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U.S. International Transactions in 2004
(Millions of Dollars)

Exports of goods 807,536
Imports of goods -1,472,926
      Merchandise trade balance -665,390

Exports of services 343,912
Imports of services -296,105
      Services trade balance 47,807

Income receipts 379,527
Income payments -349,088
      Income balance 30,439

      Unilateral current transfers, net -80,930

      Balance on current account -668,074

      Capital account transactions, net -1,648

Net Increase in U.S.-owned assets abroad -855,509
Net Increase in foreign-owned assets
    in the United States 1,440,105
      Balance on financial account 584,596
      Statistical discrepancy (sign reversed) 85,126

Source: Department of Commerce.

The United States allows the dollar
to float against other currencies on for-
eign-exchange markets. The purchase
or sale of U.S. official reserves has been
very limited in amount and is typically
undertaken only for the purpose of main-
taining orderly markets. This means that
the foreign exchange value of the dollar
is almost entirely determined by supply
and demand.

The supply is the dollars received by
foreigners that they do not wish to spend
or invest in the United States. The de-
mand is the amount of foreign curren-
cies we receive that we do not wish to
spend or invest abroad. The various cat-
egories of our international payments
are described in the box on the next
page. Because each foreign exchange
transaction involves a buyer and a seller
of dollars, the sum of all transactions
should, in theory, equal zero, and the
sum of the various accounts should be
zero. A current-account deficit (see box)
should be balanced by an investment
inflow, and vice-versa.

In practice, however, there is a rela-
tively large statistical discrepancy that
includes such things as the change in
holdings of U.S. currency abroad, cross-
border trade conducted in person (pur-
chasing licit or illicit drugs in Mexico,
for example) as well as the simple diffi-
culty of accurately recording every le-
gal transaction. The international trans-
actions of the United States for 2004

are summarized in the accompanying
table (2005 data are incomplete and sub-
ject to revision).

With the exception of 1991, when
Saudi Arabia and other countries helped
finance U.S. expenditures on the first
Gulf War with unilateral transfers, the
United States has had current-account
deficits every year since 1982. That is,
the United States has been buying more
goods and services from the rest of the
world than it has sold abroad and pro-
viding more unilateral transfers to oth-
ers than it has received.

A Bad Thing

The naïve but widely-held view of

the current-account deficit is that be-
cause we are purchasing more goods
and services from foreigners than they
are purchasing from us, U.S. output is
being displaced by production from
abroad. Readers with long memories
may recall that when we had current-
account surpluses a few decades ago,
critics often claimed that the concomi-
tant investment outflows meant “export-
ing American jobs,” i.e. that U.S. busi-
nesses were investing in production fa-
cilities abroad rather than at home.

It may well be that some people sus-
pect that any foreign participation in our
economy is somehow to our disadvan-
tage. Others may be bothered by the
existence of any deficit—a budget defi-
cit or a current-account deficit. It is con-
ceivable that all economies could have
surpluses in their government budgets,
provided they were willing to adopt suit-
able policies. The world is a closed sys-
tem, however, and it is not mathemati-
cally possible for all economies to have
current-account surpluses simulta-
neously.

Is the U.S. Trade Deficit Dangerous?*

The United States has run deficits in its merchandise-trade and

current-accounts for most of the last quarter century, apparently with-

out ill effects.  The current record deficits appear unsustainable and a

correction is inevitable. Policies designed to thwart the needed adjust-

ments will only make them more painful in the end.

* This article is by Michael K. Ulan, AIER Re-
search Associate. He received his Ph.D. in econom-
ics from the University of Pennsylvania and spent
thirty years as an economist with the U.S. Govern-
ment, the last twenty at the Department of State.
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Every international transaction results in a credit and
a debit. Transactions that cause money to flow into
a country are credits, and transactions that cause

money to leave a country are debits. For instance, if
someone in England buys a South Korean stereo, the
purchase is a debit to the British account and a credit to
the South Korean account. If a Brazilian company sends
an interest payment on a loan to a bank in the United
States, the transaction represents a debit to the Brazilian
Balance of Payments (BOP) account and a credit to the
United States BOP account.

The BOP statement divides international transactions
into three accounts: the current account, the capital ac-
count, and the financial account. The current account
deals with international trade in goods and services and
with earnings on investments. The capital account con-
sists of capital transfers and the acquisition and disposal
of non-produced, non-financial assets. The financial ac-
count records transfers of financial capital and non-fi-
nancial capital. The accounts are further divided into
sub-accounts.

The Current Account
The current account is composed of four sub-accounts:

• Merchandise trade consists of all raw materials and
manufactured goods bought, sold, or given away. Until
mid-1993, this was the figure that was used when the
“balance of trade” was reported in the media. Since
then, the merchandise trade account has been com-
bined with a second sub-account, services, to deter-
mine the total for the balance of trade.

• Services include tourism, transportation, engineering,
and business services, such as law, management con-
sulting, and accounting. Fees from patents and copy-
rights on new technology, software, books, and mov-
ies also are recorded in the service category.

• Income receipts include income derived from owner-
ship of assets, such as dividends on holdings of stock
and interest on securities.

• Unilateral transfers represent one-way transfers of
assets, such as worker remittances from abroad and
direct foreign aid. In the case of aid or gifts, a debit is
assigned to the current account of the donor nation.

The Capital Account
• Capital transfers include debt forgiveness and migrants’

transfers (goods and financial assets accompanying
migrants as they leave or enter the country). In addi-
tion, capital transfers include the transfer of title to

What is in the Balance of Payments Accounts?

fixed assets and the transfer of funds linked to the sale
or acquisition of fixed assets, gift and inheritance taxes,
death duties, uninsured damage to fixed assets, and
legacies.

• Acquisition and disposal of non-produced, non-finan-
cial assets represent the sales and purchases of non-
produced assets, such as the rights to natural resources,
and the sales and purchases of intangible assets, such
as patents, copyrights, trademarks, franchises, and
leases.

The Financial Account
The financial account records trade in assets such as

business firms, bonds, stocks, and real estate, and it has
two categories:

• U.S.-owned assets abroad are divided into official
reserve assets, government assets, and private assets.
These assets include gold, foreign currencies, foreign
securities, reserve position in the International Mon-
etary Fund, U.S. credits and other long-term assets,
direct foreign investment, and U.S. claims reported by
U.S. banks.

• Foreign-owned assets in the United States are di-
vided into foreign official assets and other foreign as-
sets in the United States. These assets include U.S.
government, agency, and corporate securities, direct
investment, U.S. currency, and U.S. liabilities reported
by U.S. banks.

Balance of Payments Deficit and Surplus
In theory, the current account should balance with

the capital plus the financial accounts. The sum of the
balance of payments statements should be zero. For ex-
ample, when the United States buys more goods and
services than it sells (a current account deficit), it must
finance the difference by borrowing, or by selling more
capital assets than it buys (a capital account surplus). A
country with a persistent current account deficit is, there-
fore, effectively exchanging capital assets for goods and
services. Large trade deficits mean that the country is
borrowing from abroad. In the balance of payments, this
appears as an inflow of foreign capital. In reality, the
accounts do not exactly offset each other, because of
statistical discrepancies, accounting conventions, and
exchange rate movements that change the recorded value
of transactions.

—from “Fedpoints,” The Federal Reserve Bank of
New York, www.ny.frb.org/aboutthefed/fedpoints.html

Governments may impose exchange
controls, tariffs, or other trade restric-
tions in an effort to achieve desired trade
or current-account balances. But this is
generally ill-advised. Protectionist poli-
cies reduce living standards, because
they increase the prices consumers pay

for the protected goods and services,
and also limit selection and quality.
They also reduce the incomes of do-
mestic businesses making things for
export.

 As for investment flows, there are
times when the volume of domestic sav-

ing is either larger or smaller than that
needed to finance all of the domestic
investment opportunities that potential
investors expect will earn attractive re-
turns, on a risk-adjusted basis. Restrict-
ing international capital flows reduces
investment and economic growth in, and
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technology transfer to, economies where
domestic investment opportunities ex-
ceed domestic saving. In countries with
the opposite situation—where domes-
tic saving exceeds domestic investment
opportunities—such restrictions reduce
the return that investors can expect to
earn on their saving. Like trade con-
trols, capital-account controls are costly
to enforce and harm both potential ex-
porters and importers of investment
funds.

Thus, surpluses and deficits in coun-
tries’ external accounts are not bad per

se. The fact that foreigners invest more
in the United States than we invest
abroad (creating large net capital in-
flows) reflects the fact that, taking risk
into account, investments here are ex-
pected to yield higher returns than those
in other countries.

Why the U.S. Attracts
Foreign Funds

By definition, investment opportu-
nities in underdeveloped countries
where there is less capital in relation to
labor, land, and raw materials should
be more attractive and offer higher pro-
spective returns than those in the capi-
tal-rich United States. As the most de-
veloped country in the world, the United
States could be expected to be a net ex-
porter of capital. That this is not so
mainly reflects the situation in much of
the rest of the world, where property
rights are relatively uncertain, financial
transactions lack transparency, political
regimes are unstable, corruption and
cronyism are rampant, bloated state-
owned enterprises are subsidized and
protected from competition.

The United States is attractive as a
place for investors (both domestic and
foreign) to put their funds because we
have the political and economic stabil-
ity that has been lacking in many areas
of the world, which have witnessed a
variety of defaults and financial crises
during recent years. In addition, the
United States has a strong framework
of socio-political institutions that en-
courage investment. These include a
relatively small public sector (and thus
a larger number of industries in which
private investment is welcome) and a
tradition of the rule of law, which un-
derlies the enforceability of private con-
tracts and strong legal protection of
property rights.

The net capital inflows to the United
States are thus in part a reflection of

poor economic polices in developing
countries.

A Debtor Nation, So What?

One consequence of the large net
capital inflows of the past 25 years has
been a shift from our being a creditor
nation (a status we reached sometime
early in the last century) to a debtor na-
tion. Once again, neither status is more
desirable than the other in and of itself
and the hand-wringing concerning our
“foreign borrowing” is generally mis-
placed, for two reasons.

First, much of the international flow
has been equity, not debt. Moreover,
many U.S. equity investments in for-
eign countries were made long ago,
while much of foreigners’ equity invest-
ments here are fairly new. Estimating
the current market value of these in-
vestments is difficult, but the official
statistics probably understate the value
of our equity investments abroad. One
indication of this is that, according to
these statistics, the income generated by
our foreign direct investments is much
higher, as a percent of their estimated
value, than the income generated by for-
eigners’ investments here. Perhaps we
really are earning higher returns; or per-
haps (and more likely, according to most
economists) our equity holdings are
worth considerably more than the “bean
counters” estimate.

Second, where debt is involved, his-
torical experience has shown that
Americans are good credit risks; so for-
eigners are likely to continue to lend to
us. In any event, it is the (foreign) in-
vestors (lenders and purchasers of eq-
uity interests in U.S. businesses) who
bear the risk of default or bankruptcy,
not the (American) recipients of the
funds.

If current-account deficits are not
necessarily bad and are mainly a symp-
tom, rather than a cause, of disappoint-
ing economic conditions in the rest of
the world, what makes today’s deficit
likely to be unsustainable? In order to
answer this question, we must examine
the reasons underlying U.S. net imports
of capital.

As Federal Reserve Board Chairman
Ben Bernanke has noted, high saving
rates abroad, which Bernanke charac-
terized as a “glut,” have provided the
funds that have come to the United
States. High saving rates abroad, how-
ever, can be only part of the explana-
tion for the substantial net flow of for-

eign funds to this country. The rest of it
involves the reasons those funds came
to the United States rather than being
invested elsewhere.

During much of the 1980s and the
1990s, borrowing by the Federal gov-
ernment was relatively low and declin-
ing. Indeed, the government ran budget
surpluses as the twentieth century
closed. Most of the foreign saving that
came to the United States during this
period financed private investment,
which was expected to increase both the
productive capacity of the U.S. economy
and the income of the investors. The
resulting increase in production and in-
come provided the wherewithal to make
interest and dividend payments to for-
eign investors and led to appreciation
of the value of their investments.

At the end of the last century, the
Federal government’s total spending
was less than its revenue. More-recently,
however, increased outlays (for both
civilian and military activities), coupled
with a sharp decrease in tax revenues
earlier in this decade, have resulted in
large budget deficits. A substantial part
of the foreign saving that has come to
these shores since 2001 has financed
these deficits rather than the formation
of private capital.

This change in the nature of U.S. im-
ports of investment funds is important
because, unlike private investment, gov-
ernment borrowing does not increase the
productive capacity of the economy or
generate the funds needed to service the
debt created by that borrowing.

We began this discussion by noting
that the foreign exchange value of the
dollar is determined by supply and de-
mand. This is accurate from America’s
point of view—the United States does
not systematically intervene to “peg”
exchange rates. In theory, international
payments are brought into balance by
changes in exchange rates.

Not all countries play by this rule,
however. In particular, China has been
fixing the value of its currency against
the dollar, allegedly at a below-equilib-
rium rate, as evidenced by it massive
accumulation of U.S. Treasury securi-
ties. This makes its exports cheaper in
terms of foreign currencies than they
would otherwise be. Some observers
consider this practice “unfair” competi-
tion in the U.S. market. However, since
many of the goods we import from
China are not produced here, the “un-
fair” competition is actually with pro-
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PRICE OF GOLD

2004 2005 —— 2006 ——
Mar. 11 Mar. 10 Mar. 2 Mar. 9

Final fixing in London $398.45 $440.90 $563.75 $550.10

ducers in other countries that are com-
peting with China for U.S. sales.

Who’s Hurt?

It should be noted that setting a price,
whether that of milk, bread, or currency,
at other than the market-clearing level
leads to the emergence of surpluses (if
the price is set above the market-clear-
ing level) or shortages (if the price is set
below the market-clearing level). Reduc-
ing the foreign-currency price of China’s
exports by fixing the exchange rate of
the yuan below its equilibrium level
moves productive resources (people,
capital equipment, and raw materials) out
of production for domestic consumption
and into production for export.

That increase in the production of
Chinese exports reduces the quantities
of things produced for domestic con-
sumption in China and increases the
prices of those things, relative to the
quantities and prices of domestic goods
and services that would exist in China
if the People’s Republic were not sub-
sidizing exports. Depressing the ex-
change rate of the yuan also increases
the prices of China’s imports, further
reducing the living standards of the Chi-
nese people. Eventually, China will have
to deal with the consequences of the
imbalances caused by its policy of ex-
port stimulation.

The U.S. current-account deficit is
at an all-time record. While we have
sustained these deficits for a quarter cen-
tury, foreign governments might some-
day decide to shift their international
reserves away from U.S. Treasury se-
curities. That decision, particularly if
coupled with continued large U.S. fis-
cal deficits, would like lead to a spike
in U.S. interest rates and problems for
the U.S. economy. Moreover, if there is
continued progress toward financial re-
form and liberalization in the rest of the
world, more of the world’s savers—
again both Americans and foreigners—
will conclude that, at prevailing ex-
pected rates of return, they want to hold
more non-American assets, leading
them to decrease the volume of new
funds they place in the United States
and to increase the volume of funds they
invest elsewhere in the world.

If and when that happens, there will
be an adjustment in the pattern of exter-
nal imbalances; the United States will
export more of its domestic saving, and
foreigners will send less of their saving
to these shores. Thus, the net inflow of

capital to the United States will shrink,
and, with the increased attractiveness
of investment opportunities in reform-
ing economies, worldwide, interest rates
are likely to rise.

The timing and severity of the ad-
justment are unpredictable. However,
there are things the United States can
do, either alone or in concert with its
trade and investment partners, to ease
the adjustment. Namely, it can continue
to work for liberalization of trade and
investment policies around the world.

Doing the opposite—retreating into
trade or investment protection as the
adjustment of external transactions oc-
curs—may be politically popular in
some circles. But economic national-
ism would make the adjustment more
difficult and would reduce economic
activity and living standards around the
world.

Increased Saving

At home, the U.S. government can
take steps to increase national saving,
which is the sum of personal saving,
business saving, and government sav-
ing. The sooner we begin to take these
steps, the easier it will be to deal with
the dislocations that could follow in the
wake of the redirection of cross-border
capital flows.

Domestically, government saving
can be increased by cutting government
deficits, perhaps through some combi-
nation of increased taxes and reduced
expenditures. In addition, changing the
tax code to reduce incentives to borrow
and spend would likely increase saving
in both the private sector (by making
borrowing and saving more expensive)
and in the public sector (by increasing
tax revenue). One of the tax code’s big-
gest incentives to borrow is the deduc-
tion of home-mortgage interest from tax-
able income. A home-owning America
may be preferred to a home-renting
America. While it may be politically
difficult, phasing in a limit on that de-
duction—say, by limiting it to the inter-
est on the first mortgage on a

homeowner’s primary residence—
would, however, increase national sav-
ing while preserving the ability of
Americans to own their homes.

In sum, it appears that U.S. economic
policies that made the country an at-
tractive place to invest in recent decades
were a good thing for the world because
they provided a place where both for-
eign and American investors earned
higher risk-adjusted returns on their sav-
ings than were available elsewhere in
the world. However, as globalization
expands the range of potential invest-
ment opportunities abroad, it is likely
that both Americans and foreigners will
find some of those opportunities increas-
ingly attractive relative to those in the
United States. As that happens, Ameri-
cans will invest more abroad, and for-
eigners will invest less in the United
States. Hence, the net inflow of funds
to the United States will decline. The
reduction in the net inflow of capital to
the United States, together with the
higher interest rates that could result
from a faster increase in the worldwide
investment demand for funds than in
the international supply of saving, will
necessitate adjustments in the U.S.
economy. While economic adjustments
may be accompanied by some short-
term costs, the cost of putting off these
adjustments is likely to be much greater.

Overall, Americans should welcome
this change in the direction of invest-
ment. It will lead to a more sustainable
international economic situation with
reduced global imbalances, signify the
restoration of investor confidence in
other economies, and mark the emer-
gence of many developing countries as
fuller participants in the global
economy.

Unless the Congress and the Presi-
dent get serious about putting the United
States’ fiscal house in order, however,
the adjustment costs borne by Ameri-
cans will be much more severe than
those arising from the spread of eco-
nomic freedom and sounder economic
policies abroad. ❑


