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The U.S. Trade Deficit and Jobs. The Real Story

by Daniel T. Griswold, associate director, Center for Trade Policy Studies, Cato Ingtitute

On February 20, 2003, the U.S. Department of Commerce
reported that the U.S. trade deficit reeched anew record in 2002.
For the calendar year, imports of goodsinto the United States
exceaded exports by $484.4 hillion. When that figureis combined
with an overdl surplusin services of $49.1 hillion, the 2002
deficit in goods and serviceswas $435.2 hillion, the largest in
U.S higary.* If the pest isany guide, the record deficit will be
misused by opponents of free trade to daim that it depresses pro-
duction and destroysjobsin the U.S. economy.

The argument of the trade criticsis smple but mis
leading: If exports create jobs, then imports must destroy
jobs. Thus, atrade deficit by its very nature causes a net
loss of jobsin the U.S. economy, and the bigger the
deficit, the more jobs lost.

The leading proponent of this sort of analysisisthe
Economic Policy Ingtitute, a pro-union, left-of-center
nonprofit organization in Washington that routinely pub-
lishes studies claiming to show specific job losses,
including state-by-tate totas, as aresult of trade deficits.
Those numbers are then repested by labor union leaders
and trade opponents in Congress to warn againgt further
trade liberdization.

Asthe author of one EPI study explains. “When the
United States exports 1,000 cars to Germany or Mexico,
plantsin this country employ U.S. workersin their pro-
duction. If, however, the U.S. imports 1,000 cars from
Germany or Mexico rather than building them domesti-
cdly, then asimilar number of U.S. workers who would
have otherwise been employed in the auto industry will
have to find other work. Ignoring imports and counting
only exportsis like balancing a checkbook by counting
only deposits but not withdrawas.” 2

To determine the number of jobs or potentid jobs
“diminated’ by the trade deficit, the EPl model compares
actud U.S. employment to what it would supposedly beif
the U.S. trade deficit were zero and the economy’ s overdl
growth rate unchanged. Fewer imported cars, stedl dabs,

shoes, toys, shirts, and other goods are then trandated into
more domestic production of those items and hence more
jobsif exports equaed imports. In other words, every
widget not imported trandaesinto awidget produced at
home and more widget workers employed.

Within this model, the rising imports and trade
deficits of recent years can only be bad news for output
and employment. As EPI concludes, “Thetoll on U.S.
employment has been heavy: from 1994 to 2000, grow-
ing trade deficits eliminated a net total of 3.0 million
actua and potentia jobs from the U.S. economy.”*

The attempt to blame trade deficitsfor aloss of jobs
foundersin theory and in practice. Firg, the model ignores
therole of internationd invesment flows. Theflip Sde of
America strade deficit isthe net inflow of foreign inves-
ment. The extra$435 hillion that Americans spent on
imports over and above exports last year was not suffed
into mattresses overseas. Those dollars quickly returned to
the United States to buy U.S. assets, such as socks, bank
depogits, commercid and Treasury bonds, or asdirect
investment in factoriesand red edtate. A principd reason
why the United States runs atrade deficit with the ret of the
world year after year isthat foreign savers continueto find
the U.S. economy an attractive place to inves.

The EPI model ignores the growth and jobs created
by the offsetting inflow of net foreign investment into the
U.S. economy that the trade deficit accommodates. That
net surplus of investment capital buys new machinery,
expands productive capacity, funds new research and
development, and keeps interest rates lower than they
would otherwise be. EPI counts the jobs supposedly lost
when we import cars but ignores the jobs created when
BMW or Toyota builds an automobile factory in the
United States that employs thousands of Americansin
good-paying jobs. So it isthe critics of trade who are
guilty of counting the withdrawals but not the depositsin
our national balance of payments account.
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Second, the central assumption of the EPl model—
that rising imports directly displace domestic output—
collides headlong with empirical redlity. In fact, imports
and domestic output typically rise together in response
to risng domestic demand. During much of the 1990s,
when imports and trade deficits were both rising rapid-
ly, s0 too was domestic employment and manufacturing
output. Between 1994 and 2000, when deficits suppos-
edly claimed a“heavy toll” on U.S. employment, civil-
ian employment in the U.S. economy rose by a net 12
million* and the unemployment rate fell from 6.1 per-
cent to 4.0 percent.” During that same period, U.S. man-
ufacturing output rose by 40 percent® even though the
volume of imported manufactured goods doubled.’

Manufacturing took a nosedive in 2001-2002, but ris-
ing imports were not the cul prit. While manufacturing out-
put was faling 4.1 percent in 2001 from the year before?
red imports of manufactured goods were fdling 5.4 per-
cent after four sraight years of double-digit increases.® The
same domestic recession that put the kibosh on domestic
manufacturing output also curbed demand for imports.

In fact, imports and output have been tightly and
positively linked in recent years. The scatter-plot chart
reveals the remarkable correlation between the growth
of manufacturing imports and manufacturing output
each year since the late 1980s.

In the chart, output growth is measured by the change
in the average leve of output for the year compared to the
average leve of output in the previous year. Import growth
Is measured by the total volume of manufactured goods
(capitd goods, industrid supplies and materids, automo-
tive vehicles, engines, and parts, and durable and non-
durable consumer goods) imported in that year compared
to the volume imported the previous year. The chart illus
trates that the more we import, the more we make our-
seves, the more we make, the more we import.

Essentidly, yearsfdl into one of two categories: high-
import, high-output years, or low-import, low-output
years. During the late 1980s and early 1990s, asthe U.S.
economy dowed, the growth of both manufacturing
imports and output dowed. Asthe expansion of the 1990s
ganed steam, growth of imports and output accelerated.
Then the recesson of 2001 and the dow recovery in 2002
saw imports and output dide down the scae together.

If the trade critics were right, the recent plunge in
import growth should have stimulated an increasein
domestic output as U.S. factories sought to fill the gap
left by the missing imports. According to the EPI modd,
in other words, the relation should be negative and the
trend line should dope downward and not upward. Once
again, redlity intrudes on the protectionist story.

Thereisno bass, in theory or experience, for the per-
sstent alegation that trade deficits, and more specifically
imports, mean fewer jobs in the U.S. economy. The redli-
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ty ismore nearly the opposite. As areflection of contin-
ued domestic demand and the desire of foreign investors
to acquire U.S. assets, large trade deficits are typicaly
associated with more output and more jobs.

In Americatoday, trade and prosperity are a pack-
age deal. The more we trade, the more we prosper, and
the more we prosper, the more we trade. By seeking to
curb imports of manufactured goods, opponents of trade
will only undermine the ability of the U.S. economy to
expand output and create jobs.
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