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a. Trade in goods and services. 
b. Quarterly average of monthly data. 
c. Private capital flows have signs reversed and include the statistical discrepancy as unrecorded capital flows. Positive values represent a capital outflow. 
d. Positive values represent a capital inflow. 
SOURCES: U.S. Department of Commerce, Bureau of Economic Analysis; and Board of Governors of the Federal Reserve System. 

Ol~serl-~~tions that the cloll:tr is o \ w -  
valuecl imply that its current level is 
c~nsust:~inable ancl tliat its recent 
pat11 is inconsistent with a gro\ving 
U.S. cc~rrent account (tracle) cleficit. 
Since micl-199-3, the real (inf1:ttion- 
acljustecl) clo1l;tr has appreciatecl 
10%, while the tlxcle cleficit has 
wiclenecl 11y $6 I~illion. A~Iucll of this 
:tppreciation reflects cloll;~r move- 
rrlents against the Jap:ulese yen. Un- 
fortun:ttely, the re l~~t ions l~ip  be- 
tween the clollar :untl the tl-:~clc 
cleficit is neither as cle:u. nor as un- 

aml>ignous as lllany pil~ldits \VOLIICI 
have us I~elieve. 

A country running a tlxcle cleficit 
is al)sorbing-thro~~gl~ its consilmp- 
[ion ancl in\.estment-more of the 
worlcl's resources than it is procluc- 
ing. Such .:t country is also spencling 
heyonel its c~~r ren t  income ancl must 
I~orror\. from al,roacl to finance rhztt 
cxlxncliture. l'his economic k~c t  of 
life gilar:ultees that a net infl~)\\. of 
foreign capital will always es:~ctly 
m;ttch ;I current account cleficit in a 
n:~tion's 1~al:mce of payments. 

iZ country may incur a current ac- 
c o ~ ~ n t  cleficit t h r o ~ ~ g h  various routes, 
tach with clifferent implications for 
its eschange rate. If, for example. 
clornestic clemand initially incre;tses. 
i~~ lpor t s  will expanel. the clomestic 
cLirrency \\/il l  clepreciate, ancl the 
t ~ ~ c l e  cleficit will gro\\r. Ilomestic in- 
terest ~.ates rnay also rise to attract 
the co~tnterl~al:tnci~~g inflow of fix- 
cign capital. This stanclarcl view 
holcls that the dol1:lr depreciates 
\\.hen tlle IJ.S. tracle cleficit \vielens. 
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a. Direct investment recorded at market value. 
b. The real exchange rate is calculated using consumer prices for Germany, Japan, and the U.S. The base period is November 1991. 
SOURCES: U.S. Department of Commerce, Bureau of Economic Analysis; U.S. Department of Labor; Bank of Japan; Statistics Bureau of the Japanese Prime 
Minister's Office; Statistisches Bundesamt; Deutsche Bundesbank; and Board of Governors of the Federal Reserve System. 

Alternatively, suppose that improvccl 
investrilent opportcinities attract a n  
inflow of k~reign c;~pital. 'She do- 
~nestic currency rnay appreci;ite. 
making clomestic goocls more es- 
pensiLre relatiw to foreign goods 
and striliitlg tlie 1,al:unce t~et\veen in- 
creasecl capital inflmvs and a larger 
tr;lcle cleficit. This seconcl case con- 
nects a clollar appreci:ition to :I U.S. 
trade cleficit. 

Which scenario Ixst clescri1,es the 
U.S. position is uncle~ir, I> i i t  01-er the 
recent l~iisiness espansion, real cco- 
nornic gron.th ancl interest r:itc clif- 

ferentials have favored an i~lflo\v of 
foreign capital. Nevertheless. :ln es- 
panding inflow of foreign offici:il 
capital-not private capital-has fi- 
nanced our current account cleficits 
since 1994. Conceivably. Lvithout 
this i~ltlux. Ive might have ot,servecl 
some :ilternative configurations of 
higher interest rates ancl lo~ver clol- 
1;ir eschange rates. 

In any case, as a current :kccount 
cleficit persists, the worlcl accumil- 
lates cl;~ims on the f i ~ t i ~ r e  outpiit of 
tlie cleficit country. Eventually. :is 
happened to the U.S. in the late 

1980s. that country I~ecomes a 
cle1,tor. If dehts pile up, creclitors 
may hesitate to accluire :icldition:ll 
cleht unless the risk premium also 
increases. At this point. either higher 
interest ~xtes. currency clepreci;ition, 
or some coml,ination of the two will 
l~ecome necessary to attract aclcli- 
tional foreign savings. '['he dollar's 
exc1l:unge r:ite Inay clepencl Inore on 
our accumi~latecl stocli of intern:l- 
tion:il clel,ts than on oiir cilrrent 
t~ i t l e  tleficits. l x ~ t  tlie point at Lvllich 
oils cle1,ts t~ecotne prol~len~~atic is clif- 
ficult to predict. 
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