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Dealing with the Trade Deficit

by Peter Boyle

steadily purchased more foreign

goods and services than it has sold
to the rest of the world. Last year, the
trade deficit soared to a record $489.4
billion. As a result, the 11.5. has been
borrowing record amounts from foreign
investors and banks. What's wrong with
purchasing inexpensive apparel manu-
factured in Singapore or consumer elec-
tronics imported from China? Doesn't
everybody benefit? 1.5, consumers cer-
tainly do. Offshore production aids cor-
porate America’s profit margins as well
as the stock market. Inflation is kept in
check: so well, in fact, that Federal
Reserve Chairman Greenspan is cur-
rently as concerned about the risk of
deflation as that of inflation. Foreign
economies are  benefiting from
improved growth rates. It may be
argued that the only group not benefit-
ing is displaced U.S. workers.

E % ince the early 1980's, the U.S. has

S0 why are some economists S0 nervous
about this deficit? Our Economics 101
textbooks say that in a completely open
world economy, the current trade imbal-
ance corrects itself. As excess dollars
accumulate overseas, foreigners sell
their surplus, which drives down the
price of the dollar, A lower-valued dollar
makes American goods cheaper to for-
eigners and foreign goods more expen-
sive for Americans, Foreigners buy more
American goods and Americans buy
fewer foreign goods, bringing the trade
imbalance back toward equilibrium.

Since we have moved further away from

equilibrium, are our textbooks wrong?
Theoretically no, but in practice the the-
ory is too simplistic. Both world demand
for dollars and foreign government poli-
cies have enlarged the 1U.5. trade deficit,
Demand for the dollar remains extreme-
ly high. Despite our recent downturn,
the U.S. has been the most consistent
engine of world economic growth. Our
consumers have been a source of
demand for foreign goods, and our cur-
rency a welcome investment by foreign-
ers. We continue to be the beneficiaries
of low-cost, high-quality goods produced
abroad and, in exchange, foreigners
obtain better investments than they
could at home, especially our highly lig-
uid 1.5, government securities that meet
their need for safety, long-maturity and
yield—a very symbiotic relationship.

The dollar is the world's reserve curren-
cy. il is denominated in 1.5, dollars, so
net oil importers will likely hold larger
than normal dollar reserves as a hedge
against currency movements. While
Europe is making progress installing the
Euro as a second reserve currency, the
U.5. dollar continues to occupy a privi-
leged position.

The second factor influencing our trade
deficit is foreign government policies.
China, whose deficit with the U5, is
growing faster than any other, artificial-
Iy “pegs,” or locks, its cuwrrency to the
1.5, dollar. While, theoretically, trade
imbalances should be brought back into
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