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A mericans generally seem confused,
and even doubtful, about the value of
importsto the U.S. economy. Last year,
they spent nearly $1.3 trillion on foreign
goods and services, presumably prefer-
ing these expendituresto any other use
of their money. Importing not only pro-
vided Americans with awider array of
products than they otherwise could have
enjoyed, but by stretching their budgets,
importing enabled them to buy more
goods and services—domestic and for-
eign—than would have been possible
under autarky. In thisway, imports
improved America's collective standard
of living.

Yet, when queried about importsin the
abstract, Americans express attitudes
ranging from ambivalence to hostility.
Many regard them as a necessary evil,
noting with grudging resignation that a
nation cannot long export if it does not
import. Some find no fault with import-
ing foreign products that are not made or
grown at home, but they otherwise claim
to favor a buy-American policy. Often,
these people do not realize the foreign
contribution to the everyday items they
buy. Most Americans express concern
about the rgpid overall expansion of
imports but fail to connect this aggregate
pattern to the welfare-enhancing behav-
ior of individuals.

For their part, economists bear the
responsibility for much of the muddle.
When asked about the economic impact
of imports over the past year, abusiness
economist might explain that brisk gains
inimports exerted adrag on overall
GDPgrowth. If pressed to explain their
rapid rise, this same analyst might cite—
with little concern for the seeming con-

tradiction—the fast pace of U.S. busi-
ness expansion. When asked about the
long-term impact of imports, however, a
development expert, echoing Adam
Smith, might explain that they contribute
importantly to the creation of wealth.
Can all these explanations beright?

Asthis Economic Commentary points
out, imports do not lower economic
growth. Imports and economic growth
are positively correlated, with causality
running in both directions. Faster eco-
nomic growth doesindeed lead to higher
imports, but countriesthat are open to
trade—imports and exports—tend to
grow faster than countriesthat are closed
or lessaccessible.

m Imports and the GDP Accounts
Every news account that accompanies a
quarterly GDPrelease reinforces, or so it
seems, the common misperception that
import spending lowers output. The
source of thefalacy is understandable:
Imports enter the GDPtally with anega
tivesign (seetable 1). Because GDP
measures the overall dollar value of final
goods and services produced inthe U.S.
during a specific quarter or year, items
bought from abroad must be removed
from thetally. In 1999, for example,
GDPwas $9.3 trillion dollars, and Amer-
icans bought almost $1.3 trillion of for-
eign goods. It does not follow, however,
that GDPwould have totaled $10.6 tril-
lion if we had bought only domestic
goods and services. Similarly, between
1998 and 1999, total GDP advanced 5.6
percent while imports advanced 12.3 per-
cent. It isnot the case, however (asisfre-
quently claimed), that GDPwould have
grown faster had people spent their
incomes on domestically produced goods
instead of imports. Importsdo not, in
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Although Americans spent $1.3 tril-
lion on foreign goods and services
last year, many regard imports with
hostility, preferring to “buy Ameri-
can.” But do imports really hurt the
American economy? This Economic
Commentary argues they do not. If
anything, imports promote growth.

fact, depressthe GDPtotal because of the
way they arefinanced.

Asanation, we pay for our imports either
with exports of our current output or with
financia claims against our future output.
When exportsrise (or fal) in linewith
imports, GDP remains unaffected. Ex-
ports add to the output tally—exactly
what imports subtract—and net exports
(the trade balance) do not change.

Since 1992, however, exports have fallen
short of imports by awidening margin.
In 1999, the trade deficit amounted to
$256 billion. When this happens, we
must finance the trade shortfall either by
reducing previoudy acquired claimson
foreign output or by offering foreigners
claimson our future output. Thisis
accomplished largely through the
exchange of various types of financia
securities and bank accounts. A foreigner
who holds a dollar-denominated security
or bank account can eventually use those
funds, plus any accrued interest or divi-
dends, to buy U.S. goods and services.
Hence, these financid instruments repre-
sent claims on future output. On balance,
this exchange of financial instruments
creates an inflow of foreign capital that
exactly offsetsthe trade deficit.




Inflows of foreign capital do not sitidle. I "ABLE1 GDPAND ITS COMPONENTS, 1999

The corporations or governments that 1999 Percent 1996 Percent
issue the securities and the banks that Oiliony  fromites  (llong  from 196
offer the deposits use the fundsto

finance domestic investments, govern- GDP ) ) 9,254.6 56 8,867.0 41
ment spending, or private consumption. Personallconsumptl on 9xpendﬁures 6,257.3 7.0 6,000.9 5.3
Al of these appear as expenditures else- Gross private domestic investment  1,622.9 6.0 1,637.7 5.8
wherein the GDP accounts. In al cases, Government consumption

the process of paying for our imports expenditures/gross investment 1,629.8 6.5 1,5354 37
contributes to domestic output. The U.S. Exports of goods and services 997.4 3.2 1,043.6 3.6
bought $1.3 trillion of foreign goods and Imports of goods and services -1,252.9 12.3 -1,366.5 11.8

services|ast year; we paid for these with a Components of GDP need not add to totals because current dollar values are deflated at the

$1.0trillion in exports and by issuing
$256 hillion in net financial claimsto
foreigners. The corresponding inflow of
foreign capital supported $256 hillionin
expenditures that appeared elsewherein
the 1999 GDP accounts. If imports had
been lower last year, the GDP accounts
undoubtedly would have had a different
configuration. Personal consumption
might have been higher, but business
fixed investment might have been lower.
The $9.3 trillion nominal GDPtotal and
the 5.6 percent nominal GDP growth
rate, however, would not have changed.

m Growth and Imports

The need to finance imports with exports
that add directly to output or with capital
inflows that sustain other types of ex-
penditures ensures that imports do not
lower GDP or its growth rate. Instead, a
positive relationship exists between
imports and economic growth (seefig-
ures 1 and 2). Less certain, however, is
the direction of influence between im-
ports and economic growth. Do higher
imports cause faster economic growth,
or does faster economic growth lead to
expanding imports?

At quarterly frequencies, the direction of
causality seems to run predominantly
from income to imports, not the other
way around. Theintuition is straightfor-
ward: When incomesrise, asisthe case
during a business expansion, people tend
to buy more domestic and foreign goods
and services. Similarly, countries whose
incomes are high for other reasons
import more. Economists estimate that a
1 percentincreasein real GDPinthe
U.S. will leadto a2 percent risein U.S.

import spending.t

Nevertheless, the causa relationship
underlying import spending and eco-
nomic growth is more intricate than sta-
tistical tests of quarterly datareveal.
Countries that remove trade barriers and
encourage openness gain from special-
ization and from cross-border technolog-

most detailed level for which al required dataare available.
SOURCE: U.S. Department of Commerce, Bureau of Economic Analysis.

icd transfers, all of which promote eco-
nomic growth. In arecent cross-country
study, economists Jeffrey Frankel and
David Romer found evidence that higher
trade contributes to long-term economic
growth, after accounting for the effect of
growth on trade. Although they consider
total trade (exports plusimports), their
research methodol ogy attributesthe
same response to imports that it applies
to exports; that is, imports cause eco-
nomic growth.2

m Specialization and Markets

At least since Adam Smith’s time, econ-
omists have realized that nations grow
rich through the process of speciaization
and trade. The extent to which countries
can feasibly specializein certain types of
production, however, depends on the
scope of markets. Because bigger,
broader markets permit accessto awider
range of goods and services, they enable
agreater degree of specialization among
individual countries.

Engaging in economic exchange, how-
ever, entailsreal resource costs that ulti-
mately constrain the span of markets.
Often, advancesin international com-
merce have followed innovations that
reduced the cost of engaging in trade.
Globalization progressed fairly steadily
throughout the second half of the twenti-
eth century on advancesin transporta-
tion and communications, and with a
lowering of trade barriers.3

m Comparative Advantage
Specialization stems from two sources,
comparative advantage and economies of
scale. Although these bases for special-
ization have similar implications for eco-
nomic growth, they may have dissimilar
effects on how growth affects specific
segments of an economy.

Nations are endowed with adiverse array
of physical characterigtics, natural
resources, and indigenous human skills,
which enable each of them to produce
certain goods more cheaply than others.
Developing countries, for example, tend
to have alot of low-skilled labor relative
to capital and highly skilled labor.
Because the abundant factor—Ilow-
skilled labor—is cheap to procurein
these countries, they can produce goods
that require relatively large amounts of
low-skilled labor less expensively than
they could produce goods requiring high
proportions of physical and human capi-
tal. Economists contend that developing
nations have acomparative advantagein
the production of labor-intensive goods
and services. More developed countries,
which have alot of capital relativeto
labor, tend to have comparative advan-
tagesin capita-intensive goods. The U.S.
seems to have acomparative advantage
in the production of civilian aircraft and
medical equipment because we have alot
of capital and awell-trained workforce:#

When each country specidizesinthe
production of goods for which it hasa
comparative advantage and trades these
goods for the output of other countries,
everyone can consume more goods and
services than in the absence of trade.
This process creates wealth by enabling
countries to acquire more through
importation than could be attained from
domestic production. Imports, then, are
key to improving standards of living.

When specialization and trade occur
because of comparative advantage,
resources and workers are drawn into the
expanding export sector and away from
the contracting import-competing sector.
Since demand will be greatest for the
abundant factor—the underlying source
of the comparative advantage—the eco-
nomic returnsto this factor will riserela
tiveto the returnsto the scarce factor with
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international trade. Trade will conse-
quently distort the distribution of income
infavor of the abundant factor of produc-
tion. Thistension can act asafriction
againgt the nation’s continued movements
toward specialization and trade. Owners
of the scarce resource— or owners of any
resourcesthat cannot migrate essily to the
expanding export sector—will typicaly
object to further expansions of interna-
tional trade.®

m Economies of Scale

Asan explanation of trade, comparative
advantage predicts that countries will
export and import distinct types of
goods; that is, we should not observe
countries importing and exporting the
same (or similar) products. If theU.S,,
for example, has a comparative advan-
tagein the production of airplane parts
and medical equipment, it will never

import airplane parts and medical equip-
ment. Economist Roy Ruffin, however,
estimates that in 1996, 57 percent of
U.S. trade took place within the same
industrid classifications, rather than
between industrial classifications. Corre-
sponding numbers for Europe and Japan
were 60 percent and 20 percent, respec-
tively. Ruffin's data suggest that compar-
ative advantage failsto account for a
great deal of international trade.®

A likely explanation for this observed
intra-industry trade isthat although the
products appear similar and fall within
the sameindustrial classification, they
are actualy differentin somereal or per-
ceived respect. To the purchaser of a
minivan, for example, aToyota Sienna
isdifferent from aDodge Caravan. Spe-
cidization gtill occurs within thesein-
dustries, but it is based on product dif-
ferentiation and, most importantly, on
economies of scale.”

Economies of scalerefer to reductionsin
the unit cost of producing goods that
result from increasing the scale of pro-
duction. They stem largely from high
fixed costs of production (overhead)
whose recovery gets spread out over
greater amounts of production asthe
scale of operation increases. Asafirm
expands, its economies of scale may
reach alimit, beyond which arisein the
average variable costs of production
exceeds the decline in the average fixed
costs of operation—but this point may
be avery large plant size. Because inter-
national trade expands the scope of the
market, it enables specific industriesto
take advantage of greater economies of
scalein production. The gains from trade
appear as asavings of real resources that
society can devote to aternative uses.

Whereas under comparative advantage
theinternational pattern of trade reflects
the global distribution of resources, it
may be amatter of historical accident
when economies of scale drive special-
ization. In an industry characterized by
extensive economies of scale, once a
firm becomes well established, it hasa
clear cost advantage over new entrants
to the industry. Economies of scale, then,
act asabarrier to competition. Under
such circumstances, the direction of
exports and importswill depend princi-
pally on which countries contain the
firmsthat first achieved wide-ranging
economies of scale.

Gains from trade associated with greater
economies of scale do not changetherel-
ative price of the abundant and scarce
factors of productions, as occurswith
comparative advantage. Astrade ex-
pands, labor and capitd will be affected
as some domestic firmsand industries
losein the competition with foreign pro-
ducers. Although they will eventually
shift to other activities, the process need
not distort the distribution of income
acrosstypes of |abor or between labor
and capitd. Consequently, clearly defined
and influential groups opposed to free
trade may belesslikely to arise.

m Innovation and Trade

A country’slong-term, sustainable rate of
economic advance depends on the
growth of itslabor force and capital
stock, the education of itsworkers, and
itswillingnessto adopt political and lega
ingtitutions consistent with free markets.
But acountry’s ability to generate persis-
tent gainsin its standard of living—out-
put per capita—depends critically onits
rate of technologica advance. Competi-
tion and exposure to new products seem
to promote innovation and diffusion of
technology. Moreover, technological
gains generate knowledge “ spillovers’
that reduce the costs of future scientific
advances. Consequently, technology
tendsto build on itself. International
trade expands markets and global com-
petition, and firms achieving substantial
economies of scale may be best poised to
adapt to new technologies. Importation,
particularly of capital goods, facilitates
thetransfer of technology and encour-
ages the development of new products
and production processes. Exports can
similarly promote technological transfer
through the exposure to foreign markets.

Technological transfers should enhance
the productivity and, therefore, the real
wages of all workers, but the biggest
gains should accrue to the more highly
skilled since they are best able to adapt
new technologies. Hence, technological
transfers may increase wage inequalities
within countries, and these can slow the
growth of trade8

m Conclusion

Tradeisdways atwo-way exchange,
but when undertaken freely, both parties
are better off. Thisis as true when partic-
ipantsresidein different countries asit
iswhen they livein the same place.10
Imports do not reduce or slow economic
growth. By fostering specialization and




the transfer of technology, they lead
directly to faster economic growth and
improved standards of living. Unfortu-
nately, the benefits of specialization and
technological progress do not accrue
equally to everyone, and may worsen the
economic |ot of some people. No one,
however, serioudly scorns economic
advancements. Should we, then, dispar-
age imports?
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