U.S. International Transactions in 1998
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International Finance, prepared this article. balance last year as the financial turmoil in the third
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U.S. external deficits widened substantially in 1998

because of the disparity between the rapid pace of

U.S. economic growth and sluggish growth abroadVIAJOR ECONOMIC INFLUENCES ONU.S.

and also because of the decline in the price competiiNTERNATIONALTRANSACTIONS

tiveness of U.S. goods associated with the appre-

ciation of the dollar. The nominal current account Developments in U.S. current and capital account

deficit reached $233 billion in 1998, compared with transactions in 1998 were shaped by a wide variety of

$155 billion in 1997; the 1998 deficit was 2.7 per- factors: financial crises in emerging markets, the

cent of U.S. gross domestic product, the largest shareesulting sluggishness of economic activity in emerg-

since 1987. ing markets and elsewhere, the effects of persistent
Most of the widening in the deficit was in trade in problems in Japan, the robust expansion of the U.S.

goods and services (table 1). The financial crises ireconomy, and the appreciation of the dollar.

Asia that emerged in the second half of 1997 caused

U.S. exports to drop sharply in the first half of 1998.

Robust U.S. domestic demand was largely responFinancial Crises in Emerging Markets

sible for the brisk rise in imports during the year. Net

investment income was negative in 1998 for theDevelopments in international financial markets con-

second consecutive year; these were the first negdinued to be dominated by the unfolding crises in

tives recorded since 1914. Cumulative deficits in theemerging markets that had begun in Thailand in

current account, and the associated capital inflowd997. Turbulence in Asian financial markets spread

that have persisted since 1982, have resulted in paye other emerging markets around the globe—from

ments of income on foreign investment in the UnitedKorea, Indonesia, and other countries in Asia during

States growing more rapidly than receipts of incomel997 and the first part of 1998, then to Russia last

on U.S. investments abroad. summer, and shortly thereafter to Latin America,
The large U.S. current account deficit last year wagarticularly Brazil.

financed entirely by net capital inflows from private At the beginning of the year, various Asian cur-

sources. Official capital flows, which registered mod-rencies were under pressure. The Indonesian rupiah

1. U.S.international transactions in 1994-98
Billions of dollars except as noted

Change,
Item 1994 1995 1996 1997 1998 1997 to 1998

Trade in goods and services, net........... -101 -100 -109 -110 -169 -59
Investment income, net.................... . 17 19 14 =5 22 =il7/
Unilateral transfers,net.................... . -39 —35 -41 -40 -42 -2
Current accountbalance................... | -124 1115 =S =& =233 =7
Official capital, net........................| . 45 99 133 15 =30 -45
Private capital, net........................ . 89 39 61 240 267 27
Statistical discrepancy...................... . -10 -23 -60 -100 -4 96
MEMO
Current account as percentage of GDP... ... . . -1.8 -1.6 -1.8 -1.9 2.7

Nortk. In this and the tables that follow, components may not sum to totals Source. U.S. Department of Commerce, Bureau of Economic Analysis, U.S.
because of rounding. international transactions accounts.
... Not applicable.
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1. U.S. dollar exchange rates for selected currencies
in Asia, 1997—March 1999

2. U.S. dollar exchange rate for the Russian ruble,

1997—February 1999
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Note. U.S. dollars per unit of foreign currency. The data are daily. Notke. U.S. dollars per ruble. The data are monthly.

dropped sharply in response to several factors, includin Russia precipitated an increase in global financial
ing rising political unrest that led ultimately to the market turbulence.

resignation of President Suharto. Although the rupiah Latin American financial markets were only mod-
recovered substantially in the second half of the yearerately disrupted by the Asian and Russian problems
it depreciated 35 percent against the dollar betweeduring the first half of 1998. Their reaction to the
December 1997 and December 1998 (chart 1). IrRussian default, however, was swift and strong, and
contrast, the Thai baht and Korean won, which hadhe prices of Latin American assets fell precipitously.
declined sharply in 1997, gained more than 20 perBrazil experienced a sharp acceleration of capital
cent against the dollar over the course of 1998; policyoutflows. The Mexican peso, which was also weak-
reforms and stable political environments helpedened by the effects of falling oil prices, depreciated
boost these currencies. Between these extremes, thi8 percent against the dollar over the year (chart 3).
currencies of the Philippines, Malaysia, Singapore Argentina’s currency board arrangement came under
and Taiwan fluctuated in a narrower range and endegressure but withstood it successfully.

the year little changed against the dollar. The Hong Shortly after details of an IMF-led financial assis-
Kong dollar came under pressure at times during théance package for Brazil were announced in Novem-
year, but its peg to the U.S. dollar remained intact abber 1998, Brazil's Congress rejected a part of the
the cost of interest rates that were at times quite high.

Short-term interest rates in Asian economies othey[3 U.S. doll o s ected _

than Indonesia declined in 1998; as some stability>- “->- dollar exchange rates for seiected currencies
returned to Indonesian markets near the end of the " -alin/America, 1997-March 1999

year, short-term rates in that nation began to retreat
from their highs.

As the financial storm moved to Russia (chart 2),
the Russian central bank was able to defend the
ruble’s peg only temporarily. Faced with deep struc- —
tural and political problems leading to a severe
erosion in investor confidence, Russia on August 17
announced a devaluation of the ruble and a mora-__
torium on servicing official short-term debt. Within a
few days the new rate was abandoned, and the ruble—
fell more than 70 percent against dollar by the end
of the year. The government imposed conditions on
mOStOfitSfOfeignanddomeStiCdebtthatimp"ed T
substantial losses for creditors, and many Russian 1997 1998 1999
financial institutions became insolvent. The events Nore. US. dollars per unit of foreign currency. The data are daily.
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government’s fiscal austerity plan, sparking addi-of the year as credit disruptions, some tightening of
tional financial turmoil. As the year ended, the con-macroeconomic policies, and widespread failures
tinuing pressure from capital seeking to leave Brazilin the financial and corporate sectors created a high
left much uncertainty about the long-run viability of degree of economic uncertainty. Output in Hong
the crawling exchange rate peg. Brazil's central bankkong also dropped in early 1998, as interest rates
defended theeal's crawling peg until mid-January rose sharply amid pressure on its currency peg. The
1999 but in the process is estimated to have usedsian crisis had a relatively modest impact on China.
more than half of the $75 billion in foreign exchange Chinese growth remained fairly strong throughout
reserves it had amassed as of last April. On Jani1998, despite a dramatic slowdown in exports. Later
uary 13 thereal was devalued 8 percent. Two days in the year, financial conditions in most of the Asian
later it was allowed to float, and by the end of Marchcrisis countries stabilized somewhat, and output in
the real was 30 percent below its pre-devaluation some countries showed signs of recovery.
level. On average, overall inflation in the Asian develop-
ing economies rose only moderately in 1998, as the
inflationary impacts of currency depreciations in the
Economic Activity Abroad region were largely offset by the deflationary influ-
ence of very weak domestic activity. The current
The fallout from the financial crises triggered account balances of the Asian crisis countries swung
declines in output in various countries, with the larg-into substantial surplus in 1998: Imports dropped
est declines coming in emerging markets (table 2)sharply in response both to the fall-off in domestic
The Asian crises also contributed to a deepeninglemand and to the improvement in the countries’
recession in Japan last year, and as the year pr@ompetitive positions associated with the substantial
gressed, growth in several other major foreign indus-depreciations of their currencies in late 1997 and
trial economies slowed as well. early 1998.
In Russia, the fall in economic activity accelerated
after the August debt moratorium and ruble devalua-
Developments in Emerging Markets tion, and by the end of the year output was about
10 percent below levels of a year earlier. The collapse
In the countries most heavily affected in Asia— of the ruble and the monetary expansion to finance
Thailand, Korea, Malaysia and Indonesia—outputRussia’s budget deficit led to a surge in inflation to
dropped at double-digit annual rates in the first halftriple-digit rates during the latter part of the year.

2. Change in real GDP in the United States and abroad, 1996-98

Percent, annual rate

Half years
Country 1996 1997 1998
1997:H2 1998:H1 1998:H2
United States ...............ooooiiiinnnn . 3.9 3.8 4.2 3.6 3.7 4.8
Total foreign? ... . 4.1 4.1 5 3.2 -1 1.1
Asian emerging markets. ................ . 7.0 5.1 -2.8 2.7 -6.9 14
Thailand ............... 3.8 -3.8 -8.4 -6.7 -15.0 -1.4
Korea..... 7.0 3.7 -5.3 2 -13.3 34
Malaysia . 10.4 6.8 -10.1 6.5 -18.6 -6
Indonesia 10.2 2.3 -19.6 29 =258 -13.4
Hong Kong. . . 5%, 2.8 =B/ -1.7 -8.4 -2.9
China..........coiiiiiiiiiiie - 9.4 7.9 9.2 6.8 6.9 11.6
Latin America® ...............ooiinnnn. 6.4 6.3 .9 4.4 3.1 -1.2
EXICO . .t 7.5 7.2 2.9 4.8 3.8 1.9
Brazil ... - 5.0 2.0 -1.9 2 2.7 -6.2
Argentina ... . 9.4 8.5 -0.5 9.5 5.1 =53
Venezuela.......................oo.. .9 55 -8.2 12 2.2 -17.6
Japan. .. ... 51 -8 -3.0 2 -3.8 2.2
Canada. ......ooiiii 1.7 4.4 2.8 3.6 2.4 3.1
Western EUrope . ...........coooviinn.. 2.4 3.8 2.4 BI5 2.8 1.9

NotEe. Aggregate measures are weighted by moving bilateral shares in U.S. 2. Weighted average of China, Hong Kong, Indonesia, Korea, Malaysia,
exports of nonagricultural merchandise. Annual data are four-quarter change$hilippines, Singapore, Taiwan, and Thailand.
Half-yearly data are calculated as Q4/Q2 or Q2/Q4 changes at an annual rate. 3. Weighted average of Mexico, Argentina, Brazil, Chile, Colombia, and
The data are partly estimated. Venezuela.

1. Selected regions and countries are shown below. Sourcke. Various national sources.
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In Latin America, the pace of activity slowed only dian dollar. Exports slowed despite support from
moderately in the first half of 1998, when the spill- strong U.S. demand and a weaker Canadian dollar
over from the Asian financial turbulence was limited because demand for Canada’'s commodity exports
(table 2). In contrast, the Russian financial crisis inwas diminished by the Asian crisis, but imports
August had a strong effect on real activity in Latin decelerated even more sharply, and thus net exports
America. The effect was particularly strong in Brazil, made a positive contribution to overall Canadian
where interest rates moved sharply higher in responsgrowth.
to exchange rate pressures and domestic demandConsumer price inflation continued to slow in
weakened significantly. Output in Argentina declinedthe euro area—twelve-month inflation fell to below
in the second half of 1998, and activity in Mexico 1 percent. In the United Kingdom, inflation slowed
and Venezuela was depressed by lower oil exporto near the government’s target rate ék2ercent.
revenues as well as by turbulence in internationalCanadian inflation remained low, just above 1 per-
financial markets. Inflation rates in Latin American cent, despite significant currency depreciation.

countries changed little in 1998. The beginning of 1999 brought the birth of the
euro, which marked the start of Stage Three of Euro-
Developments in Japan pean Economic and Monetary Union (EMU). On

December 31, 1998, the conversion rates between the
Japanese economic activity contracted in 1998 asuro and the eleven legacy currencies were deter-
Japan remained in its most protracted recession of thmined. Based on these rates, the value of the euro
postwar era (table 2). The plunge in business anét the moment of its inception was $1.16675. After
residential investment and stagnating private coninitially holding firm, the euro depreciated against the
sumption more than offset positive contributions fromdollar through much of the first quarter as economic
government spending and net exports. Core conprospects in several key European countries appeared
sumer prices in Japan were down slightly in 1998 orto soften.
a fourth-quarter to fourth-quarter basis, and whole-
sale prices plunged?¥3 percent. In an effort to rgvive U.S. Economic Growth
the economy, the Japanese government in April
announced a large fiscal stimulus package thaThe U.S. economy grew at a vigorous pace in 1998
included temporary tax cuts and substantial increase@able 2) and appears to have continued to be robust
in public works expenditures. A second sizable set ointo the first quarter of 1999. Exceptional strength in
fiscal stimulus measures was announced in late 199®e real expenditures of households and businesses
and is slated for implementation during 1999. Inreflected strong real income growth, large gains
September the Bank of Japan cut its target for theén the value of household wealth, ready access to
overnight call-money rate from 0.5 percent to a lowfinance during most of 1998, and widespread opti-
of 0.25 percent in an effort to offset deflationary mism regarding the future of the economy. Inflation
pressures and to support economic activity. The rateemained subdued in 1998, and the increase in the
was cut again, to near zero, by March 1999. general price level was smaller than in the previous
year. The slowing of price increases was in large part
Developments in Other Foreign Industrial Countries@ reflection of sluggish conditions in the world econ-
omy, which brought declines in prices of a wide
In the euro area, domestic demand strengthened modange of imported goods, including oil and other
erately on balance over the year; employment ros@rimary commodities. In the domestic economy,
and euro-area interest rates declined as the date fmominal hourly compensation of workers picked up
monetary union approached. Net exports weakenedynly slightly despite the tightness of the labor market,
however, in part because of the turmoil in emergingand much of the compensation increase was offset by
markets, and as a result, total output in the euro aregains in labor productivity. As a result, unit labor
slowed. costs, the most important item in total business costs,
Output in the United Kingdom decelerated sharplyrose only moderately.
as the effects of earlier monetary tightening regis-
tered on domestic demand and as exports slowegtychange Value of the Dollar
in response to the strength in sterling. Growth in
Canada also fell back from its robust pace in 1997The dollar's value, measured on a trade-weighted
as domestic demand responded to interest rates hikéssis, rose almost 7 percent during the first eight
aimed at blunting downward pressure on the Canamonths of 1998 and then fell, reaching a level by
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December less than 2 percent above its year-earlidBetween December and March 1999, the dollar

level (chart 4% The dollar's moves against the yen gained nearly 3 percent in terms of the broad index.

were particularly large, rising more than 10 percent

in the first half of the year only to fall sharply in the

second half, ending the year down about 10 percenfRICES OFINTERNATIONALLYTRADED GOODS

from its year-earlier level. The dollar moved less

against other major currencies, ending the year dowrfhe combination of all these events abroad had a

6 percent against the mark and up 8 percent again§tepressing effect on prices of internationally traded

the Canadian dollar. goods in 1998, particularly oil and other industrial
Before the Russian default, the dollar was sup-materials and supplies.

ported by the robust pace of U.S. economic activity,

which at times generated expectations that monetar?S . .

policy would be tightened, and was in contrast to rimary Commodities
igns of weakenin nomi ivi r - .

zigllj i?] J aepzn? Ogcz(s:i(())nglly? r? (():\':ve\t/)ér?l?[hoeag’():i?iszo'l prices d_ropped S|gr_1|f|cantly during 1998 to levels

influence of the strong economy was countered b ?153S:veenrasg‘;;z(::p:)r:epE(rzlgioio\x/aé?s?e'rg;al's,g%?e(ri?:c;tia?()e.

worries about the growing U.S. external deficits. Thethe U.S. benchmark crude, fell from $19.91 per barrel

dollar fell sharply from August to October under .
pressure from the aftermath of the Russian financial” the fourth quarter of 1997 to $12.87 per barrel

meltdown, concerns that increased difficulties in'_lr_]hteh%rgggrg ?rﬁgg?tggfoillgggp;es d5 &??g:‘:;?%’\?;
Latln America might affect_the U.S. economy (_j|spro- he same period. Overall, the fall in the price of
portionately, and expectations of lower U.S. interest etroleum-based énergy p}oducts is estimated to have
rates. The broad index of the dollar's exchange valu eld down U.S. CPI inflation in 1998 by percent
eased a bit further during the fourth quarter of 1998. X o P
age point.
_— _ ‘ Several factors were responsible for the slump
1. The br_oad mc_iex of the doIIarsfo_relgn exchange value_lncludesin oil prices. Economic turmoil and recession led
the currencies of important U.S. trading partners. Currencies of all d . . . . il .
foreign countries or regions that had a share of U.S. non-oil imports orto a dramatic contraction in Asian oi consumptlon.
nonagricultural exports of at lea® percent in 1997 are included in Demand was further depressed by the unusually
the _ind_ex. The broad index included thirty-five cur‘rencies until the \yarm (E| NiT’D) winter of 1997-98. Overall, global
beginning of Stage Three of European Economic and Monetary il ti . &b percent in 1998. in stark
Union, on January 1, 1999, when the euro replaced the ten euro-aredll cONsumption increas perce » IN Sta
currencies. The broad index now has twenty-six currencies. A morecontrast to 1997’'s strong growth o¥/2percent. On
complete description of the index may be found in Michael P.ip [ i PE fter makin n untimel
Leahy, “New Summary Measures of t‘he Foreign Exchange Valuezj € isiulzpty rs?e’ o tC,ir?Itet 1897 ginar u td ery_
of the Dollar,” Federal Reserve Bulletinyol. 84 (October 1998), ecision 10 raise quotas ae » INCreaseda pro

pp. 811-18. duction just as demand was weakening. Moreover,

4. Broad index of the U.S. dollar’s foreign exchange value,
1990—March 1999 5. OQil prices, 1985—-March 1999
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Note. See text note 1 for a description of the broad index. The data are Sourck. Petroleum Intelligence Weekblarious issues, and U.S. Department
monthly. of Commerce, Bureau of Economic Analysis.
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1998 saw the return of substantial exports from Irac8. Change in prices of U.S. goods imports and exports
as production there increased nearly 1 million barrels  Percent, fourth quarter to fourth quarter

per day from 1997 levels. Over most of the year, ftem 1996 ‘ 1997 ‘ 1998
OPEC and non-OPEC producers attempted to curtail :
production in an effort to support prices. Major pro- 0@ goodsimports. ... 29 43 61
ducers, led by Saudi Arabia, Mexico, and Venezuela, ﬁgn;{)“ ----------------------- : fgf —}g-g —fgg
agreed to restrict production in March and again in  Computers, peripherals, and’ ' ' ;
June, but a combination of weak demand, increasing I - 183 s 8
production by Irag, and a high level of stocks pre-  Othergoods............... =& =l =2
vented any substantial firming of prices. Industrial supplies....... -2.8 = 6.7
Prices of world non-oil primary commodities fell  Total goods exports. ......... -47 27 -35
13 percent in over the four quarters of 1998 (chart 6). gicutural producs. ... 6 39 98
The financial crises in Asia, Russia, and Latin Nonagriculturalgoods......... -5.0 -2.1 -2.9
. K . Computers, peripherals, an
America, and resulting economic slowdowns, sharply parts......... | 266 -19.6 -12.0
reduced demand for primary commodities. In addi-  oar geede . - B 33 2o
. L o . her o
tion, the appreciation of the dollar—which raises the ndustrial supplies. ... g 05 3

local-currency price of goods traded in dollars— o — . — —

B Source. U.S. epartment o ommerce, bureau O conomic Analysis,
fgrther reduced forelgn de_mand a_nd encouraged forﬁational income and product accounts; chain-weighted indexes; and Federal
eign producers to turn their attention from their sag-Reserve Board.
ging domestic markets to export markefghe world
supply of many commodities also was robust because
producers had boosted production levels in response i . .
to the high prices recorded in the mid-1990s. Thesé@nd semiconductors are excluded, the import price
supply responses were widespread across COmmooql_ecllnes were smaller, 2 percent, but still showed

ties and were especially large for agricultural prod-& 12rger drop than in previous yedrajuch of the
ucts, such as grains, oilseeds, and coffee. weakness in prices of these imported goods in 1998

was attributable to industrial supplies whose prices
dropped sharply in 1998 compared with an almost
zero change in price in the previous year. In contrast,
prices of other categories of imported goods, such as
automotive products, consumer goods, and other
capital equipment (excluding computers and semi-
conductors) declined at rates dfzlpercent or less in
1998, little different from rates recorded in 1997.

Prices of U.S. Non-QOil Imports and Exports

Overall, U.S. non-oil import prices declined3per-
cent in 1998 (table 3). When prices of computers

2. This pattern also applied to steel. The rate of decline in the non-oil import price
_ - N index slowed noticeably at the end of 1998. For many
6. Prices of world non-oil primary commodities, major categories of trade, with the notable exception

1985-March 1999 of industrial supplies, prices of imports swung to

1990 = 100 small increases in the fourth quarter from declines in
previous quarters.
Prices of U.S. agricultural exports fell 10 percent

- in 1998 largely as a result of developments in world
o grain and oi!seed markets. As _described above, for-
eign domestic demand sagged in 1998, and the appre-
0 ciation of the U.S. dollar had the effect of raising
local-currency prices. In addition, world supplies of
o agricultural products were robu_st because_ of a lagged
response to the very high agricultural prices of the
— 80
) ) Y N B -
1985 1987 1989 1991 1993 1995 1997 1999 3. The indexes of prices of computers and semiconductors gener-
NotE. The data are quarterly. ally measure units of computing power. Except for prices of semi-

Sourck. International Monetary Fundinternational Financial Statistics ~ conductors, which rose somewhat in the fourth quarter, these price
index of non-oil commodity prices. indexes continued to drop at notable rates in 1998.



U.S. International Transactions in 1998 293

mid-1990s. While much of production gains world- 7.  Price competitiveness of U.S. goods, 1992-March 1999

wide reflected a return to trend-level yields, part of

the rebound can be attributed to an increase in the

amount of land devoted to these crops. These world- T Increasing price competitiveness

wide production increases brought prices back to

near their average levels in the early 1990s. — 100
Prices of nonagricultural exports declined 3 per-

cent in 1998. When computers and semiconductors

are excluded, the decrease in the index for export— — %

prices was smaller but still showed a drop in prices

compared with earlier years. In 1998, a sharp decline

in prices of exported industrial supplies contrasted — — &£

with smaller price changes for other exported goods.

Price increasesof 1 percent or less were recorded | | | | | | | | |

for exported aircraft and automotive products. Price g5, e o e

declines of 2 percent or less Were_ recorded for Note. The index is the ratio of the price of U.S. non-oil imports excluding

exported consumer goods and machinery (other thagmputers and semiconductors to the U.S. GDP deflator. The data are quarterly.

computers and semiconductors). Fe?j%?glcgegéf\}eDggz:;ment of Commerce, Bureau of Economic Analysis; and

1992:Q1 = 1.00

) ) . Exports
International Price Competitiveness
of US. Goods The value of exports of goods and services declined
$6 billion in 1998 (table 4). Receipts for services rose
The major factor contributing to gains and losses inmarginally as increases in receipts from “other pri-
U.S. international price competitiveness has beewate services” (mostly business, professional, tech-
movements in exchange rates. From the fourth quamical, and financial services) were nearly offset by
ter of 1996 through third quarter of 1998, the dollar declines in receipts from foreign travel to the United
appreciated sharply in real terms—17 percent—on &tates, reduced sales of military equipment, and a
broad weighted-average basis. In the fourth quarter ofirop in freight and port expenditures by foreigners.
1998, the real dollar reversed some of that movemenih contrast, exports of goods fell 1 percent, the first
before turning up again in the first quarter of 1999.decrease recorded since 1985. Sharp declines in
Over the same period, the price competitivenesgoods exports to emerging markets in Asia and Japan
of U.S. goods weakened steadily. Prices of U.Swere only partly offset by increased shipments to
imported goods measured in dollars relative to U.SWestern Europe, Canada, and Mexico (table 5).
domestic prices declined in 1998 for the third con- The value of exports to developing countries in
secutive year (chart 7). Similarly, U.S. goods lostAsia dropped 18 percent, with the sharpest declines
competitiveness in foreign markets. Overall, the sagrecorded in the first quarter. More than three-fourths
ging price competitiveness of U.S. goods tended tmf U.S. exports to that region are capital goods and
hold down the expansion of exports and support théndustrial supplies, sectors affected severely by the
expansion of imports. financial crises. Sharp declines were recorded in met-
als, chemicals, lumber and building materials, power
generating equipments, industrial machinery, tele-
communications equipment, semiconductors, auto-
DEVELOPMENTS INU.S. 'RADE motive products, and consumer goods. Deliveries of
IN GOODS ANDSERVICES civilian aircraft to these countries picked up strongly
in the second half of the year as financing arrange-
In 1998 the U.S. trade deficit in goods and servicesnents were completed for previously ordered planes.
was substantially larger than in 1997 (table 4). The U.S. exports to Japan declined 12 percent in 1998,
steep decline in the external balance reflected thevith decreases in almost all major categories of trade.
effects of anemic economic growth abroad on averParticularly large declines were recorded in the value
age, robust economic growth in the United Statespf exported building materials, other industrial sup-
and declining price competitiveness of U.S. goods aplies, machinery (especially computer accessories,
the dollar appreciated. peripherals and parts), automotive vehicles, and agri-
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4. U.S. international trade in goods and services, 1996-98
Billions of dollars except as noted

Dollar change, | Percentage change,
= 12 1 = 1997 to 1998 1997 to 1998
Balance on goods and services................ . -109 -110 -169 =59
Exports of goods and services................. . 851 938 931 -6 =1
SeIVICES ...t .. 239 258 260 2 .8
GOOAS . ettt et .. 612 679 671 -8 -1.2
Agricultural products. . ..................... . . 61 58 53 -5 -9.1
Nonagricultural goods . ...................... . 550 621 618 -3 -5
Capital goods . ... ..ot . 253 295 300 5 1.6
Aircraftand parts. ...l . 31 41 54 12 29.5
Computers, peripherals, and parts.. ... .. | 44 49 45 -4 -8.3
Semiconductors. . ...................lL . 36 39 38 -1 -2.8
Other machinery and equipment. .. ..... 143 166 163 =3 -1.7
Industrial supplies........................ . 138 148 138 -10 -6.4
Automotive products . ...............ienn. . 65 74 73 -1 -1.8
CoNSUMEr goodS. . ... vvvvee i anaeens . 70 77 80 2 2.7
Food and othergoods..................... . 24 26 28 2 6.2
Imports of goods and services ................. . 959 1,048 1,101 53 5.0
SEIVICES ...t . 156 171 182 11 6.5
Goods ........... AU 803 877 919 42 4.8
Oil ............ 73 72 51 -21 -28.7
Non-oil goods........ 731 806 868 62 7.7
Capital goods............ 229 254 270 16 6.4
Aircraft and parts. ... .. 13 17 22 5 30.1
Computers, peripherals, and part N 62 70 73 2 3.3
Semiconductors. . ................. Lo 37 37 33 -4 -9.5
Other machinery and equipment. .. ..... 118 131 143 12 9.4
Industrial supplies........................ . 137 146 152 7 4.5
Automotive products ...................... . 129 141 151 10 7.0
ConsSuMer goods. . ........vvvvninannnnnnn . 171 193 216 23 11.8
Food and othergoods..................... . 65 72 79 7 9.7
Source. U.S. Department of Commerce, Bureau of Economic Analysis, U.S. . . . Not applicable.

international transactions accounts.

cultural products. On the other hand, exports of airdargely in response to the strength of Canadian
craft to Japan rose strongly. domestic demand.

In contrast, exports to Western Europe rose in 1998 U.S. exports to Mexico expanded more than 10 per-
as economic activity in Europe expanded moderatelycent in 1998, with increases spread over all major
Export growth was boosted by strong rates of expantrade categories, despite a drag on domestic demand
sion of aircraft, machinery (other than computers androm the effects of lower oil prices and financial
semiconductors), automotive vehicles, and consumetrises around the world. About 35 percent of U.S.
goods. Similarly, exports to Canada rose in 1998exports to Mexico was machinery, 25 percent was
industrial supplies, and automotive products and con-
sumer goods each amounted to about 15 percent.
Exports to Mexico account for 12 percent of all U.S.
exports and just over half of U.S. exports to Latin
America.

Importing region 1996 | 1997 | 1998 JShange. o Exports to other countries in Latin America were
about the same in 1998 as in 1997. Shipments to

5. U.S. exports of goods to its major trading partners,
1996-98

Billions of dollars

Total goods exports...... otz 6 ont 8 Brazil declined, as did exports to Chile and Colom-
A 428 183 a2 bia. U.S. shipments to Brazil amount to 2 percent
Other Asid .......... 110 118 97 -21 of U.S. exports and are primarily capital goods and
Latin America. ......... 109 134 142 8 industrial supplies.
s S 2 & & s Although the quantity of exports of goods and
Brazil ............. 12 16 15 -1 services rose slightly for the yeaexport growth was

. 5 quite different between the first and second halves
PR o, A 4 (table 6). In the first half of 1998, exports declined

1. Includes China, Hong Kong, Korea, Singapore, Taiwan, Indonesia, Philip- . . .
pines, Malaysia, and Thailand. 4. The value of exports of goods and services declined 1 percent in

2. Includes Australia, New Zealand, Middle East, Eastern Europe, and Africa 1998 (Q4/Q4), prices declined 2 percent, and quantity rose 1 percent.
Sourck. U.S. Department of Commerce, Bureau of Economic Analysis, U.S. This small Increase In real exports in 1998 contrasts with growth of
international transactions accounts. 10 percent in each of the previous two years.
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6. Change in the quantity of U.S. exports, 1997-98 7. Change in the quantity of imports, 1996-98
Percent, annual rate Percent, annual rate
Half years Item 1996 ‘ 1997 ‘ 1998
Item
1997:H2‘ 19982H1‘ 1998:H2 Imports of goods and services......... 12 14 10
Exports of goods and services........ 7 -5 8 SeIVICeS ... -5 12 2
pors 019 GoodS ..o .13 14 11
SEIVICES ...ttt .1 0 -1 Ol ..o - 8 4 6
GOOMS ..ot . 10 -7 12 Non-oilt ... - 14 15 1
Agricultural products. .............. 20 -17 18 Industrial supplies............... - 12 8 8
Industrial SUPPlES . ................ I 3 -6 1 Capital goods ................... .19 24 11
Automotive vehicles and parts. .. . 9 9 16
Capital equipment . ................ . 15 -9 2 Consumer goods. ............... .14 15 9
Aircraft and pars. ............... 22 4 122 Foods............oooiiin - 13 9 5
Computers, peripherals, and parts .. 13 -4 18 — - -
Semiconductors. ................ . 14 -11 35 NotE. Quantities are measured in chained (1992) dollars.
Other machinery and equipment |.. 14 -13 =2 1. Selected categories are shown below.
. . Source. U.S. Department of Commerce, national income and product
Automotive vehicles and parts. ... . . 9 -11 4 accounts.
Consumer goods .................. | 1 4 =il

NotE. Quantities are measured in chained (1992) dollars.
ééfﬂ:#ﬁfjs?atnfgggmm ngov(v:r;rz%oev:(;e, national income and product kept_ consumptlon up Whll_e d_omestlc product!on
accounts. declined. Increased production in the Gulf of Mexico
was insufficient to offset declines elsewhere. Small-
. scale production, from what are known as stripper
Svells, has been particularly hard hit by low oil prices.

"Despite the increased quantity of imports, the value

%f imported oil declined 29 t in 1998, t
year, exports rebounded. Exports were boosted by §51Int;ﬁI(i)(;ne ot deciine percent in 10
surge in deliveries of aircraft to developing countries Real ndn-oil imports grew 11 percent in 1998
in Asia and by a jump in exports of automotive parts .
to U.S. producers in Canada that reflected the stroné,lt/able 7)- An expansion in & broad range of goods

) . ; as fueled by robust growth of U.S. domestic demand
demand for completed vehicles in the United Statesanol was supported by declines in non-oil import

Exports of computers and semiconductors bot rices. Reflecting the strength of spending by house-
picked up in the second half of the year after deC”nr'Eolds.and busi%esses ingthe Uaited gta%/es, real

ing in the first hal® Most important was the decline imports of consumer goods and capital equipment
in other machinery, which slowed signifit_:antly in the; (other than semiconductors) advanced steadily
sec_o_nd half of the_year as t_he slide in economlCthroughout the year, and imports of non-oil industrial
activity abroad (particularly Asia) began to abate. supplies rose sharply through the third quarter before
leveling off in the fourth quarter. The growth of

automotive imports in 1998 reflected the buoyant
picture for automotive sales in the United States.
Although the strike against GM restrained imports

The value of imports of goods and services rose ; N
->~of vehicles and parts from Canada and Mexico in
5 percent over the four quarters of 1998, with P

; . : . the third quarter and boosted imports somewhat
increases recorded in all major trade categorie

¢ ol and conduct table 4). Pri the fourth quarter, an important part of the surge in
_except (()j' 6:.” ds%mlcon utc ors (table ,Z\ di n;:eds foautomotive imports in 1998:Q4 reflected record vehi-
Imports decline percent on average. AdJUSIed 100, o o105 in the United States in the closing months of
changes in prices, imports of goods and Serviceg, o year
expanded 10 percent durlng 1998 in response to The value of imported semiconductors, which
rot_?_l;st grovvttht of L]{S don:ejnc'ldeman%. ti declined during most of the year, was heavily influ-
€ quantity of 1mported oll grew 6 percent in o,y by the rapid price declines characteristic of the
1998 (table 7), rising to 112 million barrels per Qay. industry in recent years. U.S. domestic demand for
Strong U.S. economic activity and low real oil prices semiconductors remained strong in 1998. Eighty-five
percent of U.S. imports of semiconductors are from
5. Nearly two-thirds of U.S. exports of semiconductors (generallydeve_lo_pmg countries in Asia and JaPa” and Qe”era“y
high-end products, and often for further assembly) go to developingare finished low-end products previously shipped to
c?untriestin Asia _ar;]d Jaltpan,é:ts dct)escnear(ljy onz—bt:lirdtof UI-ES- eXIOC:ftEhose countries from the United States for testing.
Of computers, peripnerals, ana parts. Canada an estern curope take . .
more than one-fourth of U.S. exports of semiconductors and more than Paymems to fore'gners for services rose moder-

half of U.S. exports of computers. ately in 1998, with increases in most service catego-

in agricultural products, machinery, automotive prod
ucts, and industrial supplies. In the second half of th

Imports



296 Federal Reserve Bulletii  May 1999

ries but especially in travel (U.S. residents traveling8. U.S. direct investment abroad:

abroad) and in other private services. Position and receipts, 1980-98
Billions of dollars Billions of dollars

DEVELOPMENTS IN THENONTRADECURRENT 1,000 — Receipts w0
ACCOUNT . -
— 60

The two major components of the current account 600 oiion
other than trade in goods and services are net invest- .,

P m—

40
ment income and net unilateral transfers (table 8).
200 20
+ +
0 0

Investment Income Ly it
1980 1983 1986 1989 1992 1995 1998

Net investment income is the difference between the Nore. The position data are averages using the current-cost measures as of
amount that U.S. residents earn on their direct andear-end for the current and previous years. The year-end data for 1998 were

.. . ionstructed by adding the recorded direct investment capital flows and current
pOI‘thlIO investment abroad (recelpts) and the amoun ost adjustment during 1998 to the recorded year-end position for 1997.
that foreigners earn on their direct and portfolio Source. U.S. Department of Commerce, Bureau of Economic Analysis; and
. . . . Federal Reserve Board.
investment in the United States (paymetd)ntil
1997, net investment income had helped offset persis-

tent trade deficits. But as the U.S. net external deb#his downward trend were Korea and Thailand where
has continued to rise rapidly in recent years, ne

estmen income as become ncreasingly hega? "= 1176 U OPEIEIonS 1 Catecs ane e
tive, moving from a $14 billion surplus in 1996 to 9 P

a $22 billion deficit in 1998. Net portfolio income declines of about 20 percent. On an industry basis,

became more negative during 1998 as the portfoliog]ﬁgr'li;:?nn;&?aelrag';:;r']n p((eég)Iigwo’rmﬁrr::{ﬁﬁi?&ns%’
liability position of the United States grew larger. In 9 P y

addition, net income from direct investment Wasyvere particularly "hard hjt.; profits i_n the categories of
reduced last year. wholesale trade” and . finance, insurance and real
estate” were above their 1997 levels.

Income receipts from direct investment abroad fell
despite robust growth of U.S. direct investment assets
abroad in both 1997 and 1998 (chart 8). On a current
cost basis, the rate of return on direct investment fell

Direct Investment Income

Net direct investment income—the difference
between direct investment receipts from U.S. direct
in_vestment abroad and US payments on fc_>r.eigrg Foreign direct investment in the United States:
Q|rect mvestment_ in the United States—fell $9 billion Position and payments, 1980-98
in 1998, to $55 billion.
Receipts of income on U.S. direct investment Billienseidaliars
abroad fell to $100 billion, declining about $9 billion
because of slower economic growth abroad, lowergo —
petroleum prices, and in some cases, the appreciation
of the dollar. Despite solid growth in income receipts o0
from Western Europe, the overall performance 4,0 -
showed weakness in all other geographic areas. Prof- Position
its were down from 25 percent to 50 percent in areas?®
directly affected by the Asian crisis: Japan, other ;

Asian countries, and Australia; notable exceptions to -~ Payments—s
O Y O O O
1980 1983 1986 1989 1992 1995 1998

Billions of dollars

Note. The position data are averages using the current-cost measures as of
. . . . . . . __year-end for the current and previous years. The year-end data for 1998 were
6. An investment is con5|d_ered dl_rec_t if a single owner acquireés .o siructed by adding the recorded direct investment capital flows and current-
10 percent or more of the voting equity in a company. All other U.S. cost adjustment during 1998 to the recorded year-end position for 1997.
claims on foreigners or foreign claims on the United States are Source. U.S. Department of Commerce, Bureau of Economic Analysis; and
included in the other category—portfolio investment. Federal Reserve Board.
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8. U.S. netinvestment income and unilateral transfers, 1994-98
Billions of dollars

Change,
Item 1994 1995 1996 1997 1998 1997 to 1998
Investment income, net........................ . 16 19 14 =5 =22 =17
Direct investment income, net ............... L 52 63 66 64 55 -9
RECEIPES. . oot .. 72 93 100 109 100 -9
Payments.................oociiiiiit . 21 30 34 46 46 0

Portfolio investment income, net............. &35 —44 =52 -69 =77 -8

RECEIPES. ..o . 85 111 113 132 142 10

Payments. ..., L. 121 154 165 201 219 18
Unilateral transfers ......................o.... . =39 35 -41 -40 -42 -2

Sourcke. U.S. Department of Commerce, Bureau of Economic Analysis, U.S.
international transactions accounts.

2 percentage points, from 11.2 percent in 1997 tadeterminate of net income, the level of U.S. and
9.2 percent in 1998. foreign interest rates (rates of return) also play a role.
Income payments on foreign direct investmentThe role for interest rates was particularly evident

in the United States, at $46 billion for 1998, were last year as the decline in U.S. and foreign interest

virtually the same as the 1997 totals, a pattern quiteates reduced the rates of return on portfolio invest-

consistent with the overall picture for corporate prof- ment and dampened the rise in the deficit (chart 11).

its of domestic U.S. firms in 1998. In view of the

strong growth of foreign investment in the United

States in 1998, the level of income payments in 1998Jnilateral Transfers

represents a fall-off in the rate of return of 1 percent

(chart 9). Net unilateral transfers include government grant and
pension payments as well as net private transfers to
foreigners. In 1998, net transfers amounted to $42 bil-

Portfolio Investment Income lion, about the same as in 1997.

Portfolio investment income consists of dividends

and interest paid on a wide range of claims andCAPITAL FLOWS

liabilities. Receipts and payments are estimated

by the Bureau of Economic Analysis (BEA) of the The large U.S. current account deficit last year was
Department of Commerce on the basis of its esti-entirely financed by net capital inflows from private

mates of holdings, dividend-payout ratios, and inter-

est rates. Investment income does not include capital

gains associated W'th. changes In _SECW'UGS P“Cesl-o. Net portfolio investment: Position and income, 1980-98

The balance on portfolio income, which is the differ-
ence between what U.S. residents earned on thejf!!onsofdolars Billions of dollars
holdings abroad and what foreign residents earned on

their investment in the United States, registered a 0
deficit of $77 billion in 1998, a gap $8 billion larger Net position -
than in 1997 (table 8). The balance on portfolio 40 — 20
income has been in deficit since 1985, and its size has
broadly mirrored the net portfolio investment posi- s — 0
tion (chart 10). While the net position is the primary

1,200 — — 60
S E— T I W

7. Valuing direct investment assets on a current cost basis implies 1980 1983 1986 1989 1992 1995 1998

adjusting the historical cost of inventories and plant and equipment to
rﬁﬂect movfements In cgrrenrt]_replac_(ement cost !ndﬁxeds. In CQICUIaU?]gne current and previous years. The year-end position for 1998 was constructed
the rates of return noted in this section, We u_SE in the enom_l_natort %y adding the recorded portfolio investment flows during 1998 to the recorded
current-cost measure of the year-end direct investment position avefear-end position for 1997.

aged for the current and previous year; this position average is shown source. U.S. Department of Commerce, Bureau of Economic Analysis; and
in charts 8 and 9. Federal Reserve Board.

Note. The net position data are averages of the end-of-year net positions for
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11. Rates of return on U.S. portfolio investment, 1988-98 Foreign official assetsn the United States rose
$11 billion in the first quarter of 1998 but fell $10 bil-

Percent
= lion in the second quarter. Reductions in Japanese
reserves in the United States, which were associated
. with foreign exchange market intervention, more than

account for the second quarter decline. (An increase
in official assets in the United States represents a
capital inflow and a reduction in reserves represents a
capital outflow.) Official outflows accelerated in the
Liabilit third quarter as OPEC and developing countries sig-
iabilities e . . .

_ g nificantly reduced their reserves in the United States.
Official flows to the United States turned positive
NN again in the fourth quarter, but for the year as a
1588 1590 1592 1504 1596 1598 whole_ fpre|gn official assets in the United States fell

$22 billion.

NotE. The rates of return are annualized versions of quarterly rates calcu- oo .
lated as follows: For claims (or liabilities), the numerator is total receipts (or The turmoil in the third quarter also affected the

payments) from the U.S. international transactions accounts, measured on gomposition of private Capital flows. Private foreign

quarterly basis. The denominator is the average of end-of-quarter claims (o
liabilities) for the current and previous quarters. To compute the numerator anchet purchases oft).S. Corporate and government

denominator of the annualized rate of return, the numerators and denominatoragency bondgsotaled more than $100 billion in the
from the four quarterly rates of return are averaged. .

The rate of return on the net position is calculated as the ratio of netﬁrst two quarters of 19981 somewhat above the pace
investment income (annual receipts minus payments) to the annualized nedf 1997. These net purchases slowed to $26 billion in
position (annualized claims minus annualized liabilities). . TR .

Sourck. U.S. Department of Commerce, Bureau of Economic Analysis, U.S. the third quarter and then rebou_nded to $4l billion in
international transactions accounts and U.S. international investment positionthe fourth quarter_ Private forelgn net pUI’ChaseS of
and Federal Reserve Board. U.S. Treasury securities and U.S. stocks followed a

similar, but more pronounced, pattern. Net purchases
sources (table 9). Official capital flows, which regis- in the first half of 1998 were followed by sales in the
tered modest inflows in 1997, turned to significantthird quarter and a resumption of net purchases in the
outflows last year as the financial turmoil in the third fourth quarter.
quarter caused many countries to draw down their U.S. net purchases dbreign securitiesalso re-

official reserves. sponded to the financial turmoil. Net purchases were

Net position

9. Composition of U.S. capital flows, 1994-98

Billions of dollars

1998
Item 1996 1997 1998

Q1 ‘ Q2 ‘ Q3 ‘ Q4

Current accountbalance........................]| . -135 -155 -233 -47 -57 -66 -64

Official capital, net ............................. . {138 15 =30 11 =ilg —-48 21

Foreign official assets in the United States. ... . | 127 16 -22 11 -10 -46 23

U.S. official reserve assets..................... . 7 =il -7 -0 =2 =72 -2

Other U.S. government assets. ................ § =il 0 ! -0 -0 0 -0
Private capital, net ..................o i . 61 240 267 39 68 87 74

Net inflows reported by U.S. banking offices ... .. =75 1 12 -47 13 45 1
Securities transactions, net.................... . 169 256 176 68 70 36 2
Private foreign net purchases of U.S. securities .. 285 344 265 75 98 19 74

Treasury securities. . ....................., . 155 147 48 =2 27 =il 24
Corporate and otherbonds. ............... ! 119 131 171 48 57 26 41

Corporate stocks. ... . 11 66 46 29 14 -6 8

U.S. net purchases of foreign securi -116 -88 -89 -7 -28 17 =72

Stocks. ... . —60 -41 76 =8 =il 8 -80

Bonds ................ . 56 -47 -13 -4 =27 9 8

Directinvestment,net ........................ . -4 -28 64 -9 =22 7 88
Foreign direct investment in the United States ... 78 93 196 26 19 30 121

U.S. direct investment abroad ............... ! -81 -122 -132 =& -41 223 =3
Foreign holdings of U.S. currency. ............. 17 25 17 1 2 7 6

Other......oooiiii i .. —47 =il3 -2 26 4 -8 -23

Statistical discrepancy ................c.cooint. . -60 -100 -4 =3 2 27 =zl

Sourcke. U.S. Department of Commerce, Bureau of Economic Analysis, U.S.
international transactions accounts.
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large in the first half of 1998, totaling $35 billion. in the fourth quarter, bringing the total for the year
However, net purchases fell to near zero in July andvell above the 1997 record.
swung to net sales in August. The pace of net sales Total recorded net capital inflows were $237 bil-
accelerated through October but then abruptly turnedion in 1998, $4 billion more than the recorded cur-
to net purchases again in November and Decemberent account deficit. In 1997, recorded capital inflows
Purchases of foreign securities in the fourth quarteexceeded the current account deficit by $100 billion.
also include the effects of two exceptionally large This difference, the statistical discrepancy, represents
foreign acquisitions of U.S. companies by thethe cumulative errors in both the current and capital
exchange of stock in U.S. firms for stock in the newly account data. Rapid swings in the statistical discrep-
established foreign parent firms. As a result, signifi-ancy, however, are most likely to reflect errors and
cant U.S. net sales of foreign securities in the thirdomissions in the capital flows data, and net capital
quarter shifted to huge net purchases in the fourth. inflows probably were overstated in both 1997 and
Net private capital flows through bankisuffered 1998.
the swings in official flows and private securities
transactions. Moderate net capital outflows recorded
by banks during the first half of 1998 became signifi-PROSPECTS FOR 999
cant net inflows in the third quarter when many banks
brought funds into the United States to supply domesThe fallout from the financial crises in emerging
tic customers who found they could not directly markets is likely to have further negative conse-
access the capital markets in the midst of the turmoilquences for U.S. external balances in 1999. Demand
In the fourth quarter, net bank inflows were almostfor U.S. exports is likely to be held down by weak-
nil. ness in demand from trading partners in Asia and
The pattern ofirect investmentapital flows was Latin America and by sluggish demand from other
less affected by the mid-year turmoil. Foreign directmajor trading partners. The appreciation of the dollar
investment in the United States and U.S. direct investduring the past two years and the associated loss in
ment abroad were both very strong throughout 1998competitiveness of U.S. goods and services is also
British Petroleum’s acquisition of Amoco on Decem- likely to have a negative effect on the U.S. trade
ber 31 helped swell direct investment capital inflowsbalance in 1999. O
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