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U.S. trade deficits were caused not by American

extravagance but by misaligned exchange rates.
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any economists, much like the Japanese gov-
ernment thirty years ago and the Chinese
government more recently, have preached
that U.S. trade deficits are the result of
Americans consuming more than they pro-
duce, and therefore have little to do with
so-called unfair trade practices in the surplus
countries. According to this theory, no mean-
ingful improvement in U.S. trade deficits is possible unless Americans begin
saving more and consuming less. This argument has been repeated countless
times, but its fallacy becomes obvious when the issue is dis-aggregated to the
level of individual industries, products and consumers.

U.S. trade deficits soared starting in the 1970s when imports of
Japanese cars, televisions, and other products increased rapidly. By 1991,
Japan alone accounted for 65 percent of the U.S. trade deficit. According
to economists, imports from Japan increased because the United States did
not have enough capacity to meet domestic demand or because domestic
demand was so strong that exports had to be redirected to satisfy it. But the
reality was the exact opposite.

There were hundreds of factories in the United States capable of
producing those products, but they were forced to cut output and shed
jobs because the Japanese competition offered better value to U.S. con-
sumers. Instead of enjoying booming growth from strong domestic de-
mand—as suggested by the argument above—many U.S. manufacturers
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went bankrupt, resulting in the loss of
millions of jobs. Even though the United
States was willing and able to produce
more goods with enough labor and
capital, its trade deficit grew because
Japanese products were cheaper.

The natural tendency of consumers
to save money by purchasing cheaper
imports caused the loss of domestic pro-
duction and jobs in industries that were
competing with imports. At the aggre-
gate level, that made Americans look as
though they were consuming more than
they were producing, but at the level of
individual households and consumers,
no one was living beyond their means.
On the contrary, they were being just as
frugal, if not more so, by shifting their
purchases to less expensive imports.

This outcome, wherein individual
consumers are diligently trying to save
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In 1985, finance ministers Gerhard Stoltenberg of Wesr Germany,
Pierre Bérégovoy of France, James A. Baker lll of the United States,
Nigel Lawson of Britain, and Nohoru Takeshita of Japan reached
an agreement to lower the yen-dollar rate from ¥240 to the dollar
in September 1985 to ¥120 at the end of 1987, thereby defusing

but collectively end up dis-saving, is the protectionist pressures, during a meeting at New York City’s Plaza Hotel.

fallacy-of-composition problem econo-
mist John Maynard Keynes called the
“paradox of thrift.” It is a paradox because individual con-
sumers are trying to save money by buying cheaper im-
ported goods, but because their actions lead to the substitu-
tion of domestic products with imports, they collectively

Today, with the dollar at its strongest
point in thirty years, a similar initiative
may be needed to preserve the U.S.-led

free trade system, which has brought

unprecedented prosperity and peace
for humanity since it was introduced

after World War II.

end up increasing the trade deficit by reducing the output,
income, and savings of fellow citizens who happen to work
in industries competing with imports. Forcing Americans
to save more and consume less in such a situation, as the
economists recommend, will make the paradox of thrift
problem even worse by reducing jobs and incomes, which
benefits no one.

This fallacy-of-composition problem naturally works
in reverse for trade surplus countries. The Asian countries
that chose an export-led growth model all experienced rap-
id increases in production, income, and savings because the
paradox was working in reverse for them.

The correct way to address such a trade imbalance is
to lower the dollar’s exchange rate and thereby restore the
competitiveness of U.S. manufacturers. Until 1980, this
adjustment happened more or less automatically via the
flexible exchange rate system, under which exchange rates
tended to appreciate in surplus countries and depreciate in
deficit countries.

If the United States was running a trade deficit with
Japan, the dollars that companies such as Toyota and Nissan
earned in the United States and that had to be sold for yen
to pay workers and suppliers in Japan exceeded the yen that
firms such as Chrysler and General Motors earned in Japan
and that had to be exchanged for dollars to pay workers in
the United States. Because exporters and importers were
the main participants in the foreign exchange market, this

Continued on page 64
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imbalance in demand for dollars and yen caused the dollar
to fall from ¥360 in 1971 to less than ¥180 in 1978. That,
in turn, kept the trade imbalance between the two countries
under control. In this regard, unfair trade practices in the
surplus countries would have accelerated the dollar depre-
ciation by reducing the demand for dollars by American
exporters.

That all changed in 1980 when cross-border capital
flows were deregulated in many countries, starting with the
United States. The U.S. Treasury Department also forced
Japan to open its financial markets to cross-border capi-
tal flows via the Japan-U.S. Yen-Dollar Committee. Soon
the foreign exchange market was dominated by portfolio
investors that viewed the market as just another place to
make money, essentially no different from the stock and
bond markets. These investors currently account for fully
95 percent of all foreign exchange trading, while importers
and exporters are responsible for just 5 percent.

The dollar’s role as a reserve currency, together with
relatively high U.S. interest rates, attracted huge capital
inflows from abroad. Since foreign investors must first ac-
quire dollars to purchase U.S. assets, their demand for dol-
lars kept the U.S. currency strong in spite of the nation’s
large trade deficits. More precisely, it was the strong dol-
lar—supported by portfolio capital inflows into the United
States—that weakened the country’s manufacturing com-
petitiveness and kept its trade deficit from shrinking. The
foreign exchange market had completely lost its original
function as a balancer of trade.

This post-1980 development means that governments
in both surplus and deficit countries must now actively

This outcome, wherein individual
consumers are diligently trying to save
but collectively end up dis-saving,
is the fallacy-of-composition problem
economist John Maynard Keynes

called the “paradox of thrift.”
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Forcing Americans to save more
and consume less in such a situation,
as the economists recommend, will make
the paradox of thrift problem even worse
by reducing jobs and incomes,

which benefits no one.

participate in the foreign exchange market, either by re-
stricting certain types of capital flows or by intervening di-
rectly to prevent exchange rates from moving in a direction
that would exacerbate trade imbalances. This is nothing
new, of course. The G5 countries (later the G7) used the
Plaza Accord to lower the yen-dollar rate from ¥240 to the
dollar in September 1985 to ¥120 at the end of 1987, there-
by defusing protectionist pressures. Today, with the dollar
at its strongest point in thirty years, a similar initiative may
be needed to preserve the U.S.-led free trade system, which
has brought unprecedented prosperity and peace for hu-
manity since it was introduced after World War II.

The economic onslaught from Japan in the 1970s, fol-
lowed by Taiwan, Korea, Mexico, and finally China, caused
much of the United States to become de-industrialized. In
many cases today, any increase in domestic demand can
only be met by importing more because local producers
have disappeared. Demand shocks also have a major influ-
ence on imports, at least in the short run. One example was
the 2008 Great Financial Crisis triggered by the Lehman
collapse, which sent the U.S. unemployment rate to 10
percent and reduced imports. Such situations led many
economists to argue that any attempt to reduce the U.S.
trade deficit must include efforts to reduce domestic de-
mand in the United States. But the United States ended up
where it is today not because of American extravagance, as
many have suggested but never took place, but rather be-
cause of an excessively strong dollar triggering a paradox
of thrift problem. No meaningful resolution of the trade
imbalance is possible unless we address the misalignment
of exchange rates. *



