.S. asset import) —$935
BP’s deposit of Uncle Sid’s payment at Second Bank
of Chicago (Financial account, U.S. asset export) +$95

Finally, let’s consider how the United States balance of payments accounts are affecte
when U.S. banks forgive (that is, announce that they will simply forget about) $5000 in de
owed to them by the government of the imaginary country of Bygonia. In this case, tt
United States makes a $5000 capital transfer to Bygonia, which appears as a —$5000 ent
in the capital account. The associated credit is in the financial account, in the form of
$5000 reduction in U.S. assets held abroad (a net asset “export,” and therefore a positi
balance of payments entry):

Credit Debit
U.S. banks’ debt forgiveness
(Capital account, U.S. transfer payment) —8500
Reduction in banks’ claims on Bygonia
(Financial account, U.S. asset export) +$5000

These examples show that many different circumstances can affect the way a transactio
generates its offsetting balance of payments entry. We can never be sure where the flip sid
of a particular transaction will show up, but we can be sure it will show up somewhere.

The Fundamental Balance of Payments Identity

Because any international transaction automatically gives rise to two offsetting entries in th
balance of payments, the current account balance, the financial account balance, and the car
ital account balance automatically add up to zero:

Current account + financial account + capital account = 0. (12-2

This identity can also be understood by recalling the relation linking the current accour
to international lending and borrowing. Because the sum of the current and capital account
is the total change in a country’s net foreign assets, that sum necessarily equals the differ
ence between a country’s imports of assets from foreigners and its exports of assets to therr
that is, the capital account balance preceded by a minus sign.

We now turn to a more detailed description of the balance of payments accounts, usin;

as an example the U.S. accounts for 2000. Table 12-2 reproduces the record of America’
international transactions in that year.

The Current Account, Once Again

As you have learned, the current account balance measures a country’s net exports of good:
and services, Table 12-2 shows that U.S. exports were $1,414.9 billion in 2000 while U.S
imports were $1,797.1 billion. Because imports give rise to payments to foreigners, the
enter the accounts with a negative sign, as shown.
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“ Table 12-2

U.S. Balance of PaymentsAccounts
(billions of dollars) i

Current Account

(1) Exports +1,414.9
Of which:
Merchandise +773.3
Services +296.2
Income receipts +345.4
(2) Imports —1,797.1
Of which:
Merchandise —1,222.8
Services —215.2
Income payments —359.1
(3) Net unilateral current transfers —53.2
Balance on current account —435.4

(D + @)+ @3)]
Capital Account
(4) +0.7

Financial Account

(5) U.S. assets held abroad —553.3
(increase —)
Of which:
Official reserve assets =8
Other assets —553.0
(6) Foreign assets held in U.S. +952.4
(increase +) '
Of which:
Official reserve assets +35.9
Other assets +916.5
Balance on financial account +399.1
[(5) + (6]
Statistical discrepancy +35.6
[sum of (1) through (6) with sign reversed)

Source: U.S. Department of Commerce, Survey of Current Business, April 2001. Totals may differ from sums
because of rounding.

The balance of payments accounts divide exports and imports into three finer categories.
The first is merchandise trade, that is, exports or imports of goods. The second category, ser-
vices, includes items such as payments for legal assistance, tourists’ expenditures, and ship-
ping fees. The final category, income, is made up mostly of international interest and divi-
dend payments and the earnings of domestically owned firms operating abroad. If you own
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a share of a German firm’s stock and receive a dividend payment of $5, that payment shows
up in the accounts as a U.S. investment income receipt of $5. Wages that workers earn
abroad can also enter the income account.

We include income on foreign investments in the current account because that income
really is compensation for the services provided by foreign investments. This idea, as we
saw earlier, is behind the distinction between GNP and GDP. When a U.S. corporation
builds a plant in Canada, for instance, the productive services the plant generates are viewed
as a service export from the United States to Canada equal in value to the profits the plant
yields for its American owner. To be consistent, we must be sure to include these profits in
American GNP and not in Canadian GNP, Remember, the definition of GNP refers to
goods and services generated by a country’s factors of production, but it does not specify
that those factors must work within the borders of the country that owns them.

Before calculating the current account, we must include one additional type of interna-
tional transaction that we have largely ignored until now. In discussing the relation between
GNP and national income, we defined unilateral transfers between countries as interna-
tional gifts, that is, payments that do not correspond to the purchase of any good, service,
or asset. Net unilateral transfers are considered part of the current account as well as a part of
national income, and the identity ¥ = C + [ + G + CA holds exactly if ¥ is interpreted as
GNP plus net transfers. In 2000, the U.S. balance of unilateral transfers was —$53.2 billion.

The table shows a 2000 current account balance of $1,414.9 billion — $1,797.1 billion —
$53.2 billion = —$435.4 billion, a deficit. The negative sign means that current payments
exceeded current receipts and that U.S. residents used more output than they produced.
Since these current account transactions were paid for in some way, we know that this neg-
ative $435.4 billion entry must be offset by positive $435.4 billion entries in the other two
accounts of the balance of payments.

The Capital Account

The capital account entry in Table 12-2 shows that in 2000, the United States received cap-
ital asset transfers of roughly $700 million, or only $0.7 billion. These receipts by the
United States are a balance of payments credit that enter with a positive sign. After we add
them to the payments deficit implied by the current account, we find that the United States’
need to cover its excess payments to foreigners is reduced very slightly, from $435.4 billion
to $435.4 billion — $0.7 billion = $434.7 billion. Because overall U.S. foreign receipts
must equal foreign payments every year, that —$434.7 billion entry in the U.S. balance of
payments must be matched by a +$434.7 billion entry in the remaining balance of pay-
ments account, the financial account.

The Financial Account

Just as the current account is the difference between 3ales of goods and services to for-
eigners and purchases of goods and services from them, the financial account measures the
difference between sales of assets to foreigners and purchases of assets located abroad.
When the United States borrows $1 from foreigners, it is selling them an asset—a promise
that they will be repaid $1, with interest, in the future. Such a transaction enters the finan-
cial account with a positive sign because the loan is itself a payment to the United States, or
a financial inflow (also sometimes called a capital inflow). When the United States lends
abroad, however, a payment is made to foreigners and the capital account is debited. This
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transaction involves the purchase of an asset from foreigners and is called a financial out-
flow (or, alternatively, a capital outflow).

To cover its 2000 current plus capital account deficit of $434.7 billion, the United States
required a net financial inflow of $434.7 billion. In other words, its net borrowing or sales
of assets to foreigners should have amounted to $434.7 billion. We can look again at
Table 12-2 to see exactly how this net financial inflow came about.

The table records separately increases in U.S. holdings of assets located abroad (which are
financial outflows and enter with a negative sign) and increases in foreign holdings of assets
located in the United States (which are financial inflows and enter with a positive sign).

According to Table 12-2, U.S. owned assets held abroad increased by $553.3 billion in
2000, contributing a —$553.3 billion entry to the U.S. balance of payments. Foreign owned
assets held in the United States rose by $952.4 billion in the year, and these purchases are
shown with a positive sign. We calculate the balance on financial account as $553.3 billion
— $952.4 billion = $399.1 billion, a surplus:

The Statistical Discrepancy

We come out with a financial account surplus of $399.1 billion rather than the larger $434.7
billion financial account surplus we expected. If every balance of payments credit auto-
matically generates an equal counterpart debit, and vice versa, how is this difference pos-
sible? The reason is that information about the offsetting debit and credit items associated
with a given transaction may be collected from different sources. For example, the import
debit that a shipment of VCRs from Japan generates may come from a U.S. customs inspec-
tor’s report and the corresponding financial account credit from a report by the U.S. bank in
which the check paying for the VCRs is deposited. Because data from different sources may
differ in coverage, accuracy, and timing, the balance of payments accounts seldom balance
in practice as they must in theory. Account keepers force the two sides to balance by adding
to the accounts a statistical discrepancy. For 2000 unrecorded (or misrecorded) international
transactions generated a balancing credit of +$35.6 billion.

We have no way of knowing exactly how to allocate this discrepancy among the current,
capital, and financial accounts. (If we did, it wouldn’t be a discrepancy!) The financial
account is the most likely culprit, since it is notoriously difficult to keep track of the com-
plicated financial trades between residents of different countries. But we cannot conclude
that net financial inflows were $35.6 billion higher than recorded, because the current
account is also highly suspect. Balance of payments accountants consider merchandise
trade data relatively reliable, but data on services are not. Service transactions such as
sales of financial advice and computer programming assistance may escape detection.
Accurate measurement of international interest and dividend receipts is particularly diffi-
cult. (See the box on page 314.)

Official Reserve Transactions

Although there are many types of capital account transaction, one type is important enough
to merit separate discussion. This type of transaction involves the purchase or sale of official
reserve assets by central banks.

An economy’s central bank is the institution responsible for managing the supply of
money. In the United States, the central bank is the Federal Reserve System. Official
international reserves are foreign assets held by central banks as a cushion against
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Because the world as a whole is a
closed economy, world saving must equal world
investment and world spending must equal world
output. Individual countries can run current account
surpluses or deficits to invest or borrow abroad.
Because one country’s lending is another country’s
borrowing, however, the sum of all these individual
current account imbalances necessarily equals zero.

Or does it? National current account data show
that the world as a whole is running a substantial
current account deficit that increased sharply in
the early 1980s and has remained high. Below are
figures for the sum total of all countries’ current
account balances between 1980 and 1994,

The global discrepancies in the table are far
greater in magnitude than most reported national
current accounts. Since positive and negative
errors cancel out in the summation leading to the
global figures, discrepancies of this size raise the
worrisome possibility that the national current
account statistics on which policymakers base
decisions are seriously inaccurate.

What explains the theoretically impossible
deficit shown by total world current account num-
bers? Your first reaction may be to blame the prob-
lem on the statistical discrepancies that bedevil the

THE MYSTERY OF THE MISSING SURPLUS

national income and balance of payment accounts
of individual countries. An additional complica-
tion is introduced by timing factors. Goods that
leave one country’s ports near the end of an
accounting year, for example, may not reach their
destination in time'to be recorded in the recipi-
ent’s import statistics for the same year.

A general appeal to accounting anomalies such
as these does not explain, however, why the world
as a whole should appear to be persistently in
deficit (rather than in surplus) or why that deficit
should have tripled in the early 1980s. A more
plausible hypothesis links the missing surplus to
one specific cause of accounting discrepancies at
the national level, the systematic misreporting of
international interest income flows. Interest pay-
ments earned abroad are often not reported to gov-
ernment authorities in the recipient’s home country.
In many cases such interest payments are credited
directly to a foreign bank account and do not even
cross national borders. There is thus a consistent
tendency to observe a negative global balance of
international interest flows.

World interest rates rose sharply after 1980,
and the size of the world interest payment discrep-
ancy increased with them. The interest payment

national economic misfortune. At one time official reserves consisted largely of gold, but
today central banks’ reserves include substantial foreign financial assets, particularly U.S.
dollar assets such as Treasury bills. The Federal Reserve itself holds only a small level of
official reserve assets other than gold; its own holdings of dollar assets are not considered

international reserves.

Central banks often buy or sell international reserves in private asset markets to affect
macroeconomic conditions in their economies. Official transactions of this type are called
official foreign exchange intervention. One reason why foreign exchange intervention can
alter macroeconomic conditions is that it is a way for the central bank to inject money into
the economy or withdraw it from circulation. We will have much more to say later about the
causes and consequences of foreign exchange intervention.

Government agencies other than central banks may hold foreign reserves and intervene
officially in exchange markets. The U.S. Treasury, for example, operates an Exchange Stabi-
lization Fund that sometimes plays an active role in market trading. Because the operations of
such agencies usually have no noticeable impact on the money supply, however, we will
simplify our discussion by speaking (when this is not too misleading) as if the central bank
alone holds foreign reserves and intervenes.
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hypothesis therefore offers a potential explanation
for the increase in the global deficit. The downturn
in world interest rates after the mid-1980s pro-
vides partial confirmation of the hypothesis, since
the world current account deficit did drop as inter-
est rates fell. Subsequent data are no less consis-
tent with a key role for interest payments. Interest
rates in most of the main industrial countries rose
after 1987, and this helped to more than double the
world payments gap. The dramatic size of this
effect, involving discrepancies even larger than the
previous 1982 peak, is explained by the much
greater volume of gross international assets and
liabilities that existed by the late 1980s. The gen-
eralized easing of world interest rates after 1990, a

- Measured World Current Account Balance, 1980-1994 (Billjon’.{ of U.S: doliars) ;
1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990
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process that accelerated in 1993 as Europe joined
in (see Chapter 20), is clearly associated with yet
another fall in the world current account deficit.

Other measurement problems are probably also
at work, as an International Monetary Fund (IMF)
study of the current account discrepancy concluded
(see Further Reading). The IMF found that while
interest payments explain a good part of the dis-
crepancy, several additional factors are involved.
For example, much of the world’s merchant ship-
ping fleet is registered in countries that do not
report maritime freight earnings to the IMF. These
unrecorded earnings make up a significant portion
of the missing world surplus.

1991 1992 1993 1994

—385 —68.3 —100.2 —61.2 =734 —80.8 —76.7 —62.3 ~78.9 —96.2 —126.0 —118.2 —99.0 —59.7 —50.3

Source: International Monetary Fund, World Economic Outlook, 1989-1994, Table A26, October 1997, October 2000,

Table A27.

When a central bank purchases or sells a foreign asset, the transaction appears in its
country’s financial account just as if the same transaction had been carried out by a private
citizen. A transaction in which the central bank of Germany (called the Bundesbank)
acquires dollar assets might occur as follows. A U.S. auto dealer imports a Volkswagen
from Germany and pays the auto company with a check for $15,000. Volkswagen does not
want to invest the money in dollar assets, but it so happens that the Bundesbank is willing
to give Volkswagen German money in exchange for the $15,000 check. The Bundesbank’s
international reserves rise by $15,000 as a result of the deal. Because the Bundesbank’s
dollar reserves are part of total German assets held in the United States, the latter rise by
$15,000. This transaction therefore results in a positive $15,000 entry in the U.S. financial
account, the other side of the —$15,000 entry in the U.S. current account due to the pur-

chase of the car.?

Table 12-2 shows the size and direction of official reserve transactions involving the
United States in 2000, United States official reserve assets—that is, international reserves
held by the Federal Reserve—wose by $0.3 billion (recall that a negative sign here means an
increase in U.S. owned assets held abroad, that is, an “import” of assets from foreigners).

To test your understanding, see it you can explain why the same sequence of actions causes a $15,000 improve-
ment in Germany's current account but a $15,000 worsening of its financial account.
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Foreign central banks purchased $35.9 billion to add to their reserves. The net increase in
foreign official reserve claims on the United States less the net increase in U.S. official
reserves is the balance of official reserve transactions, which stood at $35.9 billion — $0.3
billion = $35.6 billion in 2000.

You can think of this $35.6 billion balance as measuring the degree to which monetary
authorities in the United States and abroad joined with other lenders to cover the U.S. cur-
rent account deficit. In the example above, the Bundesbank, by acquiring a $15,000 U.S.
bank deposit, indirectly finances an American import of a $15,000 German car. The book-
keeping offset to the balance of official reserve transactions is called the official settle-
ments balance or (in less formal usage) the balance of payments. This balance is the sum
of the current account balance, the capital account balance, the nonreserve portion of the
financial account balance, and the statistical discrepancy, and it indicates the payments gap
that official reserve transactions need to cover. Thus the U.S. balance of payments in 2000
was —$35.6 billion, that is, the balance of official reserve transactions with its sign reversed.

Table 12-3 reorganizes the major categories in Table 12-2 to emphasize the role of offi-
cial reserve transactions in bridging the gap between the current (plus capital) account
deficit and the nonreserve portion of the financial account surplus. The balance of payments
played an important historical role as a measure of disequilibrium in international pay-
ments, and for many countries it still plays this role. A negative balance of payments (a
deficit) may signal a crisis, for it means that a country is running down its international
reserve assets or incurring debts to foreign monetary authorities. If a country faces the risk
of being suddenly cut off from foreign loans, it will want to maintain a “war chest” of inter-
national reserves as a precaution.

Like any summary measure, however, the balance of payments must be interpreted with
caution. To return to our running example, the German Bundesbank’s decision to expand its
U.S. bank deposit holdings by $15,000 swells the measured U.S. balance of payments
deficit by the same amount. Suppose the Bundesbank instead places its $15,000 with Bar-
clays Bank in London, which in turn deposits the money with Bankers Trust in New York.
Nonreserve U.S. financial inflows rise by $15,000 in this case, and the U.S. balance of pay-
ments deficit does not rise. But this “improvement” in the balance of payments is of little
economic importance: It makes no difference to the United States whether it borrows the
Bundesbank’s money directly or through a London bank.

CASE STUDY

Is the United States the World’s Biggest Debtor?

The Bureau of Economic Analysis (BEA) of the U.S. Department of Commerce oversees the
vast data collection operation behind the U.S. national income and product accounts and balance
of payments statistics. In addition, the BEA reports annual estimates of the “international invest-
ment position of the United States”—the country’s net foreign wealth. These estimates showed
that at the end of 1999 the United States had a negative net foreign wealth position far greater
than that of any other single country.
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- ‘Table . I2 3

Ca[culatmg the: U S,-O
(bllhons of dollars)

Credlts Debits
Current Account
(1) ‘Exports +1,414.9
(2) Imports s =1,797.1
(3) Net unilateral transfers —-532
(4) Balance on current account —4354
(1} +2) + (3]
Capital Account
(5 ‘ +0.7
Nonreserve financial account
(6 U.S. assets held abroad —553.0

(excluding U.S. official reserves)
(increase —)
(7) Foreign assets held in U.S, +916.5
(excluding foreign official reserves)
(increase +)

(8) Balance on nonreserve financial account +363.5
() + (7
(9) Statistical discrepancy +35.6
(10) Official settlements balance —35.6

[+ 3+ @)+
Official reserve transactions

(11) U.S. official reserve assets held abroad -0.3
(increase —)
Of which:
Gold 0.0
Special Drawing Rights ' -0.7
Reserve position in the International Monetary Fund +2.3
Foreign currencies -19
(12) Foreign official reserve assets held in U.S. +35.9
(increase +)
Of which:
U.S. government securities +29.5
Other U.S. government liabilities -235
Liabilities reported by U.S. banks +35.8
not included elsewhere ’
Other +3.1
(I3) Balance of official reserve transactions +35.6
[(11) -+ (12)]

Source: U.3. Department of Commerce, Survey of Current Business, April 2001, Totals may differ from sums
because of rounding,
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| We saw earlier that the current account balance measures the flow of new net claims on for-
i eign wealth that a country acquires by exporting more goods and services than it imports. This
u: L flow is not, however, the only factor that causes a country’s net foreign wealth to change. In
&l addition, changes in the market price of wealth previously acquired can alter a country’s net for-
\ eign wealth. When Japan's stock market lost three quarters of its value over the 1990s, for
example, American and Buropean owners of Japanese shares saw the value of their claims on
Japan plummet, and Japan’s net foreign wealth increased as a result. The BEA must adjust the
value of existing claims for such capital gains and losses befare arriving at its estimate of U.S.
i net foreign wealth.

' The BEA now reports two estimates of U.S. net foreign wealth that differ in their treatment
‘ of foreign direct investments (see Chapter 7). Until 1991 foreign direct investments were valued
at their historical, that is, original, purchase prices, Now the BEA uses two different methods to
place current values on foreign direct investments: the current cost method, which values
direct investments at the cost of buying them today, and the market value method, which is
meant to measure the price at which the investments could be sold. These methods can lead to
different valuations, because the cost of replacing a particular direct investment and the price it
would command if sold on the market may be hard to measure. (The net foreign wealth data
graphed in Figure 12-2 are current cost estimates.)

Table 12-4 reproduces the BEA's account of how it made its valuation adjustments to find the
U.S. net foreign position at the end of 1999, Starting with its estimate of 1998 net foreign
wealth (—$1,111.8 billion at current cost or —$1,407.7 billion at market value), the BEA
{column a) subtracted the)amount of the 1999 U.S. net financial inflow of $323.4 billion—the
sum of lines 5 and 6 in the 1999 version of Table 12-2, (Do you remember why a financial
inflow to the United States results in a reduction in U.S. net foreign assets?) Then the BEA
adjusted the values of previously held assets for various changes in their dollar prices (columns
b, ¢, and d). As a result of these valuation changes, U.S. net foreign wealth fell by an amount dif-
ferent from the $323.4 billion in new net financial inflows from abroad. Based on the current
cost method for valuing direct investments, the BEA’s 1999 estimate of U.S. net foreign wealth
was —$1,082.5 billion. On a market value basis, the BEA places 1999 net foreign wealth lower,
at —$1,473.7 billion. '

This debt is larger than the total foreign debt owed by all the Western Hemisphere’s devel-
oping countries, which was $764.5 billion in 1999. To put these figures in perspective, howev-
er, it is important to realize that the U.S. net foreign debt (at current cost) amounted to less than
12 percent of its GDP, while that of Argentina, Brazil, Mexico, Venezuela, and the other West-
ern Hemisphere debtors was 43 percent of their collective GDP! Thus, the U.S. external debt
represents a much lower income drain than that of its southern neighbors,

The United States certainly is the world’s biggest debtor, There is no reason to be alarmed,
however, because the U.S. GNP is also the world’s largest and the United States is not in danger
of being unable to repay its foreign debts. Remember also that foreign borrowing may not
always be a bad idea: A country that borrows abroad to undertake profitable domestic invest-
ments can pay back its creditors and still have money left over (Chapter 7). Unfortunately for the
United States, most of its foreign borrowing over the 1980s financed government budget deficits
rather than investment, as we saw in the last Case Study. Future generations of U.S. citizens .
therefore will face a real burden in repaying the resulting foreign debt.
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Summary -

1.

International macroeconomics is concerned with the full employment of scarce eco-
nomic rescurces and price level stability throughout the world economy. Because
they reflect national expenditure patterns and their international repercussions, the
national income accounts and the balance of payments accounts are essential tools -
for studying the macroeconomics of open, interdependent economies.

A country’s gross national product (GNP) is equal to the income received by its fac-
tors of production. The national income accounts divide national income according to
the types of spending that generate it consumption, investinent, government pur-
chases, and the current account balance. Gross domestic product (GDP), equal to
GNP less net receipts of factor income from abroad, measures the output produced
within a country’s territorial borders.

In an economy closed to international trade, GNP must be consumed, invested, or
purchased by the government. By using current output to build plant, equipment, and
inventories, investment transforms present output into future output. For a closed
economy, investment is the only way to save in the aggregate, so the sum of the
saving carried out by the private and public sectors, national saving, must equal
investment.

In an open economy, GNP equals the sum of consumption, investment, government
purchases, and net exports of goods and services. Trade does not have to be balanced
if the economy can borrow from and lend to the rest of the world. The difference
between the economy’s exports and imports, the current account balance, equals the
difference between the economy’s output and its total nse of goods and services.

. The current account also equals the country’s net lending to foreigners. Unlike a

closed economy, an open economy can save by domestic and foreign investment.
National saving therefore equals domestic investment plus the current account balance.
Balance of payments accounts provide a detailed picture of the composition and
financing of the current account. All transactions between a country and the rest of
the world are recorded in its balance of payments accounts. The accounts are based
on the convention that any transaction resulting in a payment to foreigners is entered
with a minus sign while any transaction resulting in a receipt from foreigners is
entered with a plus sign.

Transactions involving goods and services appear in the current account of the balance
of payments, while international sales or purchases of assets appear in the financial
account. The capital account records asset transfers and tends to be small for the
United States. Any current account deficit must be matched by an equal surplus in the
other two accounts of the balance of payments, and any current account surplus by a
deficit somewhere else. This feature of the accounts reflects the fact that discrepancies
between export earnings and import expenditures must be matched by a promise to
repay the difference, usually with interest, in the future,

International asset transactions carried out by central banks are included in the finan-
cial account. Any central bank transaction in private markets for foreign currency
assets is called official foreign exchange intervention. One reason intervention is
important is that central banks use it as a way of altering the amount of money in cir-
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culation. A country has a deficit in its balance of payments when it is running down its
official international reserves or borrowing from foreign central banks; it has a sur-
plus in the opposite case.

Key Terms
asset, p. 308 gross domestic product (GDP), p. 298
balance of payments accounting, p. 295 gross national product (GNP), p. 295
capital account, p. 308 investment, p. 299
capital inflow, p. 312 macroeconomics, p. 294
capital outflow, p. 313 microecenomics, p. 294
central bank, p. 313 national income, p. 296
consumption, p. 299 national income accounting, p. 295
current account balance, p. 301 national saving, p. 303
financial account, p. 308 official foreign exchange intervention, p. 314
financial inflow, p. 312 official international reserves, p. 313
financial outflow, p. 313 official settlements balance (or balance
government budget deficit, p. 305 of payments), p. 316
government purchases, p. 299 private saving, p. 305
Problems
1. We stated in this chapter that GNP accounts avoid double counting by including

only the value of final goods and services sold on the market. Should the measure of

imports used in the GNP accounts therefore be defined to include only imports of

final goods and services from abroad? What about exports?

Equation (12-2) tells us that to reduce a current account deficit, a country must

increase its private saving, reduce domestic investment, or cut its government budget

deficit. In the 1980s, many people recommended restrictions on imports from Japan

(and other countries) to reduce the American current account deficit. How would

higher U.S. barriers to imports affect its private saving, domestic investment, and

government deficit? Do you agree that import restrictions would necessarily reduce a

U.S. current account deficit?

Explain how each of the following transactions generates two entries—a credit and a

debit—in the American balance of payments accounts, and describe how each entry

would be classified: '

a. An American buys a share of German stock, paying by writing a check on an
account with a Swiss bank.

b. An American buys a share of German stock, paying the seller with a check on an
American bank.

¢. The French government carries out an official foreign exchange intervention in
which it uses dollars held in an American bank to buy French currency from its
citizens.

d. A tourist from Detroit buys a meal at an expensive restaurant in Lyons, France,
paying with a traveler's check.
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e. A California winegrower contributes a case of cabernet sauvignon for a London
wine tasting.

f. A U.S.-owned factory in Britain uses local earnings to buy additional machinery.

4, A New Yorker travels to New Jersey to buy a $100 telephone answering machine, The
New Jersey company that sells the machine then deposits the $100 check in its
account at a New York bank. How would these transactions show up in the balance of
payments accounts of New York and New Jersey? What if the New Yorker pays cash
for the machine? ’

5. The nation of Pecunia had a current account déficit of $1 billion and a nonreserve
financial account surplus of $500 million in 2002.

a. What was the balance of payments of Pecunia in that year? What happened to the
country’s net foreign assets?

b. Assume that foreign central banks neither buy nor sell Pecunian assets. How did
the Pecunian central bank’s foreign reserves change in 20027 How would this
official intervention show up in the balance of payments accounts of Pecunia?

¢. How would your answer to (b) change if you learned that foreign central banks
had purchased $600 million of Pecunian assets it 20027 How would these official
purchases enter foreign balance of payments accounts?

d. Draw up the Pecunian balance of payments accounts for 2002 under the assumption
that the event described in (¢} occurred in that year.

6. Can you think of reasons why a government might be concerned about a large current
account deficit or surplus? Why might a government be concerned about its official
settlements balance (that is, its balance of payments)?

7. Do data on the U.S. official settlemnents balance give an accurate picture of the extent
to which foreign central banks buy and sell dollars in currency markets?

8. Is it possible for a country te have a current account deficit at the same time it has a
surplus in its balance of payments? Explain your answer, using hypothetical figures for
the current and nonreserve financial accounts. Be sure to discuss the possible impli-
cations for official international reserve flows, ‘

Further Reading

Peter Hooper and J. David Richardson, eds. International Economic Transactions. Chicago: Uni-
versity of Chicago Press, 1991. Useful papers on international economic measurement.
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American welfare and net foreign wealth. .

International Monetary Fund. Final Report of the Working Party on the Statistical Discrepancy in
World Current Account Balances. Washington, D.C.: International Monetary Fund, September
1987. Discusses the statistical discrepancy in the world current account balance, its implica-
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accounts.
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“Scary Deficit”

Craig Parsons

YNU-Economics
Fall 2007 (updated 1/2019)






How big 1s the US CA deficit?

$805 billion in 2005

For comparison, Spain: $86

UK: $58

In percent terms, this is about 6% of US GDP
2.5% of UK GDP

9% of Spain's GDP

Thailand, Mexico, et al had 7+% prior to
crises





2016 Update!

In 2008 CA/GDP was still around 5%.

But in 2009-2015, has fallen and remained
steady at 2-3%. (Source: US BEA

www.bea.qov)
2016: -$452 billion.
Why the fall? Mostly because of:

More domestic energy (“fracking” gas)

And cheaper imported olil (esp. this year with
oil less than $30/bbl)




http://www.bea.gov/



January 2019 Update!

In 2017, US CA was (-) $456 billion dollars

In 2017, GDP was $19,831 billion (almost 20
trillion)

So, (CA Deficit) /GDP is 2.3%

Source: FRED
https://fred.stlouisfed.org/





March 24t 2020 Update!!

In 2019, US CA was (-) $498 billion dollars

In 2019, GDP was $21,726 billion (nearly 22
trillion)

So, (CA Deficit) /GDP is 2.3% (still)

So, even after trade war with China...no
change.

Source: FRED
https://fred.stlouisfed.org/





Japan’s CA

Historically surplus (e.g. 3.9% of GDP in
2010).

Very small in 2011-2014 (about 1%)
In 2017, CA surplus/GDP = about 4%.
Good right?

Also, remember growing exports, with
stagnant GDP also raises the CA/GDP!

Source: www.tradingeconomics.com from Min
of Finance, Japan




http://www.tradingeconomics.com/



Japan’s CA (March 2020 update)

In 2018, 3.5% (www.tradingeconomics/MOF)




http://www.tradingeconomics/MOF



Why do some worry about 1t?

In absolute terms, it is HUGE

Some worry that as the largest economy, it is not
good to be the largest debtor

Related to 2"d point, UK was not a net debtor in 19t
century

Economists Setser and Roubini think we should
worry

Levey and Brown think we are worrying too much





First: Why 1s 1t so large?

Recall: (X-M)=(S-1)+(T-G)
1) T is less than G

2) Sis less than I, part 1
3) Sis less than |, part 2

4) Foreign Central Banks (e.g. China and
Japan) are buying huge amounts of US debt






Big questions

1) Can this huge deficit last forever?
2) If it cannot, how will it adjust?
3) When/if it adjusts, will it adjust fast or slow?

10





Two possible adjustment scenarios

“Hard landing” (Setser/Roubini)
Rapid dollar depreciation

Rapid US GDP decline and rising
unemployment

Therefore, global recession/depression
“Soft Landing” (Levey/Brown)
Gradual decline of dollar

US and other governments intervene to allow
smooth adjustment; no recession

11





Levey and Brown: “Don 't Worry™

1) Foreign central banks (China/Japan) will
continue to finance US deficit/debt

2) Even if foreign banks “pull out”, US and
other private investor will fill that gap

3) If there is a crash, it would hurt EU and
Japan (and China?) far worse than the US,
therefore they (the other countries) won't let a
crash of the dollar occur

12





Setser and Roubini disagree

== 9 o

ney feel Levey and Brown are wrong about
| three assumptions above

nus, the US must act NOW to correct CA
nrough fiscal and other measures)

13





Is the US CA deficit difterent?

The US CA deficit is as big as some LDCs that
experienced crises

However, there is at least big difference: US debt is
its own currency, dollars!

When Mexico and Thailand and others had huge CA
deficits, and foreign debt they borrowed in dollars;

therefore a peso or baht crash hurts them badly (as
debt must be paid back in $)

For US, who lends $-denominated debt, and must
pay back the debt in dollars, this is easy to do. Simply
print more US$! If the dollar falls, the value of the
debt gets smaller!

14





Read my notes!

Make sure to read the more detailed notes for
Current Account Notes

Try to read the two papers by Setser/Roubini
and Levey/Brown

15
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Our Money, Our Debt, Our Problem
Brad Setser and Nouricl Roubini

The U.S. current account deficit -- the gap between what the United States earns abroad
and what it spends abroad in a year -- is on track to reach seven percent of GDP in 2005.
That figure is unprecedented for a major economy. Yet modern-day Panglosses tell us not
to worry: the world's greatest power, they say, can also be the world's greatest debtor.
According to David Levey and Stuart Brown ("The Overstretch Myth," March/April
2005), "the risk to U.S. financial stability posed by large foreign liabilities has been
exaggerated." Indeed, they write, "the world's appetite for U.S. assets bolsters U.S.
predominance rather than undermines it."

But in fact, the economic and financial risks that arise from the U.S. current account
deficit (and the resulting dependence on foreign financing) have not been exaggerated. If
anything, they have received too little attention -- and are set to grow in the coming years.

Levey and Brown make three basic arguments. First, they claim that foreign central
banks will probably continue to finance U.S. deficits. Second, they predict that even
if foreign central banks do pull back at some point, private investors will step in.
And finally, they assume that even if this financing does not materialize, a dollar
crash would hurt Europe and Japan more than it would hurt the United States.
Unfortunately, there is a good chance that all of these assumptions will prove false.
Foreign central banks may well stop financing growing U.S. deficits, private equity
investors might not take their place, and the resulting adjustment process would prove
quite painful for the United States.

DEBT DYNAMICS

U.S. external debt is now equal to more than 25 percent of GDP, a high level given
that exports are a small fraction of U.S. GDP. More important, the United States is
adding to its debt at an extraordinary pace. The U.S. current account deficit is now
comparable to those of Thailand and Mexico in the years leading up to their
financial crises.

In the late 1990s, the United States borrowed abroad to finance private investment. Today,
however, the country does most of its foreign borrowing to finance the federal budget
deficit, which is projected to be close to 3.5 percent of GDP in 2005. (In 2000, the
United States had a surplus equal to 2.5 percent of GDP.) Recent economic growth has
not reduced the budget deficit, but it has increased private demand for scarce savings; the
net result has been even more borrowing from abroad. In 2004, foreigners bought an
amazing $900 billion in U.S. long-term bonds; the United States exported a dollar of debt
for every dollar of goods it sold abroad. Looking ahead, the U.S. debt position will only
get worse. As external debt grows, interest payments on the debt will rise. The current
account deficit will continue to grow on the back of higher and higher payments on U.S.





foreign debt even if the trade deficit stabilizes. That is why sustained trade deficits will
set off the kind of explosive debt dynamics that lead to financial crises.

Nothing to worry about, argue Levey and Brown: foreigners may own a majority of U.S.
Treasury bonds, but their holdings of other types of U.S. debt and equities remain

limited; the United States, unlike other debtors, borrows in its own currency,
displacing the negative consequences of a falling dollar onto its creditors; and the
United States has substantial assets abroad, the value of which rise as the dollar falls.

In recent years, the rising value of existing U.S. assets abroad has in fact offset much of
the new borrowing the United States has taken out to finance its trade deficit, and Levey
and Brown bank on similar gains in the coming years. But this bet is unwise. Most U.S.
assets abroad are in Europe. Since the dollar already has fallen by around 40 percent
against the euro, further falls in the dollar are likely to be against Asian currencies,
and the United States holds relatively few Asian assets.

THE KINDNESS OF STRANGERS

The falling dollar also reduces the value of foreign investments in the United States.
Eventually, foreign creditors are likely to demand higher interest rates to offset the
risk of further decreases. Over the past few years, the United States has found a novel
way out of this dilemma: rather than selling its debt to private investors who care about
the risk of financial losses, it has sold dollar debt at low rates to foreign central banks.
The extent of U.S. dependence on only ten or so central banks, most of them in Asia, is
stunning: in 2004, foreign central banks probably increased their dollar reserves by
almost $500 billion, providing much of the financing the United States needed to run a
$665 billion current account deficit. These banks are not buying dollar-denominated
bonds because they are attracted to U.S. economic strength, the high returns offered
in the United States, or the liquidity of U.S. markets; they are buying them because
they fear U.S. weakness. If foreign central banks stopped buying dollar-
denominated bonds, the dollar would fall dramatically against their currencies, U.S.
interest rates would rapidly rise, and the U.S. economy would slow.

Foreign central banks have financed the United States to keep their export sectors --
heavily dependent on U.S. consumer spending -- humming. But they now must weigh the
benefits of providing the United States with such "vendor financing" against the rising
costs of keeping the current system going.

Now, foreign central banks with large dollar holdings are facing the prospect of huge
losses as a result of the dollar's decline. A 20 percent increase in the value of the yuan
against the dollar would reduce the value of China's roughly $450 billion in dollar
reserves by about $100 billion -- 6 percent of China's GDP. In four years, if nothing
changes, Chinese dollar reserves could reach $1.4 trillion, raising the costs of a falling
dollar to $300 billion -- some 12 percent of China's GDP. In short, the longer China
continues to finance U.S. deficits, the larger its ultimate losses.





More important, the current arrangement increasingly risks creating domestic financial
trouble. Growing reserves naturally lead to growth in the money supply, raising the risk
of inflation. In order to avert this risk, central banks must resort to a process called
"sterilization": selling local-currency bonds to reduce the amount of cash in circulation.
But this process is expensive, especially if local interest rates are higher than dollar
interest rates. Chinese domestic interest rates are low, so China does not face this
problem. But it does face another: rapid monetary growth has contributed to a boom in
bank credit, excessive investment growth, and a real estate bubble. Thus far, China has
used price controls to keep prices from rising, but such controls, which cause deep
distortions in the economy, cannot keep the lid on inflation forever. Eventually, rising
domestic prices will erode China's competitiveness even if it keeps its currency pegged at
its current level. China is likely to let its currency appreciate rather than accept
socially and politically destabilizing inflation.

Let's face it: most Asian central banks view financing the U.S. deficit as a burden, one
that they would rather not shoulder. A recent survey of central banks (which did not
include the People's Bank of China or the Bank of Japan) indicated that most want to
scale back their dollar purchases, and some smaller central banks are already adding more
euros and yen to their portfolios. In March, a former manager of China's currency
reserves questioned China's current development strategy, asking why it should seek out
foreign investors looking for a 15 percent return on their investment only to have
the central bank lend these funds back to the United States at 4 percent. China will
conclude that rapid accumulation of dollar reserves no longer serves its interests sooner
than optimists think.

Many claim that Asian central banks have to hold on to their dollars -- and the U.S.
bonds that they have bought with their dollars -- because a selloff would drive the
market for dollars lower and thus be self-defeating. This argument, however, misses a
key point: foreign central banks do not need to dump their existing stocks of U.S. dollars
to cause financial distress in the United States; they only need to slow their new
purchases of dollar debt. If central banks decide that $2.5 trillion in dollar reserves is
enough, the result will be a sharp fall in the dollar and a sharp rise in U.S. interest
rates.

Levey and Brown further argue that even if foreign central banks scale back their
financing, there is little to worry about, since the United States is on the verge of a new
information technology (IT) revolution that will attract a new wave of investment
from abroad. Alas, there is little evidence to suggest this pleasant scenario will come
to pass. In both 2003 and 2004, equity investors took more than $150 billion out of the
United States: U.S. direct investment abroad exceeded foreign direct investment in the
United States, and U.S. purchases of foreign stocks exceeded foreign purchases of U.S.
stocks. High equity inflows are more likely to come because a further fall in the dollar
makes U.S. assets fire-sale cheap than because of a scramble to get in on another IT
boom.





Other countries do of course depend on U.S. spending to make up for a lack of demand
inside their own economies. But the United States cannot take comfort in the fact that the
necessary "adjustment” will be painful abroad. If a falling dollar slows German,
Japanese, or even Chinese growth, it will become even harder for the United States
to reduce its trade deficit by exporting more -- a key part of any "soft landing"
scenario.

And even if the United States has relatively little to fear from a falling dollar, it has
much to fear from an increase in interest rates. If central banks ever cut back on their
dollar purchases, private investors abroad would likely demand much higher interest rates.
They would have to be compensated for the risk of buying a dollar that may fall even
more. Given how leveraged the U.S. economy has become, with large domestic and
external debts, any large rise in interest rates would do significant damage.

POWER DRAIN

There is little doubt that U.S. external debt and the current account deficit are eroding the
appeal of the U.S. approach to economic policy, an important element of U.S. "soft
power." Asian policymakers, in particular, view U.S. economic policy not as a model but
as a problem: the United States' "exorbitant privilege" -- Charles de Gaulle's term for
Washington's ability to finance deficits by printing dollars -- comes at their expense.

The United States has a particularly delicate relationship with China, which is currently
the single biggest buyer of U.S. debt. To date, disagreements on other issues have not
prompted China to slow its accumulation of dollar reserves, but that is not to say that it
could not happen in the future. The ability to send a "sell" order that roils markets may
not give China a veto over U.S. foreign policy, but it surely does increase the cost of any
U.S. policy that China opposes. Even if China never plays its financial card, the
unbalanced economic relationship between the United States and China could add to the
political tensions likely to accompany China's rise.

Economic power usually flows to creditors, not debtors. While the United States
roams the world looking to sweep up any spare savings to finance its huge deficits, China
roams the world looking for new places to invest its surplus savings -- including in oil
and gas resources and in states that Washington has judged pariahs. This is a far cry
from the early days of the Cold War, when the United States used its surplus
savings to finance the reconstruction of its allies, cementing political alliances with
strong economic ties.

Levey and Brown are right that so far, the world's appetite for U.S. credit has bolstered
the U.S. ability to be a global hegemon "on the cheap." The United States exports enough
to pay for only two-thirds of its imports; after recent tax cuts, the U.S. government
collects enough non-Social Security revenue to cover only two-thirds of its non-Social
Security spending. Foreigners made up the difference last year, buying enough U.S.





Treasuries to fund the entire budget deficit. But without access to this easy financing
from foreign central banks, the U.S. government and the U.S. electorate will have to
make the kinds of unpleasant choices they have thus far avoided: among guns, butter,
pork, tax cuts, and low interest rates.

It is far better for Washington to act now, when it can act on its own terms, than to wait
until sharp falls in foreign demand for dollar debt forces it to act. The most important
step, of course, is to start cutting the budget deficit rather than just talking about
cutting the budget deficit. This will require reversing some recent tax cuts, not just
controlling spending. Otherwise, the only way to reduce U.S. demand for foreign
savings would be through a sharp decrease in private investment and consumption -
- with disastrous consequences for the U.S. economy. The Bush administration has
been lucky over the past few years -- the growing value of U.S.-held European assets has
kept U.S. external debt from rising, and foreign central banks' willingness to buy U.S.
debt has helped keep U.S. interest rates low in the face of large deficits -- but its luck
could easily turn.

Arguing that deficits -- external as well as domestic -- do not matter does not make them
go away. Celebrating the United States' real economic strengths while ignoring the real --
and growing -- economic vulnerabilities associated with unprecedented current account
deficits is dangerous.

BRAD SETSER is a Research Associate in the Global Economic Governance
Programme at University College, Oxford. NOURIEL ROUBINI is Professor of
Economics at New York University's Stern School of Business and Chair of Roubini
Global Economics.

LEVEY AND BROWN REPLY

Brad Setser and Nouriel Roubini portray us as modern-day Panglosses for expecting an
orderly adjustment of global economic imbalances and sustained U.S. hegemony. But to
us, they are would-be Cassandras who gravely warn of U.S. decline just like the armies of
"imperial overstretch" aficionados before them. Because Setser and Roubini misconstrue
the causes of current imbalances, they lay the principal blame for these imbalances on
U.S. macroeconomic policy, while ignoring European and Japanese stagnation and Asia's
problematic economic policies. The United States, in their view, stands alone at the
precipice, facing a stark choice: restore fiscal sanity to eliminate external imbalances or
confront the prospect of nervous central banks severing the country's tenuous financial
lifeline and setting it on the path to decay.

Fortunately, their rigid "twin deficit" view is not supported by the facts. Although there
are good reasons to reduce medium-term budget deficits, there is only a tenuous link
between the budget deficit and the current account deficit. The current account deficit,
contrary to their depiction, is mostly the result of a post-bubble global savings glut,
especially relative to good investment opportunities. The excess saving of the Europeans





and the Japanese has depressed global interest rates and required a large external deficit
somewhere in the global economy. Thanks to its unequaled openness to imports and
capital, the United States has provided that deficit.

Deep unilateral budget cuts, then, would do little to correct the current account deficit and
-- in the absence of perpetually postponed growth-enhancing reforms in Europe and
Japan -- are a recipe for global recession. Correcting global imbalances will instead
require a cooperative approach: faster growth of domestic demand in Europe and Asia,
higher U.S. saving, and a further gradual depreciation of the dollar. Although the current
account deficit is not likely to stabilize anytime soon, all the major global economic
players ultimately have good reason to favor an orderly adjustment process based on such
complementary, mutually reinforcing policies. In the United States, tighter U.S. monetary
policy and growing bipartisan attention to the fiscal trajectory will eventually raise the
savings rate; in Asia, moderate reserve-currency diversification combined with a slowed
pace of export growth can be achieved with gradual macroeconomic adjustment.

According to Setser and Roubini, the current situation is especially dangerous because
foreign central banks are financing three-quarters of the $665 billion current account
deficit. This accounting is incomplete, because it ignores most of the funds flowing into
and out of the United States -- especially private foreign investment, which totaled over
$800 billion in 2004. The $500 billion provided by central banks, therefore, represents
only one-third, not three-fourths, of total capital inflows. Ongoing sizable additions to
foreign private holdings reflect the unmatched safety and liquidity of U.S. financial
markets and the dollar's as-yet-unchallenged key-currency role. Portraying the United
States as desperately scrounging for surplus savings distorts the voluntary nature of these
U.S.-bound capital flows.

By arguing that foreign investors currently fund only the budget deficit, rather than
private investment as they did in the late 1990s, Setser and Roubini mislead again. True,
central banks fund government borrowing, but only because they must hold risk-free,
highly liquid reserve assets. Most of the remaining $1 trillion of foreign money that
flowed into the United States in 2004 funded private economic activity, as large an
amount as in any previous year. Meanwhile, U.S. private investors and corporations are
vigorously amassing foreign assets. They added $821 billion in 2004, almost double the
annual average during the late 1990s.

Setser and Roubini further warn that Asian central banks' fears of capital losses on dollar-
denominated reserves could lead to a dollar selloff and a disorderly downward spiral for
the greenback, forcing a painful spike in U.S. interest rates. Such arguments conflate the
incentives governing private behavior -- with its fixation on exchange-rate-adjusted real
returns -- with the very different constraints facing central banks. The latter use reserves
to manage their exchange rates and protect against capital-flow reversals. They care far
less about the value of their reserves in terms of their own domestic currencies, as
reserves do not represent claims against domestically produced goods and services.
Therefore, capital losses measured as a share of GDP -- as Setser and Roubini estimate
with China's reserves -- hold little economic meaning. The relatively small cost of





currency appreciation pales in comparison to the enormous benefits Asia derives from
maintaining competitiveness in U.S. markets.

Finally, U.S. debt has eroded neither the appeal of the U.S. economic model nor its soft
power. The "Lisbon agenda" of market reform in Europe, the ongoing liberalization of
Asian capital markets, and structural change in Japan all suggest that growth-enhancing
elements of the U.S. model represent vital complements to existing national varieties of
capitalism. China also faces serious difficulties -- unreformed state enterprises, bankrupt
banks, and the need for massive job creation, to name only a few -- which Setser and
Roubini's view of global economic imbalances vastly underestimates. The Chinese
government remains heavily dependent on U.S. market access and technology to manage
its potentially unstable transformation.

It is a mistake to equate borrowing with a loss of power just because the United
States was once a net creditor and also powerful. If power presupposes creditor status,
is the ticket to sustained hegemony the investment stagnation, structural unemployment,
and aging populations characteristic of Europe and Japan? Its net debtor status
notwithstanding, the United States enjoys overwhelming dynamism and influence rooted
in rapid productivity growth based on innovation at the technology frontier. Meanwhile,
it serves as the "buyer of last resort," the primary source of technology transfer,
and the global monetary anchor -- the classic hegemon providing critical '"public
goods."

Setser and Roubini see the United States as a floundering Leviathan; we see it as a firmly
grounded giant. Over the last decade, business investment in equipment and software
(even excluding vital "intangible investment") has increased 66 percent in real terms,
compared to a 44 percent increase in personal consumption. The result is an economy
leagues ahead in the production and utilization of information technology. Meanwhile,
net household wealth is at an all-time high, government debt remains moderate by
international standards, and corporations -- having paid down their debts -- are unusually
liquid. The tired caricature of an overconsuming and underinvesting wastrel is difficult to
square with a country that has combined strong growth -- interrupted only by two brief
and mild recessions -- with monetary stability over the last 20 years.

Copied for free from webpage at: http://www.stern.nyu.edu/globalmacro/
In September 2005.
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Who Financed Recent U.S. Trade Deficits?

INTRODUCTION

The United States ran large and persistent trade deficits over 1998-2012. Many modern U.S.
trade economists tend to attribute the causes of trade (and current account) deficits to mac-
roeconomic factors such as differential savings rates in domestic and foreign markets. On the
basis of this differential savings rate explanation, some economists and other commentators
have portrayed the US. trade deficit in the 2000s as due to an “ant and grasshopper” story®
in which the grasshopper (American consumers, or in some versions, the U.S. government’)
went on a borrowing binge while the ants (workers in other countries) worked hard and saved.
Alternatively, other economists and commentators argue that foreigners’ craving for U.S. dollars
and U.S. dollar assets, due to their desire to invest in the innovative U.S. economy, explains the
U.S. trade deficit.

Basic data from the US. Department of Commerces Bureau of Economic Analysis (BEA) and
the U.S. Department of the Treasury (Treasury) cast doubt on the idea that either an “ant and
grasshopper” story or private-market foreign investment alone accounts for the massive U.S.
trade deficits (and corresponding U.S. capital account surpluses) of 1998-2012. Instead, these
data show that foreign governments accounted for an unprecedented level of financing* of the
US. current account deficit. Thus, any explanation of U.S. trade deficits over 1998-2012 either
must include a large role for foreign government financing, or find that such foreign govern-
ment financing was performing the same role as private foreign financing would have.

This paper also considers other explanations for the U.S. current account deficit in light of these
basic data.

U.S. CURRENT ACCOUNT DEFICITS, 1998-2012

A nation’s trade balance (exports minus imports) is usually the largest single component of its
current account balance, which also measures investment returns and unilateral transfers in
and out of the nation’s economy. In recent U.S. economic history, the trade deficit is the largest
component of its current account deficit, and so the two terms are virtually synonymous. If one
wishes to lower the U.S. current account deficit substantially, one will most likely need to lower
the U.S. trade deficit substantially.

The United States began running large current account deficits (as a share of U.S. gross domes-
tic product, or GDP) in the 1980s. Those deficits shrank somewhat in the late 1980s and early

* “The Antand the Grasshopper” is one of Aesop’s fables, and the relevant portions are summarized below.
* See, for example, Riley, “Federal Spending and the 'I'rade Deficil,” July 2011.

4 As will be discussed later, Borio and Disyatat propose defining financing differently than it is often defined
in the economics literature on current account deficits. This author is referring to the more common use of the
term for the purposes of this paper, while discussing Borio and Disyatat’s alternate definition later. See Borio and
Disyatat, “Global Imbalances and the Financial Crisis,” May 2011.
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1990s as the U.S. economy weakened, but grew again in the late 1990s and remained high until
" the economic collapse of 2009. With the onset of the modest recovery, current account deficits
have returned almost to the levels of the 1980s, at somewhat less than 3 percent of GDP (figure

1).-
FIGURE 1: The U.S. current account balance, as a percent of U.S. GDP

U.S. current account balance

™r T T T 17 rrrtrrofd FPrryn

L L L L)

billions of L1.S. dollars
&
8

AN
a0 : \ —
\7

-700
-800
-900

w5, current account balance

Source: BEA and author's calcufations

For most of U.S. history, U.S. trade was far more balanced than it is now. The United States ran,
nearly balanced trade until the 1980s, with only a brief period during 1942-1947 in which the
United States ran large trade surpluses. In U.S. postwar history, trade overall was usually a small
percentage of GDP, and the U.S. current account was roughly balanced, until approximately the
late 1970s.°

During the more recent period of high and persistent U.S. current account deficits, many US.
economists and commentators have offered the following two explanations for U.S. current ac-
count or trade deficits. Underlying both claims is the belief that trade deficits are not caused by

> The United States ran small trade deficits (usually less than 1 percent of gross national product) for the first
half of the 19 century. Those deficits became surpluses in the last decades of the 19™ century. In the 20" century,
the United States ran trade surpluses of under 2 percent from 1929 to 1941, It then ran a trade surplus of over 3
percent of GDP from 1942-1947. The surplus fell to under 3 three percent of GDP in 1948 and 1949, and after
1950, remained under 1.6 percent of GDP, generally dwindling until it became a small deficit in the 1970s. USDOC,
BEA, Survey of Current Business, July 1954 and August 1974, Lipsey, Robert. “U.S. Foreign Trade and the Balance of
Payments, 1800-1913,” and author’s calculations, ’
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microeconomic factors, such as tariff rates or industrial competitiveness, but rather by interna-
tional capital flows.®

First, some commentators have argued that U.S. trade deficits mostly reflect what this paper will
refer to as an “ant and grasshopper” story in which the U.S. trade deficit is largely a symptom
of low U.S. savings and high foreign savings.” In this sense, the United States resembles Aesop's
grasshopper while foreign countries are the thrifty ants. For example, economist Gregory
Mankiw has stated:

My view is that the trade deficit is not a problem in itself but is a symptom of a
problem. The problem is low national saving. Given that national saving is Tow,
I am not eager for the trade deficit to disappear, because that would mean that
domestic investment would need to fall to the low level of national saving. But I
do think it would be good if the trade deficit were to disappear accompanied by
an increase in national saving?

Similarly, Laurence Kotlikoff argues that trade deficits only reflect a problem insofar as they
reflect inadequate national savings, but may otherwise reflect investment flows that are posi-
tive for a nation’s long-term growth.” Other commentators, such as Stephen Roach of Morgan
Stanley Asia and Yukon Huang of the Carnegie Endowment, have tied the US. trade deficit to
increased U.S. consumption independent of Chinese (among other trading partners) policies,
just as they assert that Chind’s large trade surplus is due to high Chinese saving, without always
explaining which sectors (households, businesses, and government) account for what share of
that saving.'

¢ A summary of this point of view is contained in Daniel Griswold’s 1998 piece “Americds Maligned and
Misunderstood Trade Deficit” In addition to other points, Griswold returns to the writings of Adam Smith and
David Hume to argue against concerns over trade deficits, connecting recent periods of shrinking U.S. trade deficits
to US. recessions. Griswold’s arguments are also based on the work of trade economist Douglas Irwin—e.g., Irwins
1996 publication for the American Enterprise Institute, Three Simple Principles of Trade Policy. Also sce the state-
ment by the San Francisco Federal Reserve that “by the national income identity .. ., a trade deficit is caused by a
change in national saving or investment or both”” Federal Reserve Bank of San Francisco, “Is the US. Trade Deficit
a Problem?” June 2007. Some of these commentators (e.g., Griswold and Irwin) have also posited that, whatever the
reasons, trade deficits do not matter (an issue beyond the scope of this paper). This point of view contrasts with the
traditional Keynesian view that trade deficits represent a loss of aggregale demand. See Palley, “Explaining Global
Imbalances,” November 2011.

7 At some level, this kind of argument may just be a restatement of an accounting identity, as Ian Fletcher

argues. See Fletcher, “The Fiscal Cliff and the Trade Deficit,” November 2012.
® Mankiw, “Is the U.S. Trade Deficit a Problem?” March 31, 2006.

*  Kotlikoff, “Trade Deficits Are a Problem If” 2011.

19 See Crawshaw, “Roach: US. Should Save, China Spend;” November 2008; Roach, “America’s Renminbi
Fixation,” April 2012. There is also an econornics literature that attempts to explain Chinas trade surplus asa prod-
uct of factors other than the fact that the Chinese government simply not allowing foreign exchange to recirculate
freely, as it does not. Those interested in this literature can see a summary at Trachtman, “Understanding China's
Trade Surplus,” 2012, or an example at Wen, “Explaining China’s Trade Imbalance Puzzle;” 2011.
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In some versions of the “ant and grasshopper” view, trade policy (the setting of tariffs and quo-
tas) is also described as having little role in increasing U.S. trade deficits. For example, in 1996,
economist Douglas Irwin wrote that “the United States may have a relatively open market and
foreign markets may be more closed, but these facts would not manifest themselves in the trade
balance™!

In a second explanation offered for high U.S. trade deficits, other commentators have argued
that U.S. trade deficits have reflected foreign beliefs that the United States is (or was) a great
place to invest, in part due to high U.S. growth rates. Under this argument, the U.S. trade deficit
is a positive indicator that foreigners wish to invest their money in one of the most innova-
tive and productive economies in the world. For example, in 1998, Dan Griswold of the Cato
Institute stated that “trade deficits may even be good news for the economy because they signal
global investor confidence in the United States and rising purchasing power among domestic
consumers”*? Thus, according to this explanation, the United States should happily accept this
investment."

FOUR POINTS FROM BASIC DATA THAT ADDRESS
THESE THEORIES

Basic U.S. government data cast some doubt on both the “ant and grasshopper” story and the
“foreigners love U.S. investment opportunities” story as complete explanations for the large
US. trade deficits over 1998-2012. U.S. government.data make it possible to examine who was
buying U.S. assets in the period and what was the minimum being bought by foreign govern-
ments. The data show that foreign governments—not just foreign private buyers—were sub-
stantial buyers of U.S. assets over 2002-2012. The large increase in foreign government buying
of U.S. assets in 2002 suggests that a complete explanation of the recent U.S. trade deficit should
give substantial weight to the shift in the activities of non-market actors, ie., governments that
may not be financing U.S. projects solely for the return on investment." The “ant and grasshop-
per” and “foreigners love U.S. investment opportunities” stories may capture part of the rea-
son for U.S. trade deficits, but they may also not give adequate emphasis to the role of foreign
governments.

" Irwin, Three Simple Principles of Trade Policy, 1996,

12 Griswold, “Americe’s Maligned and Misunderstood Trade Deficit;” 1998. See also the Kotlikoff analysis
noted earlier (“Trade Deficits Are a Problem If7” 2011).

3 Ppalley discusses other ways that some U.S. economists have downplayed concern over US. Lrade deficits,
attributing U.S. trade deficits to, for example, the allegedly faster US. rates of technological innovation during the
late 19905 and early 2000s. Palley, “Explaining Global Imbalances,” November 2011.

1 Treasuries are bought in a market, but the foreign government buyers are non-market actors, ie., their
motivations may not be market motives.
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Four major data and interpretive points illustrate the large role foreign governments have played
in financing recent U.S. trade deficits.

Point 1: Foreigners Were Significant Financers of the Growth
in U.S. Government Debt in the 2000s

One portion of total U.S. debt is held by the federal government.'* Some argue that, because the
majority of the federal government debt is held by U.S. citizens, foreign and international hold-
ings of U.S. government debt are not significant. For example, National Public Radio (NPR) put
on its website a graph showing the breakdown of who owns U.S. government debt, with foreign-
ers only owning approximately one-third of such debt."*

However, these arguments and presentations obscure the fact that a large part of U.S. govern-
ment debt has long been held by U.S. citizens. Thus, the current level of U.S. government debt
starts from a base of high domestic ownership. During the growth in the U.S. current account
deficit after 2001, however, foreign and international sources were the buyers of over 40 percent
of the net increase in U.S. government debt.

Table 1 shows total foreign ownership of U.S. Treasury securities from 1989-2012. Numbers for
each year are cumulative. As can be seen from the table, as of December 1993, foreign and inter-
national sources owned aboutil4percent.of U.S. Treasury securities outstanding. By December
2012, foreign and international sources owned over 33 percent of U.S. Treasury securities out-
standing. For this cumulative change to occur, foreign and international sources needed to be
larger buyers of U.S. Treasuries after 1993 than prior to that year. As can be seen in the table 1,
the largest change in relative foreign purchases of U.S. Treasuries occurred between December
2001 and December 2012, a period in which foreign and international sources purchased over
43 percent of all U.S. Treasury securities issued.

Table 1, however, only shows that foreign and international sources were major buyers of U.S.
government debt, and not whether those foreign and international sources were governments
or private citizens. According to other U.S. Treasury data, as of January 2014, foreign govern-
ments accounted for over 71 percent of total foreign holdings of U.S. Treasury securities, mak-
ing foreign governments likely responsible for a large share of the increasing foreign and inter-
national interest in U.S. government debt."”

15 Total US. debt would also include household and business debts.

' Bui, “Everyone the U.S. Government Owes Money To,” October 2013. NPR is using data from the General
Accounling Ofice (GAO).

7 {JS. Treasury “Major Foreign Holders of U.S. Treasury Securities,” (accessed May 2014) and author’s
calculations.
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TABLE 1 Total foreign and international ownership of Treasury securities during 19932012

Year Total Public Debt | Owned by foreign | Percent foreign
and international’ | and international
Billions of dollars Percent

1993 4,536 650 14.3
1994 4,800 667 139
1995 4,989 835 16.7
1996 5,323 1,102 20.7
1997 5,502 1,242 226
1998 5614 1,279 22.8
1999 5,776 1,269 220
2000 5,662 1,034 18.3
2001 5943 1,051. 17.7
2002 6,406 1,247 19.5
- 2003 6,998 1,523 21.8
2004 . 7,596 1,849 243
2005 8,170 2,034 249
2006 8,680 2,103 24.2
2007 9,229 2,353 255
2008 10,700 3,077 288
2009 12,311 3,685 299
2010 14,025 4,454 . 31.8
2011 15,223 5,007 329
2012 16,433 5,574 339
Difference, 2012 and 2001 10,489 4,523 43.1

“Foreign and international” is the heading used by the Treasury in the source data. It likely reflects that
the Treasury does not know with complete certainty whether certain holdings are from certain countries,
_ as will be discussed further below in the text.

Source: U.S. Department of the Treasury, Ownership of Federal Securities, 1999, 2004, 2009, and
2013, and author’s calculations,

Point 2: Foreign Government Holdings of U.S. Government
Debt Are Likely Even Higher Than the Data Show

Data on foreign government holdings of U.S. government debt are almost certainly a minimum
rather than an exact measure, In particular, data for one of the largest holders of U.S. Treasury
debt, China, may be underestimated. '

As of June 2012, China held over $3.2 trillion in total foreign exchange reserves, and it is likely
that roughly two-thirds of those holdings are in U.S. dollars. (The exact percentage is not known
except by the Government of China. However, in 2010, Chinadaily reported that the IMF es-
timated that 61 percent of China’s 2010 currency reserves were in U.S.-dollar assets, while
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calculations based on U.S. Treasury data yielded an estimate of 66 percent.)® These estimates
would yield Chinese holdings of U.S. dollars well above the level of Chinese holdings of U.S.
‘Treasuries reported by the U.S. Treasury. This discrepancy means that China is either holding
dollars in other forms and/or that the Treasury data are not capturing all of China’s holdings.

Treasury data on how much U.S. government debt that China holds is likely a minimum, and
the actual level could be much higher. Economist Brad Setser, before joining Treasury, noted
in 2009 that “[t]he US only tracks the initial sale of a bond to an investor abroad. Subsequent
sales never [enter] into the TIC [Treasury] data, though they are often picked up in the an-
nual survey” For example, if a UK. (or Caribbean, or Swiss, or Belgian, etc.) bank purchased
Treasuries for the Chinese government, that purchase might be recorded in U.S. Treasury data
as a UK. purchase, rather than a Chinese purchase.

In June 2011, Reuters reported that Treasury investigations had found that China had been buy-
ing more U.S. debt than it had disclosed.* Additionally, in 2012, Reuters reported that China
was now purchasing Treasury debt as a primary dealer, a category previously reserved for select
U.S.-based banks?! It is quite possible then, that there is underreporting of Chinese holdings
(due to the results of the Treasury investigation), and China’s importance as a buyer should not
be underestimated (due to China’s status as a primary dealer).

These first two sections have shown that foreign governments were substantial purchasers of
U.S. government debt in recent years. As noted above, however, Treasury debt only shows us
what is happening with U.S. government debt, and not how total U.S. government and private
debt is financed. The next section will show how the entire U.S. current account deficit, includ-
ing both U.S. government and U.S. private debt, is financed by both foreign private and foreign
government sources.

Point 3: Foreign Governments Were Substantial Buyers of U.S.

Assets

Foreign governments finance a large part of the U.S. current account deficit. In the US. in-
ternational transaction data, there are usually higher foreign private investment flows than
foreign government investment flows into the United States. However, focusing on just these
levels would obscure the fact that there are also high U.S. private investment flows into foreign
countries,2 while the U.S. government has tended not to have large investments overseas. For

18 See Bloomberg, “China Quarterly Reserves Have First Decline;’ January 2012; Ming, “US Debt in China’s
Forex Reserves Worrisome,” May 2011.

5? Setser, “I Am Pretty Sure China Didn't Sell Treasuries in April,” June 2009.
2 Flitter, “U.S. Caught China Buying More Debt than Disclosed,” June 2011,
21 Flitter, “U.S, Lets China Bypass Wall Street for Treasury Orders,” May 2012.

22 This type of misleading analysis will be seen in Borio and Disyatat, “Global Imbalances and the Financial
- Crisis;’ May 2011, below.
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the current account deficit, what matters is not just the level of investment inflow, but rather the
net investment flows, i.e., U.S. investment outflows net of foreign investment inflows.”

By looking at U.S. and foreign net investment flows, the role of foreign government investments
as a large financer of the U.S. trade deficit becomes clear. While there are large foreign private
inflows into the United States, these flows are often cancelled out, at least in part, by large US.
private investment outflows. What has allowed the U.S. current account deficit to remain large
is the difference between large foreign government inflows and usually small U.S. government
outflows.

Using BEA data on international transactions, we can identify how much U.S. private and U.S.
government investment went overseas as well as how much foreign private and foreign govern-
ment investment flowed into the United States. Table 2 shows how net private and net govern-
ment assets finance the U.S. current account deficit. As can be seen, net government assets
(foreign government assets in the United States less U.S. government assets overseas) financed
a substantial portion of the U.S. current account deficit in the 2000s, and continued to do so
after the Great Recession. During and after the recession, the U.S. government engaged, for the
first time during the period shown (1993-2012), in large purchases of overseas assets, perhaps
contributing to the outlier values in 2008 and 2009.*

Overall, the numbers in table 2 lead to the following fact about the U.S. current account deficit
over 2003 to 2012: during this period, 70 percent of the U.S. current account deficit was ac-
counted for by the difference in net holdings between U.S. and foreign government holdings.
Even if one were only to look at the period 2003 to 2007 (perhaps to avoid the extraordinary
swaps that took place in 2008 and 2009), over 55 percent of the U.S. current account deficit was
accounted for by the difference in net holdings between U.S. and foreign government holdings.

23 In the international transaction data, these investment flows show up in the financial account, not the cur-
rent account. However, as discussed earlier, this paper is examining the U.S. current account deficit from the point
of view of how it is financed.

24 This analysis extends analysis from Labonte, “Financing the U.S. Trade Deficit,” June 2009.
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TABLE 2 Components of U.S. Current Account Deficit from 1993-2012

A
N
W

Year Current Net private Net Discrepancy’ Net government
account | transactions | government transactions /
balance transactions current account

deficit
biflions of dolfars percent

1983 -84.8 9.2 73.5 -2.1 86.6

1994 -121.6 79.7 34.6 ~71.3 28.5

1995 -113.6 -16.3 120.6 9.3 106.2

1996 -1248 2.1 121.0 -1.6 97.0

1997 -140.7 200.9 20.0 80.1 14.2

1998 -215.1 94.1 «12.7 -133.7 -5.9

1999 -300.8 1831 32.0 -85.6 10.7

2000 -416.3 436.2 44.0 63.8 10.6

2001 -396.7 37786 335 144 8.4

2002 -457.8 387.9 119.3 494 26.1

2003 -518.7 252.8 278.0 10.1 53.2

2004 £29.3 130.1 393.2 -106.0 625

2005 -739.8 421.8 239.6 -78.4 324

2006 -798.5 2838 480.2 -34.5 60.1

2007 «7134 1524 503.4 -57.6 706

2008 -681.3 743.3 1,089.1 1,151.1 159.8

2009 -381.6 -783.2 -8.8 «1,173.6 -2.3

2010 -449.5 20.0 392.6 -36.9 873

2011 -457.7 3824 3734 298.1 816

2012 -440.4 -28.4 313.1 -155.7 714 77

A

' Net private transactions pius net government transactions should equal the current account balance,

but may not due to issues such as stafistical discrepancies. In most years, these discrepancies would
likely not change the analysis. in 2008, 2009, 2011, and 2012, there are large discrepancies, These large
discrepancies may be due to Federal Reserve swaps conducted in those years. This use of the word
“discrepancy” is not the same as that used by BEA when providing an explanation of its published data.

Source: BEA, and author's calculations.

Point 4: Foreign Government Currency Reserves Grew
Dramatically in the 2000s

Foreign government currency reserves grew dramatically in the 2000s, and beyond normal his-
torical levels. Table 3 shows the change in total reserves for selected” nations between 2000 and
2012, both in levels and as a percent of GDP. As can be seen, U.S. reserves did rise asa percent of

2% 'These countries were selected to provide examples of some large U.S. trading partners in Europe, Asia, and
South America.
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GDP, but from one low level to another low level, and remained below the other countries’ ratio
of reserves to GDP in 2000. Meanwhile, other countries’ governments increased their reserves
not only in absolute terms but also in large amounts relative to the size of their national econo-
mies. These increases were far larger for the selected Asian countries, as well as Brazil, than for
the selected European countries, with the exception of Switzerland.

TABLE 3 Total reserves for selected countries, 2000 and 2012

Country or reporting area Total Reserves, 2000 I Total Reserves, 2012
Billions of dollars (percent of GDP)

Brazil 33.0 373.2
(5.1} (16.6)
China 1747 3,387.5
(14.3) (41.2)

France 63.7 1845

(4.8) {7.1)

Germany 87.5 248.9

(4.6) (7.3)

Hong Kong 107.6 3174
(62.7) (120.6)
Japan 361.6 1,268.1
(7.6) {21.3)

Korea 96.3 327.7
(18.0) (29.0)

Switzerland 536 531.3
(20.1) (84.2)

United States 1284 574.3
(1.3) (3.9)

Source: World Bank website, and author’s calculations.

Based on the data presented in tables 2 and 3, it is highly likely that increased purchases of US.
dollars played a large role in these increases in foreign governments’ reserves. If so, then these
increases in foreign governments’ reserves are likely an important factor in understanding U.S.
current acco &dg%c}:its in the 2000-2012 period. As the Congressional Research Service has®
noted, “[i]f... @ govetnment requires exporters to sell their dollars to the government at a fixed
exchange rate, and that government invests the dollars in U.S. securities rather than allowing
businesses and consumers to use the dollars to buy American exports, then this combination
of government intervention in currency markets plus exchange controls can increase the size
of the US. trade deficit™* While this description may only apply to China in the above table,
China’s increase in its foreign currency reserves was the single largest. Nonetheless, even though

* Hornbeck, “Trade Primer;’ January 2013,
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other countries might not exercise such control over exchange rates, their interventions might
be large enough, and with enough control over foreign exchange, to have a similar effect.””

Analysis

Both in terms of purchases of U.S. Treasuries, and at the level of all investment in the United
States, foreign governments have been large financers of U.S. debs. Compared with U.S. gov-
ernment investment overseas, foreign investment in the United States has played a large role in
financing the U.S. trade deficits since 1998. This foreign government interest in the U.S. market
likely stems from a general desire of foreign governments to increase their currency reserves
over the last decade or so.

Thus, the important question becomes why did foreign governments choose to increase their

currency reserves? One possible explanation is that foreign governments were acting entirely
the way market actors would, and that had foreign governments not purchased the US. s

that they did, private foreigners would have done so. If so, then there may not be much signifi-
cance to the foreign gqyernment role here. One needs to accept such a hypothesis in order to
believe the “ant and grasshopper” or the “foreigners love U.S. investment opportunities” expla-
nations as principal explanations for the U.S. trade deficits of the 20003.(%9

If one does not accept that foreign governments were acting in the same way as private foreign
investors would, then a very large share of the financing of U.S. trade deficits has come from
sources with potentially non-market motives. Explanations that focus only on the profligacy of
U.S. consumers (“ant and grasshopper” stories) or on a market-based desire by foreign investors
to invest in the United States likely fail to explain perhaps the single-largest source of financing
for the U.S. current account deficit.

This paper will now examine several other explanations for the U.S. trade deficit in light of the
above data. T ey

OTHER EXPLANATIONS

The U.S. Dollar as Reserve Currency

In the 1960s, economist Robert Triffin showed that a nation that has its currency used as an
international reserve currency will need to run a trade deficit.”® Under Triffin’s hhﬁg}:y, the US.

7 See, for example, Bergsten and Gagnon, who provide analysis alleging that several nations, including but
not limited to China, “intervene aggressively to keep their currencies undervalued and thus to unfairly maintain
current account surpluses.” Bergsten and Gagnon, “Currency Manipulation, the US Economy, and the Global
Economic Order;” December 2012.

See, for example, description in Palley, “Explaining Global Imbalances,” November 2011.
- 1

~
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dollar’s function as a reserve currency certainly could explain in general why the United States
runs persistent and large trade deficits.

Nonetheless, the U.S. dollar’s status as a reserve currency does not explain why foreign govern-
ments acquired @Mﬁ. Nor does it explain
why U.S. current account deficits have been persistently large since 1998. U.S. trade deficits
nevewackemhxee_g‘a\sm%cmﬁndwlr/_\LWOS, and did so only briefly in the 1980s.
In all these decades, the U.S. dollar was a reserve currency. Why did US. trade deficits only grow
to be nearly 3 percent of U.S. GDP, or more, in the 1980s, and remain persistently at or above
that level after 19982

Bernanke’s “Savings Glut”

In 2005, Federal Reserve Chairman Ben Bernanke put forward another possible explanation for
the U.S. current account deficit. He described a “savings glut” in some parts of the world that
helped foster current account deficits in other parts of the world, including the United States.
He attributed the “savings glut” in part to the desire of developing nations hit by the Asian fi-
nancial crisis to channel their local savings into large reserves in anticipation of a future crisis.”

The data above do not directly address the savings glut hypothesis, but are consistent with it.
However, Bernanke’s suggestions for reducing the savings glut focus on improving and liberal-
izing flawed financial systems in developing nations. In this sense, the savings glut story may
morph into a variant of the “ant and grasshopper” story, albeit perhaps with some policy recom-
mendations for the ants as well. Of more concern, other economists have attempted to discuss
e savings glut in terms of too Wlww
Such an explanation potentially takes the focus off of foreign governments’ savings, and
explains it with a reference to private savings. This paper suggests that whatever the explanation
for any savings glut, a key point to remember is that a large portion of any “savings glut” is the

net savings of other countries’ governments. Thus, explaining a “savings glut” requires explain-
ing foreign governments’ behavior.
—_———

Borio and Disyatat: Look at Gross Flows

On the other hand, in a May 2011 paper, Bank of International Settlements (BIS) economists
Borio and Disyatat argue that international current account imbalances were not likely a cause
of the 2008 global financial crisis.> While this author is not assessing the causes of the global

22 Palley also offers other reasons for skepticism aboutthuese/__wr_e_gc_ﬂrpothesis. Palley, “Explaining
Global Imbalances,” November 2011.

30 Bernanke, “The Global Saving Glut and the U.S. Current Account Deficit,” March 2005.

1 For example, Mendoza, “Financial inlegration, financial deepness and global imbalances,” as ciled in Borio
and-Disyatat, “Global Imbalances and the Financial Crisis,” May 2011.

" Borio and Disyatat, “Global Imbalances and the Financial Crisis;” May 2011.
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financial crisis here, Borio and Disyatat’s paper does contain several analytical points on the U.S.
current account deficit that are problematic, or prone to potential misinterpretation, and worth
discussing here.

Borio and Disyatat argue that since U.S. financial inflows and outflows are very large relative to
official (and even nonofficial) U.S. financial flows from emerging economies, it is doubtful that
those latter flows played much of a role in “determining financial flows into the United States.”
The authors are defining financing as the use of specific, available funds for a particular expen-
diture. Their definition of financing is likely a more accurate use of the term than the one that
economists typically use when discussing current account deficits, i.e., as national savings less
national investment. Thus, based on this terminology change, they argue that attributing the

current account balance to net forei tment is “arbitrary”

In considering current account deficits only, this argument is misleading. Even if one accepts
Borio and Disyatat’s terminology change, it is still a simple fact of accounting that if the large
net foreign government buying of U.S. assets had not happened, and all other flows had stayed
the same, the U.S. current account deficit would have been much lower. In other words, had
foreign governments bought U.S. assets at the levels that the U.S. government bought foreign
assets over much of recent history, and foreign private investors had not compensated, then the
United States would have run a much smaller current account deficit.

Perhaps Borio and Disyatat would respond that the same analysis holds if any large private actor
would have chosen not to make an investment. It would, but then the authors would need to
show why such a choice is relevant. Differences in two countries’ trade relationships that are due
to one country’s government engaging in policies to generate such a difference are qualitatively
different than subtracting one private actor’s actions. In other words, the difference between
governmental net flows was a large portion of the U.S. current account deficit in the 2000s, and
changing the terminology cannot change that fact.

A second problematic analysis in Borio and Disyatat is that they argue that, since some trade

deficit countries hav ired large financial reserves, the relationship between reserve levels,
currency, and current account deficits is empirically weak. Tgiagily_sLs_ls not correct. A trade

———,

—_-_‘:\ » . 0 0 0 __ﬁ—_—'

deficit nation can acquire large reserves in preventing its currency from appreciating even more;
the fact that its current account balance is negative while it acquires reserves does not mean the
acquisition of reserves had no impact on its current account balance.

Moreover, as previously discussed, these foreign government acquisitions are not insignificant
simply because they are small relative to total private flows. Perhaps because they are address-
ing a somewhat different question, Borio and Disyatat downplay or ignore that U.S. private
financial outflows often balance private financial inflows better than government flows do. As
the earlier charts and tables show, foreign government net purchases are large in comparison
with both the U.S. economy and the economies of many of the countries that engage in such
purchases. Thus, it is difficult to imagine that the decisions foreign governments are making are
insignificant.
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Interestingly, Borio and Disyatat also note that foreign governments’ currency “accumulation
may reflect the wish to resist the appreciation of the currency, when the authorities face strong
foreign demand for domestic currency assets, manifested in gross capital inflows.” This may or
may not be true. Nonetheless, foreign government resistance to the currency appreciation that
private sector flows are pushing is likely to have an impact on the U.S. current account balance.

Importantly, Borio and Disyatat are to a great extent addressing issues outside the scope of this
paper, such as whether Bernanke’s “savings glut” in emerging markets was a major contributor
to the financial crisis. The authors do acknowledge elsewhere in their paper that large foreign
official inflows could have had an effect on the U.S. economy.

Reaction to the Asian Crisis, or Other Preparation for

Financial Failure

Dean Baker (along with Jared Bernstein) has argued that recent reserve growth is due to the fail-
ure of the International Monetary Fund (IMF) in the late 1990s during the Asian crisis.” This
explanationTm to Bernanke’s but leads to a different
policy prescription, i.e., that the U.S. government should work to ensure that the IMF does not
handle future financial crises the way that it handled the East Asian crisis. Importantly, Baker’s
explanation keeps a significant focus on the activities of foreign governments as financers of the
U.S. trade deficit, a focus that fits the data shown above.

Similarly, Aizenman and Lee create a distinction between what they call traditional currency
interventions to create an export advantage (“monetary mercantilism”) and large reserve hoard-
ings i order to prepare for potential financial failures after policies to promote loans to domes-
tic producers (“financial mercantilism”).* They state that financial mercantilism is not always
damaging to trading partners’ economies, and posit their belief that Asian governments’ large-
scale “international reserves hoarding” is due to financial mercantilism rather than monetary
mercantilism. Their belief is based on their statement that keeping currencies undervalued fora
long period of time would be difficult, and based on a limited selection of economic work that
posits that many Asian currencies (including that of China) were not much undervalued. Their

work would appear to be contradicted by the findings of Bergsten and Gagnon.*

Also in contrast to Aizenman and Lee, Palley argues that the large scale of Asian governments’
currency acquisitions is in excess of anything needed to avoid another episode of capital flight.*
Even if the only motivation were to avoid the kind of difficulty that Asian nations found them-
selves in in 1997, though, building a large hard currency reserve for economic emergencies

33 Baker and Bernstein, Getting Back to Full Employment, 2013.
3 Aizenman and Lee, “Financial Versus Monetary Mercantilism,” December 2006.

* Bg i:m;@‘ Gagnon, “Currency Manipulation, the US Economy, and the Global Economic Order;”
Decemb m

* Ppalley, “Explaining Global Imbalances,” November 2011.
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sounds very similar to the types of mercantilist motives that Adam Smith decried in his Wealth
of Nations.” In that sense, perhaps Baker’s argument should be considered under the category
of the larger class of potentially mercantilist reasons why many foreign governments acquired
so many U.S. assets over 1998-2012.

It is also worth noting that Asian currencies appreciated, and their trade surpluses with the
United States shrank, in the early to mid-1990s.%® It is possible that policymakers in some of
these nations may have attributed part of any economic or financial problem their nations ex-
perienced in the 1990s to the shrinkage of their trade surpluses with the United States and/or
the earlier appreciation of their currencies against the dollar.

Foreign Governments Acquiring Dollar Reserves to Maintain a
Trade Surplus with the United States

Another possible explanation for the increase in foreign governments’ reserves is that foreign
governments were acting to keep their trade balance with the United States larger than it would
be without their intervention. For example, economists at the Peterson Institute of International
Economics (PIIE) have presented work describing some foreigi@vernments as engaged in

currency reserve-acquisitions in order to maintain trade surpluses’ Such explanations are also
consistent with the basic government data described above.

For example, looking at the data in table 2 above, net foreign private flows financed most of
the U.S. current account deficit over 1997 to 2002. However, perhaps in the wake of the fall of

the U.S. stock market afte reign private flows fell over 2000 to 2004. Around 2002,
foreign nts Stepped into the breachand allowed the U.S. current account deficit to
Wem showing less relative interest in the

nited States. One possible explanation for this increase, consistent with the workmen
and Gagnon, is that foreign governments did not wish to allow their trade surpluses with the

llM@tt:_sgg_c_li_rn_in_ifh. It should be noted that, whatever the motivation for these foreign
government acquisitions, the acquisitions were in no way forced on these foreign governments.

e
T

3 See Smith, Wealth of Nations, 1776, book IV, chapter 1. Smith criticizes “the mercantile system” as one
in which national policies work to increase reserves of money (in Smith’s case, gold and silver) by running trade
surpluses, rather than focusing on what Smith describes as the true economic wealth of a nation, i.e., all of its pro-
ductive potential.

3 Eor example, both Japan and Korea ran large current account surpluses in the mid-1980s. ‘Their currencies
both appreciated against the dollar until the early 1990s (Korea) or mid-1990s (Japan), and both countries’ current
account surpluses shrank substantially. See data from the Federal Reserve Bank of St. Louis and the International
Mary ary Fund.

 See Bergsten and Gagnon, “Currency Manipulation, the US. Economy, and the Global Economic Order)
December 2012. ' -
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CONCLUSION

Foreign governments invested in U.S. assets at record levels in the 2000s, far beyond the tradi-
tional levels of reserve growth, and at high levels relative both to their own economies and to
the U.S. economy. These investments have sometimes been a replacement for foreign private
investment (e.g., during 2002-04 and in 2012) and have sometimes merely remained flat while
foreign private investment rose. But they have never substantially declined, except very briefly
in 2009.

From these facts, one must either conclude that foreign governments are acting in exactly the
same way as other private foreign investors would or that without foreign government pur-
chases of U.S. securities, the U.S. current account deficit would have been lower, perhaps even
substantially lower. Whatever the reason, foreign governments have played a large role in recent
U.S. trade deficits. Thus, any explanation of why there have been large recent U.S. trade deficits
must provide ample explanation of foreign government actions.

This paper has presented some basic US. and international data that show that foreign govern-
ment actions are important contributors to the U.S. current account deficit of 1998 to the pres-
ent. It then has suggested that any explanations of recent U.S. current account deficits must be
consistent with this reality, and has examined several explanations through the prism of this
reality.
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