
Worries persist that the record U.S. trade deficit is
weighing down the nation's economy, depressing out-
put, and sending jobs overseas. Those worries have
only increased in recent weeks as various measures of
the deficit have reached new records. On December 14,
the Commerce Department announced that the monthly
trade deficit in goods and services for October had
reached a record $55.5 billion,1 and two days later the
department announced that the U.S. current account
deficit for the third quarter had reached $164.1
billion,2 also a record.  The two related deficits are vir-
tually certain to set annual records approaching $600
billion by the time the full year's trade accounts are tal-
lied in early 2005.3

Concern about the impact of the trade deficit on
growth is rooted in the assumption that rising imports
displace domestic production in the U.S. economy, act-
ing as a drag on the growth of real gross domestic
product. As one wire service reported after the recent
release of October's record trade deficit number, "such
a large trade deficit also threatened to be more of a
drag on the domestic economy than first thought and
could see analysts trim back expectations for GDP
growth this quarter."4

How valid is the widespread assumption that a
growing trade deficit means slower economic growth?
Hard evidence of such a connection appears to be lack-
ing. In fact, an analysis of economic data from the last
quarter century shows that a growing current account
deficit (as a percent of GDP) is actually associated
with faster, not slower, economic growth, as well as ris-
ing manufacturing output and falling unemployment. 

Testing the Conventional Wisdom 
In 8 of the years since 1980, the U.S. current

account balance has moved in a positive direction (i.e.,
the deficit has shrunk or "improved") as a share of
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Table 1:

The U.S. current account balance 

and economic performance, 1980–2003

Current Change from Previous Year in 

Account C.A. % Real Manu - Jobless

% GDP of GDP GDP facturing Rate

When the Deficit Is "Improving":

1988 -2.4% 1.0 4.1% 3.1% -0.4

1991 -0.6% 0.7 -0.2% 1.0% 1.0

1989 -1.8% 0.6 3.5% -1.3% 0.1

1990 -1.4% 0.5 1.9% -0.8% 0.9

2001 -3.9% 0.3 0.5% -5.3% 1.8

1995 -1.4% 0.2 2.5% 2.8% 0.1

1980 0.1% 0.1 0.0% -1.2% 1.2

1981 0.2% 0.1 2.5% -4.1% 1.3

Avg. -1.4% 0.4 1.9% -0.7% 0.8

When the Deficit Is "Worsening":

1997 -1.5% 0.0 4.5% 8.9% -0.7

1996 -1.5% -0.1 3.7% 6.7% -0.2

1987 -3.4% -0.1 3.4% 7.3% -0.9

1992 -0.8% -0.1 3.3% 4.2% 0.1

2003 -4.9% -0.3 3.0% 2.7% -0.3

1982 -0.2% -0.3 -1.9% -5.0% 2.3

1985 -2.8% -0.4 4.1% 1.0% -0.3

1994 -1.7% -0.4 4.0% 8.1% -1.0

1993 -1.2% -0.5 2.7% 4.1% -0.9

1986 -3.3% -0.5 3.5% 3.4% -0.4

Avg. -2.1% -0.3 3.0% 4.1% -0.2

When the Deficit Is "Rapidly Worsening":

2002 -4.6% -0.7 2.2% 0.8% 0.3

1998 -2.3% -0.8 4.2% 4.8% -0.3

1999 -3.1% -0.8 4.5% 6.1% -0.4

1983 -1.1% -0.9 4.5% 13.0% -2.5

2000 -4.2% -1.1 3.7% 0.8% -0.1

1984 -2.4% -1.3 7.2% 6.4% -1.0

Avg. -3.0% -0.9 4.4% 5.3% -0.7



GDP from the previous year. In 16 of those years, it
has moved in a negative direction (i.e., the deficit has
grown or "worsened"). Of those years in which the bal-
ance moved in a negative direction, 10 have seen a
moderate movement of between 0.0 and 0.5 percentage
points, and 6 have seen a more rapid movement of 0.7
to 1.3 percentage points.5

How has the U.S. economy fared under each of
those three current account scenarios? To address that
question, Table 1 lists the size of the current account as
a share of GDP for each year since 1980, along with
the change in the current account percentage, real
GDP,6 manufacturing output,7 and the unemployment
rate8 from the previous year. (Changes in manufactur-
ing output and the unemployment rate are measured
from December to December to more fully capture the
trend of that year.) The years are grouped in three cate-
gories, according to the magnitude of change in the
current account balance as a share of GDP.

As the table illustrates, by all three measures of
economic performance–GDP, manufacturing output,
and the unemployment rate–the U.S. economy performs
better in years when the current account deficit is ris-
ing as a share of GDP than in years when it is shrink-
ing. And it performs especially well in years when the
current account deficit is rising most rapidly.

Trade Deficits, GDP, Manufacturing, and
Unemployment

By the most basic measure of economic perform-
ance, the change in real GDP, evidence points to a
stronger economy in years in which the current account
deficit is rising.  In those years since 1980 when the
current account deficit declined as a share of GDP, the
economy grew each year by an average of 1.9 percent.
In those in which the current account deficit grew
moderately, real GDP grew at an annual average of 3.0
percent. In those years in which the deficit  most rapid-
ly "deteriorated," to borrow another popular characteri-
zation, real GDP grew by a robust annual average of
4.4 percent–a rate more than double the growth in years
when the deficit was "improving." Four of the five best
years for GDP growth since 1980 have occurred in the
same years when the current account deficit was grow-
ing most rapidly. 

The same pattern emerges in the manufacturing
sector. It has become the conventional wisdom that a
trade deficit hurts manufacturing because imports pre-
sumably displace domestic production, but the plain
evidence of the past quarter century contradicts that
presumption. Manufacturing output actually declined
slightly on average in those years in which the current
account deficit shrank. In contrast, it grew by 4.1 per-
cent in years when the current account deficit grew
moderately and by a brisk 5.3 percent when the deficit
grew rapidly. In fact, five of the six years that saw a
decline in manufacturing output occurred in years in

which the current account deficit was declining.
The pattern also applies in the politically sensitive

area of employment. Again, the conventional wisdom
holds that a trade deficit destroys jobs by supposedly
shipping them overseas. But again the evidence sug-
gests something quite different. In those years of an
"improving" current account deficit, the unemployment
rate on average jumped by 0.8 percentage points. In
years when the deficit moderately "worsened," the
unemployment rate fell by an average of 0.2 points, and
in years when the deficit grew the most rapidly, the
unemployment rate fell by an even larger average of 0.7
points. Indeed, in 7 of the 8 years in which the current
account deficit "improved," the unemployment rate
went up; in 13 of the 16 years in which the current
account deficit "worsened," the unemployment rate
went down.

The year 2004 appears to fit the pattern comfort-
ably. Through the first three quarters of the year,
January through September, the current account deficit
averaged 5.5 percent of GDP, a 0.6 percentage point
shift in the negative direction from 2003.9 That would
place 2004 somewhere between a moderate and rapid
growth of the current account deficit. Befitting the pat-
tern, economic performance through the first three
quarters of the year was also moderate to robust. Real
GDP grew an average annual rate of 3.9 percent during
the first three quarters.10 Manufacturing output grew
during those same three quarters at an annual rate of
5.4 percent from the previous year,11 while the unem-
ployment rate was on a pace to drop by 0.4 percentage
points during the full year.12

In 2004, as in previous years, a rising current
account deficit may have been bad news to headline
writers, but it appears to have accompanied good news
for the U.S. economy, its factories, and its workers.

A Growing Economy, a Growing Trade Deficit
Evidence from the past 25 years directly contradicts

the assumption that trade deficits impose a drag on the
U.S. economy. Contrary to prevailing assumptions,
"worsening" trade deficits are associated with faster
GDP and manufacturing growth and more rapidly
declining unemployment, while "improving" trade
deficits are associated with slower GDP and manufac-
turing growth and rising unemployment.

The evidence does not suggest that expanding trade
deficits cause the superior economic performance.
More plausibly, causation runs the other direction. An
expanding economy fuels demand by American con-
sumers and producers to buy more imports as well as
domestically produced goods and services while rising
domestic output attracts the foreign investment that
finances an expanding current account deficit. In con-
trast, slowing domestic demand not only depresses out-
put and employment growth but also demand for
imports and the inflow of foreign investment.

Nor does the evidence address the question of how
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persistent and rising current account deficits may affect
the U.S. economy in the long run. The "sustainability"
of the U.S. current account deficit has been addressed
elsewhere in Cato studies.13 But whatever negative
impact the deficit may have in the long run, there is no
evidence that it poses a drag on the economy in the
short run. 

Misperceptions about the trade deficit and the
economy can tempt policymakers to "do something"
about the deficit that would only hurt economic growth.
The most obvious example would be raising barriers to
imports in the mistaken belief that protectionism would
cut the trade deficit and spur the economy. Even if
higher trade barriers could somehow trim the trade
deficit, there is simply no evidence that such a policy
goal would deliver faster growth in GDP, manufactur-
ing, and employment. 
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