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doctrine known as mercantilism. According to this doc-
trine, countries should work to limit imports and expand
exports so as to generate an inflow of gold and foreign cur-
rencies (known collectively as foreign exchange). Because it
would be impossible for all countries to have trade surplus-
es, this doctrine sets trade up to be a kind of warfare as eve-
ryone tries to sell more abroad while limiting expenditures
on foreign goods. Theoretical and empirical economic anal-
yses show that warfare is an inappropriate metaphor for
trade which almost always generates mutually beneficial
gains. Early classical economists such as Adam Smith and
David Ricardo demonstrated that mercantilism is economi-
cally incoherent over 200 years ago but mercantilist atti-
tudes persist as evidenced by the current debates about the
U.S. trade deficit. It should be noted that foreign exchange
can only be used for one thing: to buy foreign articles, that
is, to import goods, services, or foreign assets.

Those who worry about trade deficits appear to believe that
they have a negative effect on the national economy. We
calculated correlation coefficients between the real U.S.
trade balance and the unemployment rate, the size of the
real GDP, and economic growth over the period 1960 to
2015 and found no significant correlations. Trade deficits
result from a complex set of economic forces including do-
mestic savings and investment and both foreign and do-
mestic economic policies. The balance of payments ac-
counts show the overall economic situation of a country
with respect to the rest of the world. In addition to exports
and imports of goods and services, the balance of payments
includes net income from foreign sources and financial
flows made up of direct and portfolio (stock market) in-
vestments and other financial flows. As shown in Table 2,
the large U.S. trade deficit is mostly offset by financial in-
flows while the large Chinese and German trade surpluses
are offset by negative financial flows. Negative overall bal-
ances are financed by drawing down foreign exchange re-
serves, while surpluses add to the reserve holdings. The fig-
ures shown in Table 2 reflect abridged versions of the bal-
ance of payments that exclude certain details for expository
simplicity. The true overall balances in the three countries
differ slightly from the figures in Table 2 because of errors
and omissions. In 2016, the United States actually added
about $2 billion to its reserve holdings.

Because U.S. savings rates are too low to cover desired in-
vestment levels, financial flows from foreign firms and

individuals are attracted to the large, stable U.S. fi-
nancial markets (Griswold 1998, Schmidt 2017). In a
sense, the United States is able to consume more than
it produces and the difference is financed by the rest
of the world. For foreign countries, financial invest-
ments in the United States not only generate eco-
nomic returns but they help to recycle the dollars
earned through international trade. If Chinese and
German foreign exchange holdings were not invested
in the United States and other countries, their cur-
rencies would appreciate making their industries less
competitive internationally.

There are other factors that influence the internation-
al economic position of the United States. The dollar
is the primary reserve currency used in many trans-
actions carried out by other countries that do not
involve the United States. It is advantageous that the
United States runs trade deficits because that helps
insure that there will be sufficient international li-
quidity to finance global trade. The United States de-
rives some benefits from these arrangements as well
because they give the U.S. government significant
leverage in its foreign relations. Because so many in-
ternational economic transactions are carried out in
dollars, it is easier for the U.S. government to apply
effective economic sanctions on countries such as
Russia or Iran.

As noted by Griswold (1998), trade deficits in the
United States “are not a sign of unfair trade practices
or a lack of American competitiveness.” In some low-
income countries trade imbalances have led to sig-
nificant balance of payments deficits and large out-
flows of foreign exchange, which may force the coun-
try to devalue its currency and/or pursue austerity
policies (government spending cuts, tax increases,
higher interest rates) if its foreign reserves are deplet-
ed. The United States has increased its foreign ex-
change holdings in six of the past nine years and is in
no danger of exhausting its reserves. The bottom line
is that when the United States has a trade deficit, it is
exchanging domestically-produced goods and ser-
vices that have a lower total value for foreign goods
and services that have a greater total value, which
seems like a pretty good deal.



Table 1: U.S. Bilateral Trade with Major Trading Partners, $ billion (2016).

Country: U.S. Exports to: | U.S. Imports from: Bilateral trade balance
Canada 266.8 278.1 -11.3
Mexico 231.0 294.2 -63.2
China 115.8 468.8 -347.0
Japan 63.3 132.2 -68.9
UK 55.4 54.3 1.1
Germany 49.4 114.2 -64.9
Korea 42.3 69.9 -27.7
Netherlands 40.4 16.2 24.2
Hong Kong 34.9 7.4 27.5
Belgium 32.3 17.0 15.3
France 30.9 46.8 -15.8
Brazil 30.3 26.2 4.1
Singapore 26.9 17.8 9.1
Taiwan 26.0 39.3 -13.3
Switzerland 22.7 36.4 -13.7
UAE 22.4 3.4 19.0
Australia 22.2 9.5 12.7
India 21.7 46.0 -24.3
Total, countries listed 1,134.7 1,671.7 -537.0
Countries listed, % of world total 78.0% 76.4% 73.1%
World total 1,454.6 2,188.9 -734.3

Source: U.S. Census Bureau(https://www.census.gov/foreign-trade/balance/index.html)




Table 2: Simplified Balance of Payments Accounts, USA, China and Germany, $ billion (2016)

United States China Germany

Merchandise trade balance -749.9* 494.1 300.8
Service trade balance 249.4 -244.2 -24.9
Income balance 19.4 -53.5 13.1

A. Current Account Balance -465.5 196.4 289.0
Net direct foreign investment 77.8 -46.6 -23.8
Net portfolio investment 250.2 -62.2 -165.8
Other financial flows (net) 80.4 -308.2 -67.8
B. Financial Account Balance 408.4 -417.0 -257.4
Overall Balance of Payments (A + B) -72.7 -220.6 31.6

Source: IMF (http://data.imf.org/regular.aspx?key=61468205)

*This figure comes from a different source than was used for Table 1 and differs slightly from the

value in that table.
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