
The Whole Truth about Trade 
Imbalances 

 

Section 1 

1a.  bad 
  b. good 
  c.  all of the above 
  d. all of the above 
  e. benign 
  f. benign 
 
Section 2 

1a.  too large 
  b. wages are too low 
  c.  environmental laws are too lenient 
  d. too small 
  e. barriers are too high 
  f. financial account 
 g.  increase 
 
Section 3 

1.  

a) A size of a country's current account surplus is the amount that domestic spending on C, I 
and G falls short of total production (or GDP). CA balance is found by multiplying GDP 
by 5% to get, CA = $2,000 * (0.05) = +$100 billion (the + because it’s a surplus) 

Using the national income identity, GDP = C + I + G + 100 = $2000. Thus, domestic 
spending = C + I + G = $1,900 billion. 

 

b) In period 2, the $100 billion is paid back to Japan with interest payments of $100 * 0.05 
= $5 billion. Thus the CA balance in period 2 is in deficit by $105 billion.  

 

Using the national income identity, GDP = C + I + G - 105 = $2000. Thus, domestic 
spending = C + I + G = $2105 billion. 

 
 



2.  
a) If the student takes out a loan to finance spending above his income it is analogous to 

running a capital account surplus. That is, he is borrowing from the rest of the world. As 
such, the student is running a trade deficit on the goods and services balance. Another 
way to see this is to note that the person's exports are his labor services for which he 
receives an income. His imports are all of the goods and services he buys during the year. 
Since the money to go on vacation is borrowed, it means that his imports of goods and 
services exceed his exports of labor services. 
 

b) Both the antique watch and the "hot" stock are considered assets. Thus for the individual, 
she is just trading one asset for another. Thus, there is no effect on the trade balance. 

 
c) Cashing in previously accumulated savings implies the sale of an asset. The asset is sold 

here to finance consumption spending and allow the couple to spend more than their 
income. As a retired couple their exports of labor services is zero. They do have capital 
income however which is payment for their capital services. Nevertheless, by cashing in 
principle they run a trade deficit since their imports of goods and services exceeds their 
export of capital services. 

 
d) This action is a barter exchange. The carpenter exchanges his services for the services of 

the dentist. This corresponds to balanced trade; exports of services equal imports of 
services. 
 

e) Paying off past debt requires the family spend less on goods and services than their 
income. Since household spending is less than income this case is analogous to a country 
with a trade surplus; the family's exports of labor services exceed its imports of 
consumption goods and services. 

 
3.  
   

Current Account Balance 
 

Financial Account Balance 

 a) a country is a net borrower  
 from the rest of the world   

Deficit   Surplus 

 b) a country is repaying past debts  Surplus  Deficit 
 c) a country exports more goods 
and  services than it imports 

 Surplus  Deficit 

 d) a country sells foreign assets 
and  repatriates the proceeds  

 Deficit  Surplus 

 e) a country is a net lender  
 to the rest of the world 

 Surplus Deficit  

 f) a country earns more income 
on  foreign assets than foreigners 
earn in its country 

 Surplus  Deficit 



Section 4 

1a.  I owe you 
  b. debt and equity 
  c.  debt 
  d. equity 
  e. debt 
  f. equity 
  g. debt 
  h. equity 
 

Section 5 

1. 
a) Scenario 1: Avalon's GDP is $80 billion per year. 

Scenario 2: Avalon's GDP is $800 billion per year. 
 
In general the larger the deficit as a percentage of GDP the more worrisome it is. In 
scenario 1 Avalon's trade deficit is 20/80 = 25% of GDP. In scenario 2 its deficit is 
20/800 = 2.5% of GDP. Thus, the deficit is much less worrisome in scenario 2. If the 
corresponding KA surplus is debt obligations, a country of this size could certainly afford 
to pay back loans of this size. In comparison, the US is currently (2002) running a trade 
deficit of approximately 4% of its annual GDP which is large enough to be moderately 
worrisome. 
 

b) Scenario 1: Avalon is a net debtor country. 
Scenario 2: Avalon is a net creditor country. 

 
In scenario 1 Avalon is in debt to the rest of the world. When it runs a trade deficit, its 
international debt will become larger. In scenario 2 Avalon is a net lender or is saving 
money in the rest of the world. When Avalon runs a current account deficit it is 
effectively cashing in on its savings and reducing its creditor position. Thus, the second 
scenario is less worrisome than the first. 
 

c) Scenario 1: Avalon's annual consumption spending is 50% of GDP 
Scenario 2: Avalon's annual consumption spending is 90% of GDP 
 
In scenario 1 Avalon's consumption is quite small as a % of GDP. In the US currently it 
is about 70% of GDP. This means that government and investment spending may be 
quite high. In scenario 2, because consumption is so high, there is likely to be little left 
over for investment and government spending. Since current account deficits are less 
worrisome, the more is channeled into investment and/or growth enhancing government 
spending, Scenario 1 is less worrisome for Avalon. 
 

d) Scenario 1: Avalon's GDP grew 1% last year 
Scenario 2: Avalon's GDP grew 10% last year 
 



In general, the faster an economy grows, the less worrisome is a current account deficit, 
thus scenario 2 is less worrisome for Avalon. 

 
 
 
2.  Alpha is most worrisome because 

a) trade deficit is 2nd largest as % of GDP 
b) Debtor position is highest at 75% 
c) Projected growth is amongst the lowest at 2.0%   
d) Projected growth is much lower than trade deficit % 
e) Investment is relatively low at 18% 

 

Delta is next most worrisome because 

a) trade deficit; although 3rd largest is still > 5% 
b) debtor position is 2nd highest at 60%.   
c) Investment is lowest at 13%  
d) Projected growth is also relatively low at 1.0%   
e) Projected growth is much lower than trade deficit % 

 

Why not Beta? 

a) Although the highest deficit 
b) It’s projected growth is even higher at 10.2% 
c) It is in a creditor position  
d) And it’s investment is very high  

 

Why not Epsilon? 

a) Although the third highest deficit (slightly more than Delta) 
b) It’s projected growth is much higher (than Delta) at 5.5% 
c) It’s debtor position is much lower (than Delta) at 5%  
d) And it’s investment is very high 

 
 
 
 
 
 
 
 
 
 
 



3.  
 

DATA MORE or LESS worrisome 

TD / GDP = 6% MORE 

Growth-  =  -1.2% MORE 

Growth+  =  + 8.5% LESS 

IIP / GDP  = 80% MORE 

I / GDP = 30% LESS 

 
4.  

a)  A current account deficit implies that the money we pay to foreigners for our imports is 
greater than the money they spend on our exports. This suggests an excess flow of funds 
abroad. However, these extra $s come back to the country to purchase our assets (like 
bonds, t-bills, real estate, securities, etc.) That's why we have a capital account surplus. In 
addition, every transaction recorded on the BoP consists of a trade between two things of 
equal value. Even when we have a deficit on current account, it results from a series of 
fair trades. Thus a current account deficit does not imply the country is giving away 
money. 
 

b) A CA deficit implies that IM > EX. This could arise because our imports are too large 
due to foreign competition. If imports were smaller, more goods would be produced at 
home, creating more jobs. Also exports may be too small. If we could export more, more 
workers would be needed to produce these goods and create jobs. Thus a CA deficit may 
mean that the economy has fewer jobs than it would with CA balance. However, a CA 
deficit also implies a KA surplus. Foreign purchases of our assets make money available 
to the borrowers and can generate new loans, all of which leads to increases in spending 
and the creation of more jobs. Thus the net job effect in running a CA deficit is uncertain. 

 
c) A current account deficit implies that a country is spending more on goods and services 

than it is producing. The country can achieve this by borrowing money from the rest of 
the world (a capital account surplus) which must be repaid in the future. If the country's 
extra spending is non- productive and no economic growth is stimulated then once 
repayment begins the country will be forced to expend less than it produces and its 
standard of living may fall. However, if the country's extra spending is on investment, 
training and education then economic growth might be stimulated and result in a higher 
standard of living even after repayment of principal and interest. Thus a CA deficit need 
not result in a lower standard of living. 

 


