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Does the Merchandise 
Trade Deficit Hurt Growth?

In 1994, the U.S. merchandise trade deficit reached 
an all-time high, with imports exceeding exports by 
$166.3 billion. Such trade imbalances are frequently 
cited as a cause for concern about the prospects for 
economic growth. One often hears analyses that bemoan 
the decline of U.S. competitiveness, the prospect of 
losing jobs to competitors overseas, or the detrimental 
shortfall of saving relative to investment implied by 
large, persistent trade deficits. When the underlying 
determinants and composition o f the widening U.S. 
merchandise trade deficit are examined in greater detail, 
however, such pessimism seems unwarranted.

In considering the deficit’s importance to the U.S. 
economy, one should bear in mind that merchandise 
represents only part of the nation’s volume of trade. 
Although broader measures of the U.S. external deficit 
have also increased in recent years, they have remained 
below their 1987 record levels. In fact, the United 
States has experienced a growing surplus in services 
trade, which has risen from $7.6 billion in 1987 to 
$58.2 billion in 1994.

The primary reason for the recent widening of the 
U.S. trade deficit is the strong economic performance 
o f this nation relative to our major trading partners. 
Rapid economic growth in the United States has fueled 
demand for goods and services including imports, while 
relatively sluggish growth overseas has dampened 
world demand for U.S. exports. Rather than indicating 
a lack of competitiveness, this cyclical factor reflects 
the robust economic growth recently experienced in the 
United States.

The composition of recent increases in U.S. imports 
is also significant. Fundamentally, a trade deficit repre
sents a shortfall o f domestic savings; when a country

imports more than it exports, the difference must be made 
up by borrowing from abroad. Just as is true for an 
individual household, borrowing to increase current 
consumption can lead to future financial difficulties. 
But borrowing for investment purposes —  in order to 
enhance future productivity —  may be a sound strategy.

As the chart below illustrates, the recent rise in the 
U.S. trade deficit has coincided with an increase in the 
share of merchandise imports represented by capital 
goods. Since 1990, in fact, real capital goods imports 
have accounted for nearly 60 percent of the growth in 
real merchandise imports. This increase is consistent 
with the overall strength of investment spending during 
the current economic expansion and indicates that the 
U.S. economy is operating in an environment flush 
with profitable investment opportunities. This strength 
in investment spending bodes well for future growth 
in productivity and output.

—  Michael R. Pakko

Capital Goods Import Share'
Ratio

Ratio of capital goods imports (excluding automotive) to total 
merchandise imports, both measured in 1987 dollars.
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