














The implications for bilateral trade flows are nearly invariant to the choice of 6.!!

4 Conclusion

We have asked what a static trade model has to say about the magnitudes of adjustments
needed to close current account imbalances as they stood in 2004. By assumption the
manufacturing sector bears the full burden of adjustment, which means that we are likely
providing an upper bound on the required changes there. Given our baseline parameters,
U.S. GDP must fall about seven percent relative to world GDP, while GDP in the major
surplus countries rises by two to four percent. With a smaller elasticity (meaning trade
shares are less responsive to costs), these adjustments are roughly doubled. In either case,
the decline in real wages in the United States is muted, around one percent, since most
goods can’t be traded and even those that could be are often purchased from domestic
producers in a large economy like the United States. According to our static analysis, the
main welfare cost of eliminating the current account deficit is simply the loss of the free
lunch, i.e. the loss of goods that we currently consume but do not pay for until later. That

cost is on the order of six percent of GDP.

1 Our analysis does not acknowledge any delay in the response to the counterfactual experiment that
we conduct. We have not introduced any frictions in getting from here to there. Ruhl (2005) provides
an explicit dynamic model to reconcile the observed short-run and long-run responsiveness of trade flows
to changes in policy. Our lower value of 8 may better reflect a short-run response and the higher one a

long-run response.
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A A Two-Country Example

With just two countries our analysis collapses to a version of the two-country model of
trade and unilateral transfers of Dornbusch, Fischer, and Samuelson (DFS, 1977). We

show how that framework can be used to deliver a back-of-the-envelope calculation of the
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wage adjustment required to achieve a zero current account between the United States and
the rest of the world.

Now the world consists of just two countries: the United States and ROW (denoted
with a *). As above there are a continuum of goods z € [0, 1]. Labor endowments are L
and L*. Following DFS we assume Cobb-Douglas preferences. Following their notation the
productivity of labor in the United States relative to ROW is A(z) where the goods are
ordered so that A(z) is decreasing in z. Markets are perfectly competitive. We treat the
wage in ROW w* as the numeraire.

If the relative wage of the United States is w = w/w* then the United States will

produce goods z € [0,z] and ROW will produce the rest, where the threshold good satisfies
9) A(Z) =w.

To close the model we typically impose trade balance so that the value of US imports
I = (1 —Z)wL equals the value of its exports £ = Zw*L*, or

z Lt
1—z L~

(10) w=

An equilibrium is a pair (w,z) satisfying (9) and (10).
In fact, the same equilibrium arises if the United State runs a trade deficit, D = I — E.
Then spending by the United States is X = wL 4+ D and spending by ROW is X* =

w*L* — D. Goods market clearing requires
(1-2)(wL+ D) =%Z(w*L* — D)+ D

which reduces to (10). The allocation of world production is determined by comparative
advantage and has nothing to do with which country is spending more or less. This case

captures the argument put forward by Ohlin.
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This neutrality arises because we have not introduced any home-bias in expenditures
so what is transferred would have been spent the same way by transferrer and transferee.
Suppose instead that consumers in both countries allocate a fraction a of their spending
to tradable goods, with the rest spent on nontradables. Nontradables are produced with
local labor under constant returns.

The goods market clearing condition becomes
a(l —=2)(wL + D) = az(w*L* — D)+ D

or

(11) w= +

An equilibrium pair (w,z) now must satisfy (9) and (11). Relative to D = 0, a positive
deficit shifts up (11) for any given Z, thus leading to an equilibrium with a higher US
relative wage w and lower Z. The intuition is that a positive deficit increases US spending
and hence spending on nontradables. To meet this extra demand US workers shift out of
the tradables sector and into the nontradables sector. As they do so, remaining workers
in the tradable sector specialize in producing a narrower range of products, for which US
relative productivity is higher. Thus, the relative wage of US workers goes up.

The share of US GDP originating in the tradables sector is

Z(wlL *L* L*
/\:az(w +w >:oz2<1—|— )

wl wlL

Relative to the case of D = 0, this share is lower if D > 0. The deficit crowds out the
tradable sector.
What is less apparent in the model, yet perhaps more important, is what happens to

the US real wage. A small share of tradables «, which is a necessary condition for the
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deficit to have large effects on the relative wage, also implies a large share of spending on
goods whose price exactly parallels changes in the wage. Thus, real wage changes will arise
only through tradables. And, in a big country like the United States, even many tradable
goods are purchased locally. We now parameterize a version of the DF'S model that renders
it the two-country version of the model considered in the main text.

The parameterized probabilistic formulation of the Ricardian model developed in Eaton

and Kortum (2002) projects onto a 2-country worlds as

o (5" ()"

Hence, from (9) we have

- _ Tw™?
- Tw 0+ T+
Consider the equilibrium (w,Z) resulting from the current deficit of D, generating ob-
served GDP’s of Y = wlL and Y* = w*L*. Under some counterfactual deficit D’ the
resulting equilibrium would be (&', Z’). Letting @ = w'/w, the counterfactual equilibrium

must satisfy

_ e~
Tw' ZW

= Tw/_0+T* _2@79_’_(1_2)

=/

and
1-2Z)YYo+D)=Z*-D")+D'/a.
Consider the counterfactual D’ = 0 so that the change in the relative wage satisfies
(1-Z)Yw=7zY"
or
(1-2)Yo=z0"v"
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or

R Zy* 1/(14-6)
”:<u—ay>

Using data for the United States in 2006 (in US$ trillions) we have Y = 13.2, Y* = 33.9,

E=14,1=22,and D = 0.8.'2 Furthermore, according to the model

2 E/(Y*-D)

= =0.27
1-z I/(Y+D)

(hence Z = 0.21 and o = 0.2). Using the estimate of § = 8.28 from Eaton and Kortum
(2002) we find @ = 0.96, approximately a 4% decline in the US relative wage. Using the
value of = 3.60 from BEJK (2003) yields @ = 0.92. In either case this change in relative
wages is largely cushioned by a change in prices so that the real wage in the United States
does not fall much.

To see the effect on prices we need to take a stand on labor requirements in each country.

A natural specification consistent with our specification of A(z) is
a(z) = T~ H0,1/9

and
a*(z) = T*Y0(1 — )10,

In the United States, the resulting prices of tradables are p(z) = wa(z) for z < Z and
p(z) = w*a*(z) for z > Z. Integrating over these prices, the exact price index for tradables

in the United States (given Cobb-Douglas preferences) is

p= 6—1/9 [Tw—e + T*w*—9:| -1/60 )

12These numbers are from the Bureau of Economic Analysis except for GDP in ROW which was taken

from World Bank (2006), assuming that world GDP grew at the same rate as US GDP from 2005 to 2006.
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Letting the counterfactual price index be p’ and p = p'/p, we get

~1/6
p= [+ (1-2)]

Taking into account non-tradables, the change in the real wage is (W/p)*. The U.S. real
wage declines by a bit less than 1 percent for § = 8.28 and a bit more than 1 percent for

0 = 3.60. In either case, the tradables sector share of GDP rises 3 percentage points.
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Table 1: Trade Imbalances

Current Account Goods & Manufactures
COUNTRY GDP balance services Unilateral Bilateral balance

(US$ bill.) (% GDP) balance balance  w/US w/ China
Alg  Algeria 85.0 12.4 14.6 3.1 -13.2 -0.6 -0.9
Arg Argentina 153.0 4.7 3.1 7.2 -10.3 -1.8 -0.9
Aul  Australia 637.3 -38.8 -6.1 -23.2 -60.3 -10.4 -10.1
Aut  Austria 292.3 2.0 0.7 1.3 -1.1 1.8 -0.8
BeN BelLuxNeth 963.2 73.0 7.6 60.7 -63.7 -17.4 -19.4
Bra Brazil 604.0 13.0 2.2 245 5.8 5.7 -1.8
Can Canada 978.0 22.4 2.3 35.9 -26.9 29.2 -13.9
Chl  Chile 95.0 2.8 3.0 4.0 -1.9 -1.2 0.3
ChH ChinaHK 2097.6 85.6 4.1 59.5 121.8 166.6 0.0
Col Colombia 96.8 0.3 0.3 -4.8 -8.4 -2.4 -1.1
Den Denmark 241.4 7.2 3.0 7.9 -9.5 1.2 -1.8
Egy Egypt, Arab Rep. 78.8 5.2 6.6 -4.9 -1.2 0.4 -0.5
Fin  Finland 185.9 11.0 5.9 6.0 14.4 1.6 0.5
Fra France 2046.7 -5.6 -0.3 -2.1 -5.3 1.2 -11.3
Ger Germany 2740.6 103.0 3.8 131.4 209.5 27.2 -7.0
Gre Greece 205.2 -12.2 -6.0 -17.1 -29.5 -1.7 -1.7
Ind India 694.7 8.1 1.2 -15.7 54 9.1 -0.8
IMT  IndonMalySingThai 641.8 54.6 8.5 55.0 19.6 24.0 18.8
Ire Ireland 181.6 0.2 0.1 21.8 66.2 18.1 -2.0
Isr Israel 116.9 4.4 3.8 -4.1 -0.7 8.8 -0.5
Ita Italy 1677.8 -14.5 -0.9 7.7 21.2 15.0 -5.0
Jap Japan 4622.8 173.3 3.7 89.7 277.0 84.4 40.8
Kor Korea, Rep. 679.7 29.4 4.3 25.0 82.1 22.8 43.4
Mex Mexico 683.5 -5.4 -0.8 -19.0 -22.0 27.9 -12.3
NZ New Zealand 98.9 -5.2 -5.3 -5.1 -11.0 -1.3 -1.8
Nor  Norway 250.1 36.0 14.4 31.6 -16.4 -0.2 -1.8
Pak Pakistan 96.1 0.4 0.5 -10.5 -0.4 1.8 -0.3
Per Peru 68.7 1.2 1.8 -2.6 -2.7 0.4 -0.7
Phi  Philippines 90.1 2.9 3.2 -12.0 13.5 0.7 8.9
Por  Portugal 167.7 -11.7 -7.0 -18.0 -10.7 0.9 -0.3
Rus Russian Federation 590.4 59.8 10.1 67.9 7.7 4.7 0.8
SA  South Africa 214.7 -6.2 -2.9 -6.1 -2.9 1.7 -1.8
Spa Spain 1039.9 -53.6 -5.2 -44.3 -62.8 -1.1 -8.7
Swe Sweden 346.4 28.7 8.3 24.6 23.2 8.0 0.5
Swi  Switzerland 357.5 57.8 16.2 30.0 9.5 5.3 3.8
Tur  Turkey 302.8 -14.3 -4.7 -15.6 -18.7 15 -3.8
UK  United Kingdom 2124.4 -33.9 -1.6 -68.5 -109.2 3.8 -21.0
USA United States 11711.8 -664.0 -5.7 -615.8 -484.6 0.0 -166.6
Ven Venezuela, RB 110.1 15.1 13.7 13.3 -6.2 -1.8 -0.3
ROW Rest of World 2996.7 50.7 1.7 181.2 102.6 50.9 59.5

* All data are for 2004 in USS$ billions (unless labeled otherwise)



Table 2: Trade in Manufactures

Gross trade Trade Counterfactual

Exports  Imports  balance balance
Algeria 0.5 13.7 -13.2 -25.5
Argentina 10.4 20.6 -10.3 -14.9
Australia 25.0 85.2 -60.3 -21.4
Austria 82.4 83.5 -1.1 -3.1
BelLuxNeth 307.8 371.6 -63.7 -136.8
Brazil 53.2 47.4 5.8 -7.2
Canada 198.2 225.0 -26.9 -49.3
Chile 13.5 15.4 -1.9 -4.7
ChinaHK 816.8 695.0 121.8 36.2
Colombia 6.0 14.4 -8.4 -8.7
Denmark 42.6 52.2 -9.5 -16.7
Egypt, Arab Rep. 55 6.7 -1.2 -6.4
Finland 50.5 36.2 14.4 3.4
France 333.0 338.2 -5.3 -0.3
Germany 750.9 541.4 209.5 106.5
Greece 9.3 38.9 -29.5 -17.3
India 58.5 53.1 5.4 -2.7
IndonMalySingThai 279.1 259.5 19.6 -35.1
Ireland 115.2 49.1 66.2 66.0
Israel 32.3 32.9 -0.7 -5.1
Italy 278.3 257.1 21.2 35.6
Japan 545.2 268.2 277.0 103.7
Korea, Rep. 228.4 146.3 82.1 52.6
Mexico 148.1 170.1 -22.0 -16.6
New Zealand 6.6 17.6 -11.0 -5.8
Norway 22.8 39.2 -16.4 -52.4
Pakistan 10.0 10.5 -0.4 -0.9
Peru 4.0 6.7 -2.7 -3.9
Philippines 48.8 35.3 13.5 10.6
Portugal 29.9 40.6 -10.7 -1.0
Russian Federation 59.1 51.4 7.7 -52.2
South Africa 30.0 329 -2.9 3.3
Spain 132.0 194.7 -62.8 9.1
Sweden 100.3 77.1 23.2 -5.5
Switzerland 106.6 97.1 9.5 -48.4
Turkey 51.0 69.6 -18.7 -4.3
United Kingdom 2545 363.7 -109.2 -75.3
United States 673.7 1158.3 -484.6 179.4
Venezuela, RB 5.7 11.9 -6.2 -21.3
ROW 746.5 643.9 102.6 51.9

* All data are for 2004 in US$ billions.



Table 3: Consequences of Counterfactual Current Account Balance

Ratio change in Change
Relative Real in mfg.
wage wage Welfare  share

Algeria 1.558 1.078 1.198 -1.8
Argentina 1.054 1.006 1.039 -2.0
Australia 0.904 0.990 0.929 4.5
Austria 1.012 0.999 1.006 -0.5
BelLuxNeth 1.152 1.025 1.106 -4.3
Brazil 1.024 1.002 1.024 -1.7
Canada 1.006 1.005 1.029 -1.8
Chile 1.035 1.004 1.036 -2.3
ChinaHK 1.025 1.001 1.043 -3.4
Colombia 1.011 1.002 1.004 -0.2
Denmark 1.046 1.003 1.034 2.1
Egypt, Arab Rep. 1.102 1.007 1.058 -4.8
Finland 1.052 1.003 1.063 -4.9
France 1.004 0.999 0.997 0.2
Germany 1.031 1.002 1.042 -3.2
Greece 0.888 0.981 0.930 3.8
India 1.017 1.000 1.011 -1.0
IndonMalySingThai 1.084 1.012 1.107 -6.5
Ireland 1.000 1.000 1.001 -0.1
Israel 1.024 1.002 1.037 -3.0
Italy 1.000 0.999 0.990 0.7
Japan 1.037 1.001 1.039 -3.1
Korea, Rep. 1.024 1.002 1.046 -3.7
Mexico 0.971 0.999 0.992 0.6
New Zealand 0.911 0.989 0.940 3.7
Norway 1.345 1.042 1.208 -6.4
Pakistan 1.005 1.000 1.003 -0.4
Peru 1.023 1.002 1.018 -1.4
Philippines 1.015 1.001 1.028 -2.8
Portugal 0.939 0.991 0.931 5.8
Russian Federation 1.152 1.011 1.129 -7.0
South Africa 0.977 0.997 0.969 2.4
Spain 0.952 0.993 0.943 4.1
Sweden 1.073 1.006 1.095 -6.6
Switzerland 1.198 1.025 1.192 -11.1
Turkey 0.957 0.992 0.948 3.8
United Kingdom 0.986 0.997 0.982 1.3
United States 0.932 0.995 0.941 4.7
Venezuela, RB 1.311 1.038 1.195 -6.6
ROW 1.018 1.000 1.019 -1.4

* The first three columns report the changes as x'/x,
where X' is the counterfactual value. The last column
reports the change in terms of percentage points.



Table 4: Actual and Counterfactual Bilateral Imbalance

Balance with the US

Balance with China

Actual C\factual Actual C\factual
Algeria -0.6 -2.0 -0.9 -1.5
Argentina -1.8 -4.8 -0.9 -1.0
Australia -10.4 -11.3 -10.1 -2.7
Austria 1.8 -2.3 -0.8 -0.8
BelLuxNeth -17.4 -44.8 -19.4 -18.0
Brazil 5.7 7.1 -1.8 -1.7
Canada 29.2 -23.7 -13.9 -7.1
Chile -1.2 -3.5 0.3 0.3
ChinaHK 166.6 64.9
Colombia -2.4 -5.0 -1.1 -0.9
Denmark 1.2 -1.9 -1.8 -2.1
Egypt, Arab Rep. 0.4 -0.9 -0.5 -0.8
Finland 1.6 -1.6 0.5 -0.3
France 1.2 -22.5 -11.3 -9.3
Germany 27.2 -30.8 -7.0 -8.6
Greece -1.7 -2.5 -1.7 -1.3
India 9.1 0.4 -0.8 -0.9
IndonMalySingThai 24.0 -24.0 18.8 13.6
Ireland 18.1 7.9 -2.0 -1.2
Israel 8.8 1.3 -0.5 -0.3
Italy 15.0 1.9 -5.0 -3.6
Japan 84.4 -3.5 40.8 18.3
Korea, Rep. 22.8 -6.5 43.4 40.5
Mexico 27.9 2.9 -12.3 -7.2
New Zealand -1.3 -1.6 -1.8 -0.8
Norway -0.2 -5.3 -1.8 -3.7
Pakistan 1.8 0.3 -0.3 -0.2
Peru 0.4 -1.1 -0.7 -0.6
Philippines 0.7 -5.9 8.9 9.3
Portugal 0.9 0.4 -0.3 -0.1
Russian Federation 4.7 -4.0 0.8 -4.0
South Africa 1.7 -0.9 -1.8 -0.7
Spain -1.1 -5.3 -8.7 -6.7
Sweden 8.0 -0.1 0.5 -0.7
Switzerland 5.3 -5.6 3.8 0.6
Turkey 15 -11 -3.8 -3.4
United Kingdom 3.8 -22.5 -21.0 -17.0
United States -166.6 -64.9
Venezuela, RB -1.8 -9.9 -0.3 -0.6
ROW 50.9 2.6 59.5 54.0

* All values are in US$ billions.



Table 5: Counterfactual Using a Lower Trade Elasticity

Ratio change in

Change Counterfactual balance

Relative Real in mfg. with with
wage wage Welfare share uUs China

Algeria 1.624 1.082 1.198 -1.1 -2.0 -1.5
Argentina 1.099 1.010 1.044 -1.6 -4.7 -1.0
Australia 0.823 0.979 0.917 4.1 -10.5 -2.8
Austria 1.031 0.999 1.006 -0.5 -2.2 -0.8
BelLuxNeth 1.224 1.034 1.115 -3.6 -46.9 -19.7
Brazil 1.053 1.003 1.027 -1.7 -6.9 -1.8
Canada 1.006 1.009 1.033 -1.8 -23.2 -7.3
Chile 1.071 1.007 1.040 2.1 -3.5 0.3
ChinaHK 1.055 1.003 1.044 -3.4 63.6

Colombia 1.023 1.003 1.005 -0.1 -4.8 -1.0
Denmark 1.092 1.006 1.037 -1.8 -1.8 2.1
Egypt, Arab Rep. 1.205 1.012 1.054 -4.4 -0.8 -0.8
Finland 1.118 1.007 1.066 -5.0 -1.6 -0.3
France 1.013 0.999 0.996 0.2 -21.8 -9.6
Germany 1.072 1.005 1.045 -3.3 -30.6 -9.2
Greece 0.819 0.968 0.919 3.1 -2.3 -1.2
India 1.038 1.001 1.011 -1.0 0.5 -0.8
IndonMalySingThai 1.156 1.021 1.117 -6.2 -24.4 14.7
Ireland 1.009 1.001 1.003 -0.4 7.1 -1.3
Israel 1.049 1.004 1.038 -2.9 15 -0.3
Italy 1.004 0.997 0.989 0.7 1.9 -3.6
Japan 1.085 1.003 1.040 -3.2 -4.6 17.4
Korea, Rep. 1.057 1.004 1.048 -3.9 -6.7 41.0
Mexico 0.940 0.998 0.992 0.5 2.9 -7.2
New Zealand 0.843 0.980 0.930 3.2 -1.5 -0.9
Norway 1.499 1.053 1.219 -4.8 -5.1 -3.8
Pakistan 1.013 0.999 1.002 -0.4 0.3 -0.2
Peru 1.047 1.004 1.019 -1.3 -1.1 -0.6
Philippines 1.041 1.004 1.026 -3.2 -5.9 9.3
Portugal 0.885 0.983 0.925 5.8 0.3 -0.1
Russian Federation 1.301 1.019 1.140 -6.1 -3.7 -3.9
South Africa 0.958 0.994 0.967 2.4 -0.9 -0.8
Spain 0.910 0.986 0.936 4.1 -4.9 -6.6
Sweden 1.157 1.012 1.101 -6.6 0.0 -0.7
Switzerland 1.354 1.041 1.201 -10.0 -5.6 1.0
Turkey 0.922 0.985 0.941 3.7 -1.1 -3.3
United Kingdom 0.978 0.995 0.980 1.2 -21.4 -17.1
United States 0.865 0.989 0.935 4.8 -63.6
Venezuela, RB 1.476 1.051 1.209 -5.0 -9.7 -0.6
ROW 1.042 1.001 1.021 -1.4 2.4 54.6

* The results in this table are based on "theta" of 3.60 (whereas all other results use 8.28)..
The first three columns report the changes as x'/x, where X' is the counterfactual value.

The fourth column reports the change in terms of percentage points.
The last two columns report the counterfactual values themselves (in US$ billions).
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