
MACROECONOMICS FISCAL DEFICIT AND TRADE BALANCE

The federal budget deficit went from % of GDP in to % of GDP in â€”a drop of % of GDP. Over that time, the trade deficit
moved from % in.

A higher level of imports, with exports remaining fixed, will cause a larger trade deficit. When Americans are
buying fewer foreign bonds, they are supplying fewer U. One way to understand the connection from budget
deficits to trade deficits is that when government creates a budget deficit with some combination of tax cuts or
spending increases, it will increase aggregate demand in the economy, and some of that increase in aggregate
demand will result in a higher level of imports. To the extent that they succeed in restricting the volume of
imports, they will raise prices of imported goods, and thus the American consumer will pay for the policies.
The example of Turkey is a situation where very large budget deficits brought inflation rates well into double
digits. Retaliation is another likely outcome of protectionist measures. In many of these countries, large
government budget deficits played a role in setting the stage for the financial crisis. The increased fiscal
spending offsets the slump in demand, spurring businesses to hire more and, as incomes rise, to make more
stuff. Relaxing this assumption has no effect on the underlying argument. In this case, if the deficit increases,
and saving remains the same, then this last equation implies that either investment I must fall see crowding out
, or net exports NX must fall, causing a trade deficit. A stronger exchange rate, of course, makes it more
difficult for exporters to sell their goods abroad while making imports cheaper, so a trade deficit or a reduced
trade surplus results. The conventional view of crowding out, for example, assumes that the trade balance is
both relatively small and slow to change; hence, it largely ignores the trade deficit and focuses on the relation
between the government deficit and the savings surplus. Market interest rates dropped perceptibly and
inflation was subdued, averaging just over 3 percent. We should not expect these manufacturers to do well if
we handicap them in this way. Lower interest rates in turn stimulate domestic investment so that aggregate
income is higher than it otherwise would be. That means there are more imports than there are exports, so the
country owes more to others than they owe to them. Budget Deficits and Exchange Rates Exchange rates can
also help to explain why budget deficits are linked to trade deficits. That is not how capital flows work today.
Control that spending and you will control trade deficits. It is also important to acknowledge the direction of
causality: does high debt cause slow growth, slow growth cause high debt, or are both high debt and slow
growth the result of third factors? Consider a world economy where trade legislation and subsequent
retaliation have become pervasive. This may have been because the income effect associated with stimulative
fiscal policy offset the domestic effects of high real interest rates on the interest-rate-sensitive sectors. Deficits
aren't necessarily a bad thing. The budget deficit and the trade deficits are related to each other, but they are
more like cousins than twins. Because of higher interest rates in the United States, Americans find U. We are
well aware of the trade barriers that exist in many foreign countries today, yet there is no evidence that these
unfair trade practices abroad have contributed in a major and systematic way to our trade imbalance. There is
evidence to suggest, moreover, that low-income consumers bear a disproportionate share of these costs.
Indeed, if the drop in interest rates leads to a substantial increase in investment, the identity implies that the
terms of trade must worsen so as to increase the trade deficit. Thus, improvement in our trade position would
not lead to strengthening in private sector economic activity, as it would be offset by attendant weakening in
investment. The depreciation of the U. In the summer of , President Obama presented a plan to make college
more affordable that included increasing Pell Grant awards and the number of recipients, caps on interest rates
for student loans, and providing education tax credits. Interest rates may start to rise so that the cost of
financing government debt will rise as well, creating pressure on the government to reduce its budget deficits
through spending cuts and tax increases.


