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 Introduction
The global trade system is broken. Current trade rules allow and even incentivize the 
perverse flow of capital away from where it is most needed and most productive toward the 
wealthiest parts of the world. Beyond depriving countries of much needed investment, the 
global trade system reflects broader problems that negatively impact consumers worldwide. 
By failing to recognize that industrial policy acts as a form of trade policy, current rules have 
perpetuated a system characterized by large, persistent, trade imbalances. Taking advantage 
of the free flow of capital, surplus countries subsidize their manufacturing industries but pass 
on the costs of these subsidies to deficit countries. 

This has had important implications for U.S. manufacturing, unemployment, and debt. 
American assets are among the most attractive in the world. As a result, countries that 
subsidize their production via industrial and trade policy are acquiring American assets 
to balance their surplus and, in turn, the United States is running trade deficits. Because 
surplus countries have subsidized their manufacturing at the expense of domestic consump-
tion, the U.S. manufacturing industry has been forced to indirectly subsidize American 
consumption. This has caused the decline of American manufacturing and a shift of global 
manufacturing from deficit countries to surplus countries over the past five decades.1 It has 
also depressed U.S. savings rates through a combination of higher unemployment, higher 
household debt, investment bubbles, and an ever-growing fiscal deficit, all caused by the 
influx of excess savings from surplus countries. 

As one of the authors has discussed elsewhere, one of the consequences is apparent in 
global manufacturing data. In early 2024, Yao Yang, former dean at the National School 
of Development at Peking University, said on his blog that “America’s industrial base has 
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already been hollowed out. How can it possibly compete [with China]? The United States 
has obviously made a strategic mistake.”2 He was right, but perhaps not for the reasons he 
thinks. While manufacturing comprises roughly 16 percent of global gross domestic product 
(GDP), according to the World Bank, the manufacturing share of China’s GDP is 28 percent, 
among the highest in the world, whereas for the United States it is 11 percent, among the 
lowest for any major economy.3 The opposite is true for consumption. While consumption 
accounts for 72 percent of global GDP, it accounts for 82 percent of the United States’ GDP 
and only 53 percent of China’s GDP.4 

This means that although China comprises around 17 percent of global GDP, it accounts 
for around 29 percent of global manufacturing and 13 percent of global consumption.5 
The United States, which accounts for 26 percent of global GDP, accounts for less than 16 
percent of global manufacturing and nearly 26 percent of global consumption.6

While the differences in the two countries’ manufacturing and consumption shares of GDP 
may seem unrelated, they are in fact different expressions of the same imbalance. China and 
the United States are extreme representatives of a common pattern in the global economy. 
Manufacturing typically represents a disproportionately large share of the GDP of non- 
commodity economies with large, persistent surpluses, and consumption a low share of  
the GDP of such economies. The reverse is true for advanced economies that run large, 
persistent deficits.7

There is a cost to this imbalance. Consumers in surplus countries, individuals in countries 
with high investment needs, the American middle class, and American manufacturers, la-
borers, farmers, and producers all pay the price of this status quo. By targeting specific trade 
violations rather than balanced flows, trade policy has been focusing on the wrong outcome 
and creating a trade system that stifles the promise of global trade as a result.

To shore up American manufacturing, rein in debt, and generate higher-paying employ-
ment, the United States must either lead a transformation of the global trading system or 
force a change by unilaterally opting out of its current role. This would benefit the working 
class in both the United States and abroad by eliminating the persistent downward pressure 
on global demand created by surplus countries. 

This will not be easy. A meaningful realignment of global trade imbalances will end—or at 
a minimum diminish—global dollar supremacy, and it will be strongly opposed by surplus 
countries. However, the true potential for trade to serve as a tool of mutual benefit and lift 
the fortunes of tens of millions cannot be unlocked without a change in the terms of global 
trade. New trade rules are needed to create an international trading system that preserves the 
United States’ freedom to set its own economic policy, protects the United States from bear-
ing the costs of other nations’ industrial policies, and allows for the allocation of resources 
and production through a system of comparative advantage.
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 Subsidies in the International Trade System
In the current international trading regime, some countries, such as the United States and 
the United Kingdom, consistently import more than they export, while others, such as 
China and Germany, consistently export more than they import. Figure 1 shows the trade 
balance for each of these countries, which measures the value of net exports in goods and 
services. The United States has persistently been a net importer, while certain other countries 
have persistently been net exporters.  

Figure 1. Net Trade in Goods and Services

Conventional economists argue that this pattern is due to comparative advantage, where 
countries with persistent trade surpluses hold the surplus because they have large manufac-
turing sectors, and their manufacturing sectors are large because these countries produce 
tradable goods more efficiently than deficit countries.8 But that is not how a true system of 
comparative advantage functions. Under comparative advantage, the purpose of trade is for 
each country to maximize domestic welfare by maximizing the value of imports, which in 
turn means maximizing the value of exports used to purchase those imports. 

This does not imply that some countries are exporting or surplus countries while other 
countries are importing or deficit countries. Rather, it means that each country exports the 
goods and services in which it has a comparative production advantage in order to pay for 
imports of the goods and services in which it has a comparative disadvantage. In such a 
regime, trade must be broadly balanced, as countries exchange goods and services produced 
in their respective areas of comparative advantage for goods and services in which they are at 
a comparative disadvantage. 

Source: “Net Trade in Goods and Services (BoP, current US$),” World Bank Open Data, accessed July 10 2024, 
https://data.worldbank.org/indicator/BN.GSR.GNFS.CD?locations=CN-DE-AU-CA-KR-JP-GB-US.
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However, the current trade regime does not allow comparative advantage to determine 
which economies specialize in what; each country’s true comparative advantage is obscured 
by distortionary subsidies from the demand side of the economy. In surplus countries, in-
dustrial and trade policies force households to subsidize the manufacturing sector, giving the 
manufacturing sectors in these countries a competitive advantage against the manufacturing 
sectors of deficit countries. The suppression of labor costs, rather than increases in productiv-
ity, drives the distribution of manufacturing throughout the world.

There are a number of mechanisms through which surplus countries subsidize manufacturing 
at the expense of domestic consumption. Typical analyses of trade conflicts focus on direct 
subsidies, obscuring how indirect subsidies shape the contemporary global trade system. 
Manufacturing subsidies in surplus countries are often made possible through indirect trans-
fers from households, which leave these households less able to purchase what these sectors 
produce, but bolster production. These transfers take a number of forms. For example, surplus 
economies typically have undervalued currencies as part of their trade strategies. Having an 
undervalued currency subsidizes manufacturing at the expense of households because house-
holds are all net importers—as they do not produce for the purpose of exporting—while net 
exporters are mostly manufacturers. An undervalued currency makes the manufacturing sector 
in that country more competitive, while reducing households’ consumption capacity.  

The undervaluation of currencies is not the only, or most important mechanism through 
which transfers between consumers and producers shape the dynamic of global trade. Table 
1 presents a list of additional noteworthy forms of transfer. For example, repression of 
interest rates below the neutral real interest rate has also been a powerful cause of financial 
transfers from household savers to manufacturers, as seen in Japan in the 1980s and China 
in the 2000.9 Further, overspending on transportation and infrastructure serves as an espe-
cially significant transfer from households to manufacturers in China today.10 Other trans-
fers include centrally directed systems of credit, low penalties for environmental degradation, 
repressive labor laws, and restrictions on worker mobility.

Such indirect transfers have the same effect as trade subsidies, yet are praised as successful 
forms of industrial policy rather than distortive trade interventions that hurt consumer welfare. 
An example of this is China’s subsidization of its electric vehicle (EV) industry, about which 
Gavekal analyst Yanmei Xie noted in a recent Financial Times article, “China’s well-rehearsed 
industrial policy can be staggeringly wasteful but still produce stunning results.”11 

It is precisely because such subsidies are wasteful for the overall economy that they serve as 
both effective industrial policies and powerful trade interventions. These subsidies involve 
a transfer of wealth from Chinese household consumers to manufacturers, in the same way 
that import tariffs or undervalued currencies do, so that even if the overall productivity of 
the Chinese economy is compromised, the Chinese EV sector—and Chinese manufacturing 
in general—can maintain its international competitiveness. The costs are borne by house-
holds and not by other producers. What is more, as these subsidies leave the Chinese domes-
tic consumer base too weak to absorb overall Chinese production, the cost of these subsidies 
must be externalized through large trade surpluses, forcing deficit countries to internalize 
the costs.
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Table 1. Examples of Indirect Trade Subsidies in Surplus Countries and Their Effects

Form of Transfer Effect on Consumers Effect on Producers
Undervalued Currencies Imports become more expensive, 

making consumption more expensive. 
This causes a real reduction in the 
household income share of GDP. 

Exports become more competitive 
in the global market, increasing the 
manufacturing share of GDP.

Repressed Interest Rates In economies in which households are 
largely net lenders, repressed interest 
rates force households to subsidize 
credit costs. 

In surplus economies, net borrowers 
tend to be manufacturers and produc-
ers, who thus benefit from repressed 
interest rates.

Overspending or Inefficient  
Spending on Transportation  
and Infrastructure

The economic losses associated 
with overspending on nonproductive 
infrastructure are allocated across the 
economy, including to households. 

Businesses and manufacturers benefit 
from better infrastructure and lower 
logistical and transportation costs.

Centrally Directed Credit Credit risks are absorbed indirectly by 
households through low deposits rates. 

Businesses can easily enter into new 
and risky businesses and ventures.

Low Penalties for Environmental 
Degradation

Environmental degradation raises 
health and absentee costs for workers 
and households. 

Manufacturers benefit from reduced 
costs.

Repressive Labor Laws Repressive laws reduce labor power, 
making it harder to keep wage growth 
in line with productivity growth. 

Manufacturers benefit from reduced 
labor costs.

Worker Mobility Restrictions  
(for example, China’s Hukou System)a

Restrictions increase costs for migrant 
workers by depriving them of local 
social benefits. 

Businesses indirectly benefit from  
reduced labor costs as a result of 
reduced social welfare costs.

a 	 The Hukou is a system of household registration, under which a person is identified as a resident of an area. An individual’s Hukou  
registration determines their eligibility for many social benefits. Migrant workers face difficulties in changing their registration once  
they move, depriving them of benefits. For more on the Hukou system, see ”China’s Hukou Reform Remains a Major Challenge to 
Domestic Migrants in Cities,” Kam Wing Chan, World Bank Blogs, December 17, 2021, https://blogs.worldbank.org/en/peoplemove/
chinas-hukou-reform-remains-major-challenge-domestic-migrants-cities.

There is fierce debate about the extent of such subsidies globally. However, the presence of a 
simple set of conditions typically indicates the presence of subsidies. Economies that heavily 
subsidize manufacturers at the expense of households will typically have:

•	 larger manufacturing shares of GDP than their trade partners, since manufacturers 
must migrate to jurisdictions where workers are paid the lowest relative to their 
productivity to remain globally competitive in a hyper-globalized world;

•	 lower consumption shares of GDP than their trade partners, reflecting the cost of 
the subsidies on consumers; 
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•	 and large, persistent trade surpluses, as the repressed household income used to pay 
for manufacturing subsidies makes it impossible for domestic household consump-
tion to balance trade. 

When all three conditions hold, it is almost certain that repressed household demand is 
subsidizing manufacturing. And, indeed, we see this reduction of household consumption 
and increase in trade reflected in economic data for surplus countries (and the opposite 
trend for deficit countries). As shown in Table 2, over the past decade or so manufacturing 
has comprised roughly 16 percent and consumption 73 percent of global GDP. Against that 
average, the manufacturing share of China’s GDP has been roughly 28 percent, among the 
highest in the world, while consumption has only accounted for 54 percent. This reflects 
how China dampens domestic demand to boost Chinese manufacturing. By contrast, man-
ufacturing has made up only 11 percent of American GDP, while consumption has made up 
82 percent. In an inverse of the Chinese case, American domestic consumption is subsidized 
by the American manufacturing sector. 

We see this dynamic play out throughout the world. Among non-commodity economies 
with large persistent surpluses, manufacturing typically represents a disproportionately large 
share of GDP, while consumption takes up a disproportionally small share of GDP. The 
opposite is true for advanced economies that run large, persistent deficits, with relatively 
high consumption and low manufacturing. 

Table 2. Manufacturing and Consumption as Shares of GDP 

  Average Manufacturing 
Share of GDP  
(2012–2022, %) 

Average Consumption 
Share of GDP  
(2012–2022, %) 

Trade Balance  
Historically

United States 11 82 Deficit 

Japan 20 76 Deficit

United Kingdom  9  83  Deficit 

Canada 10  78  Deficit 

World  16  73  N/A 

South Korea  26  65  Surplus 

Germany  20  73  Surplus 

China  28  54  Surplus 

Notes: Countries are in ascending order based off a simple average of their trade balance from 2012 to 2022. 
Countries are coded as either historically deficit or surplus countries based on their trade balances over the 
2012–2022 period. Canada and the United States are missing manufacturing share data for 2021–2022 and 2022, 
respectively, so the averages for those countries are taken over the truncated time period.  

Source: Author calculations using World Bank data: “Manufacturing Value Added (% of GDP),” World Bank Open  
Data, accessed July 10, 2024, https://data.worldbank.org/indicator/NV.IND.MANF.ZS; “Final Consumption  
Expenditure (% of GDP),” World Bank Open Data, accessed July 10,2024, https://data.worldbank.org/indicator/
NE.CON.TOTL.ZS?locations=CN-US; “Net Trade in Goods and Services (BoP, current US$),” World Bank Open  
Data, accessed July 10, 2024, https://data.worldbank.org/indicator/BN.GSR.GNFS.CD; “GDP (current US$),”  
World Bank Open Data, accessed July 10, 2024, https://data.worldbank.org/indicator/NY.GDP.MKTP.CD; and  
“Final consumption expenditure (current US$),” World Bank Open Data, accessed July 10, 2024,  
https://data.worldbank.org/indicator/NE.CON.TOTL.CD. 

https://data.worldbank.org/indicator/NV.IND.MANF.ZS
https://data.worldbank.org/indicator/NE.CON.TOTL.ZS?locations=CN-US
https://data.worldbank.org/indicator/NE.CON.TOTL.ZS?locations=CN-US
https://data.worldbank.org/indicator/BN.GSR.GNFS.CD;
https://data.worldbank.org/indicator/NY.GDP.MKTP.CD
https://data.worldbank.org/indicator/NE.CON.TOTL.CD
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Under the current trading regime, manufacturing among advanced economies has shifted 
primarily to surplus countries. Figure 2 shows the relationship between the manufacturing 
share of GDP and the current account deficit for the ten-largest advanced economies in 
the world in 2000, 2010, and 2020 (explaining the thirty data points). As the scatterplot 
indicates, manufacturing shares of GDP are not always low for advanced economies. Rather, 
advanced economies with current account surpluses mostly have manufacturing shares of 
GDP that are above the global average (and populate the top right quadrant), while ad-
vanced economies with current account deficits have manufacturing shares of GDP that are 
below the global average (and populate the bottom left quadrant).  

Japan’s history provides an illustrative example of the relationship between trade balances 
and manufacturing. In the 1980s and the early 1990s, when Japan ran the world’s largest 
trade surpluses, manufacturing averaged between 25 and 27 percent of its GDP, among the 
highest shares of any advanced economy.12 With the end of the Japanese asset bubble in the 
early 1990s, its trade surplus began to decline, and as it did, so did the role manufacturing 
played in Japan’s overall GDP. In the past five to ten years, as Japan has begun running trade 
deficits, manufacturing has come to comprise only 19 percent of its GDP.13

Figure 2. Current Account vs. Manufacturing Share of GDP for Advanced 
Manufacturing Economies

Source: “Current Account Balance (% of GDP),” World Bank Open Data, accessed July 10, 2024, https://data.
worldbank.org/indicator/BN.CAB.XOKA.GD.ZS, and “Manufacturing, Value Added (% of GDP),” World Bank 
Open Data, accessed July 10, 2024, https://data.worldbank.org/indicator/NV.IND.MANF.ZS.

2000 2010 2020
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The shift in global manufacturing from deficit to surplus countries, then, is not the result of 
surplus countries holding a comparative advantage in manufacturing. It is the result of man-
ufacturers responding to the direction of subsidies. What is at play in the current trading 
regime is not comparative advantage but rather transfers that distort comparative advantage 
and subsidize manufacturers at the expense of consumers in surplus countries. 

These subsidies leave domestic consumers in surplus countries unable to absorb domestic 
production. This has turned the global trading system into one in which the purpose of 
exports is not to maximize the value of imports, but instead to externalize the consequences 
of suppressed domestic demand. Deficit countries are paying the price of suppressed domes-
tic demand in surplus countries.

This repressed demand leads to high savings rates in deficit countries. Surplus countries such 
as China, Germany, and South Korea have higher average savings rates than the world at 
large and compared with deficit countries such as the United States and United Kingdom 
(see Table 3). There is a misperception that countries with high savings rates have households 
that value hard work and thrift;14 this is not true—rather, high savings rates result from the 
distribution of income across sectors of the economy. 

Table 3. Savings Rates and Household Consumption

Average Gross Savings 
Rate as a Share of GDP 
(2012–2022, %)

Average Household  
Consumption as a Share 
of GDP (2012–2022, %)

Trade Balance 
Historically

United States 19 68 Deficit

Japan 28 56 Deficit

United Kingdom 14 63 Deficit

Canada 21 57 Deficit

World 26 56 N/A

South Korea 36 48 Surplus

Germany 29 52 Surplus

China 46 38 Surplus

Note: Countries are in ascending order based off a simple average of their trade balance from 2012 to 2022. Averages 
were calculated using a simple average. Countries are coded as either historically deficit or surplus countries based 
on their trade balance over the period 2012–2022. 

Source: Author calculations using World Bank data: “Gross Savings (% of GDP),” World Bank Open Data, accessed 
July 10, 2024, https://data.worldbank.org/indicator/NY.GNS.ICTR.ZS; “Household and NPISHs Final Consumption 
Expenditure (% of GDP),” World Bank Open Data, accessed July 10, 2024, https://data.worldbank.org/indicator/
NE.CON.PRVT.ZS ; “Net Trade in Goods and Services (BoP, current US$),” World Bank Open Data, accessed July 10, 
2024, https://data.worldbank.org/indicator/BN.GSR.GNFS.CD.

https://data.worldbank.org/indicator/NY.GNS.ICTR.ZS
https://data.worldbank.org/indicator/NE.CON.PRVT.ZS
https://data.worldbank.org/indicator/NE.CON.PRVT.ZS
https://data.worldbank.org/indicator/BN.GSR.GNFS.CD.
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Ordinary households tend to consume a greater share of their income, while businesses 
consume none of their income, and governments and the extremely wealthy consume a low 
share of their income.15 In countries in which workers and ordinary households are unable to 
consume much of what they produce, the savings share of GDP (the portion of GDP that is 
not consumed) is by definition high. By contrast, when workers retain a greater share of their 
production, the savings rate is lower. Thus, repressed consumer demand due to indirect and 
direct transfers from consumers to manufacturers in surplus countries leads to lower savings 
rates in surplus countries, reflecting the inability of ordinary households in such countries to 
retain what they produce.16 

When households cannot afford the goods and services they produce (in other words, when 
domestic savings exceed the amount of productive investment that can be absorbed by the 
economy), the economy has six options—none of them easy or pain-free.

The first is to raise household income to realign consumption and production by reversing 
subsidies. Such a realignment is very difficult, as it would impose a heavy economic cost on 
subsidized industries, undermining their current competitiveness. This is often a political 
nonstarter. Japan has been trying unsuccessfully to undo the subsidies that catapulted it to 
high-income status since 1986, and China has been attempting to do the same since 2007.17 

A second option is to boost domestic spending on property, infrastructure, and manufac-
turing, even if it is unnecessary. This will allow the economy to absorb excess savings for 
some time. This is what was done in the Soviet Union and Brazil in the late 1960s and the 
1970s, in Japan in the 1980s, and in China in the past ten to fifteen years.18 Unproductive 
investments, however, can create surging debt burdens. Unrecognized losses from unpro-
ductive investments inflate asset prices. Debt issued to fund such investments using these 
excess savings will reflect the inflated asset value rather than the true value. As a result, this 
debt will be unsustainable—when asset prices deflate to reflect their true value, the debt will 
remain structured as if the asset was more productive, and thus more valuable than it is.

A third option is to reduce production and fire workers to reduce savings. This will lead to a 
decline in both consumption and production until they are back in line. The United States 
adjusted in this way in the early 1930s through the Great Depression, and Brazil did some-
thing similar in the mid-1980s.19 However, this is an extremely painful form of adjustment 
that creates both negative growth and higher unemployment. 

The fourth option is to lower interest rates to try to get households to raise their consump-
tion through borrowing. But this avenue will eventually strain the household sector and 
is unsustainable. A fifth option is for the government to increase aggregate consumption 
through increased borrowing, but this too is unsustainable over the long term. 

All five options are either politically painful, incomplete solutions, or both. As a result, many 
surplus countries choose the sixth option: externalizing the imbalance. Rather than rebal-
ancing production and consumption domestically by ending subsidies, raising unemploy-
ment, or increasing debt, a country can run persistent trade surpluses, effectively exporting 
its excess savings—and the negative consequences of its subsidies—to its trade partners. 
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 Effects on the United States
The United States, as a deficit country, experiences the opposite of what surplus countries 
experience. The current trade system increases the capacity of American households to 
consume, while reducing the competitiveness of American manufacturing. As a result, 
U.S. producers are effectively forced to subsidize U.S. consumers, which has hollowed out 
the American manufacturing industry. The U.S. share of global manufacturing fell from 
15 percent to 10 percent over the period 2000 to 2021, as shown in Figure 3. Without 
the advantages foreign manufacturers enjoy due to their governments’ industrial policies, 
American manufacturers are forced to compete on unfair terms.

Figure 3. U.S. Manufacturing as a Share of GDP

 

It is counterintuitive to think that it might not be a good thing to pay lower prices. 
However, just because American consumers pay lower sticker prices does not mean that the 
United States as a whole is receiving more for less as a result of surplus countries subsidizing 
their manufacturing sector. The current U.S. debate on Chinese EVs illustrates this confu-
sion. Some commentators argue that China’s subsidization of EV production is good for the 
world because it makes it cheaper to buy EVs, while others argue that Chinese subsidies hurt 
the U.S. economy and slow the climate transition by making it more difficult for non-Chi-
nese producers to compete.20 

Although it is true that the sticker price for Chinese EVs is lower as a result of subsidization, 
this does not mean that it is ultimately China that bears the cost of this subsidy. Rather, 

Source: “National Accounts—Analysis of Main Aggregates (AMA),” National Accounts Section of the United 
Nations Statistics Division, https://unstats.un.org/unsd/snaama/Index, Accessed July 10, 2024.
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because this surge in Chinese EV exports is not balanced by a surge in Chinese imports, 
U.S. producers are effectively funding these subsidies with lost income. These subsidies 
distort the production of EVs away from where it might be most efficient and may ultimately 
prevent EVs from being produced in a way that allows the world to collectively maximize its 
ability to produce goods needed for the climate transition.

Some economists argue that the decline in American manufacturing is not a problem, but 
rather a natural result of the development of the U.S. economy. They argue that the United 
States should deemphasize manufacturing in favor of other sectors, such as services and 
technology. However, the ability of other non-commodity advanced economies to maintain 
relatively high manufacturing shares of GDP disproves the idea that a decline in manufac-
turing is a natural, much less inevitable, result of economic advancement. For example, as 
shown in Table 2, while manufacturing represents on average 16 percent of global GDP, it 
represents 18 percent of German GDP and 26 percent of South Korean GDP. What unites 
these countries is that they have historically run trade surpluses by subsidizing their manu-
facturing sectors at the expense of their households. By contrast, manufacturing represents 
on average only 11 percent of GDP in the United States, 9 percent in Canada, and 8 percent 
in the United Kingdom, all historically deficit countries that have been forced to adjust to 
surplus countries’ industrial policies. 

Thus, the decline in American manufacturing does not reflect comparative advantage but is 
rather a result of a global trade regime that distorts it by subjecting the U.S. economy to the 
impact of industrial policies chosen not by American policymakers but by the United States’ 
most aggressive trade partners. The decline of the U.S. share of global manufacturing is not 
caused by some natural evolution of the economy, but rather by the United States’ willing-
ness to go along with this.

In addition to this decline in manufacturing, the U.S. is being forced to find a way to 
accommodate the glut of excess savings that surplus countries have exported to the United 
States. In principle, this adjustment could take the form of either increased investment 
within the U.S. or a decrease in domestic savings. Evidence suggests that the excess savings 
imported into the United States has not caused an increase in investment, suggesting instead 
that the inflow of excess capital has decreased domestic savings.

In the United States, business investment is not constrained by the scarcity of capital but 
primarily by demand. Indeed, American businesses sit on substantial piles of liquid assets, 
amounting to $6.9 trillion—approximately 12 percent of their assets, even after engaging in 
substantial acquisitions and share buybacks.21 Since 1970, the liquid asset share of total assets 
held by American businesses has risen sharply (see Figure 4). In such a context, in which 
investable capital is abundant, the economy is unable to absorb excess capital as productive in-
vestment. As a result, excess capital from abroad crowds out domestic savings. Thus, although 
the United States should in theory have a high savings rate (because the U.S. has a high level of 
income inequality and the rich save more of their income than the poor), the United States in 
fact has a low savings rate at 19 percent compared with 27 percent for the world.22 
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Figure 4. Liquid Assets Share of Total Assets Held by Nonfinancial  
Corporate Businesses

However, the United States has become the world’s top destination for excess global savings, 
because American assets, such as factories, farmland, apartments, and stocks and bonds, are 
highly valued abroad due to the United States’ flexible financial markets, robust corporate 
governance, and friendliness to foreign capital. As a result, much of the world’s trade sur-
pluses have been externalized into the United States in exchange for assets. Because of this, 
and because the U.S. allows the free flow of capital into its borders, the United States has 
become a persistent net importer of foreign capital, pushing down its domestic savings rate. 
As seen in Figure 5, prior to around 1980, the U.S. capital account was roughly balanced, 
before turning deeply negative amid policy changes that allowed the free flow of capital into 
the country.

A number of mechanisms can cause foreign capital inflows to force down the U.S. savings 
rate. One of them is a rise in unemployment. As the emergence of a trade deficit forces U.S. 
imports to rise relative to exports, a portion of demand formerly directed toward domestic 
factories moves to foreign producers, without a compensating increase in demand from 
abroad for U.S.-produced goods and services. As a result, American producers are forced to 
lay off workers. Because workers must consume, regardless of their employment status, pro-
duction falls faster than consumption, reducing the savings rate. Unemployed workers tend 
to have negative savings rates, as they must consume but typically have little to no income.23 

Source: Author calculations using data found on the Federal Reserve Bank of St. Louis (FRED) website:  
“Nonfinancial Corporate Business; Liquid Assets (Broad Measure), Level,” FRED, accessed, June 7, 2024,  
https://fred.stlouisfed.org/series/BOGZ1FL104001005Q.
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Figure 5. U.S. Capital Account Balance

However, most studies on the impacts of trade deficits on the U.S. economy do not attribute 
a substantial decline in employment to the rise of globalization.24 This is because the U.S. 
government has compensated for the reduced demand experienced by domestic producers 
through mechanisms that still force a reduction in American savings. Washington has typically 
done this through one of two ways: expanding the fiscal deficit or lowering interest rates. 

In expanding the deficit, the U.S. government takes on more debt to raise demand in the 
economy, which lowers domestic savings, accommodating the inflow of foreign savings. 
When the Federal Reserve lowers interest rates, this expands the money supply, encouraging 
banks to expand household debt, which households can then use to expand consumption. 
Because this increase in demand is again fueled by debt, it reduces savings. The combination 
of lower interest rates and high foreign demand for U.S. assets can also create real estate or 
stock market bubbles, which further encourages household debt by forcing U.S. households 
to pay inflated prices for assets. 

Data on the U.S. economy reflects this rise in government and household debt, as well as 
the accompanying fall in U.S. savings. The federal deficit has risen precipitously to over $1 
trillion in 2023.25 The deficit has grown from 0.26 percent of GDP in 1970 to 6.2 percent in 
2023, greater than the GDP share of the United States’ vaunted information sector in 2023.26 
Data on U.S. household debt tells a similar story; the debt has risen from 43.9 percent of 
GDP in 1970 to 74.4 percent of GDP in 2022 (see Figure 6). 

Source: “Balance of Payments: Current Account: Balance (Revenue Minus Expenditure) for United States,” Federal 
Reserve Bank of St. Louis, accessed September 6, 2024, https://fred.stlouisfed.org/series/USAB6BLTT02STSAQ. 
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Figure 6. Household Debt, Loans, and Debt Securities as a Share of GDP

The consequence of this has been a decline in the United States’ savings rate relative to the 
global savings rate. As seen in Figure 7, forty years ago, the U.S. had a similar savings rate to the 
world as a whole (22 percent compared to 23 percent). Since then, however, a gap has opened. In 
2022, the United States had a savings rate of 19 percent compared to 27 percent for the world. 

Figure 7. U.S. Savings Rate as a Share of GDP

Source: “Global Debt Database—Household Debt, Loans and Debt Securities,” International Monetary Fund, 
accessed July 10, 2024, https://www.imf.org/external/datamapper/HH_LS@GDD.

Source: “Gross Savings (% of GDP) - United States, World,” World Bank Open Data, Accessed July 10, 2024, 
https://data.worldbank.org/indicator/NY.GNS.ICTR.ZS?end=2022&locations=US-1W&start=1981&view=chart. 
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Because the United States is unable to absorb capital inflows via a rise in investment, foreign 
inflows must cause a decline in savings, even if this does not occur through a rise in unem-
ployment. As a result, the negative impacts of the current trade system do not show up in 
data through a rise in unemployment, but rather through a rise in debt and the erosion of 
the manufacturing share of the U.S. GDP. 

 Dollar Dominance, Capital Controls, and  
the Development of the Contemporary 
Trade Regime
The current global trading system, characterized by the dominance of the dollar and trade 
regulation that allows for persistent trade imbalances, was created through several important 
shifts throughout the course of the twentieth century.27 In the nineteenth century, trade 
was primarily funded through specie (gold and silver coins) and central banks held foreign 
currency on belief in the credibility of the issuing country’s commitment to converting 
that currency into specie.28 Thus, although in today’s economy, the dominance of the dollar 
results from the strength of the American economy, previously, a country’s relative economic 
might had nothing to do with a currency’s usefulness in trade. Although the U.S. economy 
had become the world’s largest by the end of the nineteenth century, the dollar remained 
relatively insignificant in global trade.29 

Gold convertibility constrained trade in important ways. Under the pre-dollar system, trade 
imbalances were limited by the ability of each country to maintain convertibility. Each 
country’s currency was only useful in trade insofar as that currency could be converted 
for gold. Large trade imbalances threatened convertibility, as each country’s promise to 
exchange currency for gold became less credible when foreign holdings of the country’s 
currency rose relative to its central bank’s gold reserves. As a result, trade in the pre-dollar 
system was broadly balanced, with some small exceptions. 

Gold convertibility also ensured that trade imbalances would self-correct through the 
price-specie flow mechanism. Surplus countries would experience an inflow in gold, raising 
the supply of money in surplus countries, which would then spark inflation; in response, 
exports from that country would decrease and imports would increase, as foreign products 
became more competitively priced. The opposite would occur in deficit countries, where 
the outflow of gold would spark deflation, making goods from the deficit country more 
attractive for export. Thus, demand contraction in deficit countries was always matched by 
demand expansion in surplus countries.30
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This system shifted as Europe emerged from World War I with substantial reconstruction 
costs, much of which the victors sought to impose on Germany. This caused the dollar to 
rise, as the United States began exporting savings to fund reconstruction costs.31 Ultimately, 
however, this arrangement led to the 1931 European banking crisis and eventually both 
Germany and the United Kingdom abandoning the gold standard.32 Tensions over the 
inability of Germany and other debtor nations to repay the reparation and debts they owed 
following the war, the emergence of beggar-thy-neighbor policies, and a rise in isolationism, 
particularly in the United States, contributed to the Great Depression and the collapse of the 
international financial system.33

Following the end of World War II, the architects of the postwar economic system, conven-
ing at Bretton Woods, sought to apply lessons learned from the mistakes of post-World War 
I reconstruction. They strove to design a system that would prevent beggar-thy-neighbor 
policies and limit flows of speculative capital. However, they disagreed on how to do so. 

British economist John Maynard Keynes argued for a global trading system in which 
surpluses and deficits could not persist. The American delegation, led by Harry Dexter 
White, rejected Keynes’s proposal, insisting instead on the establishment of an international 
fund to counteract destabilizing flows of capital. The resulting Bretton Woods system 
required countries to guarantee convertibility of their currencies to the dollar at a fixed rate, 
with the value of the dollar pegged to the value of gold (at $35 an ounce) and convertible to 
gold by foreign governments. 34 The International Monetary Fund was established to serve 
as the international fund White had envisioned, tasked with overseeing the system of fixed 
exchange rates.35

In 1971, U.S. president Richard Nixon devalued the dollar and halted the convertibility of 
the dollar to gold, ending the Bretton Woods system and ushering in a new era of unrestrict-
ed capital mobility. Following Nixon’s move, most of the world’s major currencies switched 
from fixed exchange rates to a free-floating system, so that the international flow of capital 
was no longer restricted by the need to maintain currency pegs. This combination of dollar 
dominance and unrestricted capital flows created the contemporary global trading system.36 

 What a Well-Functioning Global Trade 
Regime Looks Like
Advocates’ vision of globalization and unrestricted capital flows was to expand trade 
throughout the world, uninfluenced by market distortions, so that resources could shift to 
their most productive uses worldwide, enabling more people to consume more and increas-
ing the economic fortunes of all.37 These advocates were correct in a way; if global trade 
can be structured to allow comparative advantage to determine the allocation of resources, 
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more exports would automatically lead to more imports, and all parties would be better off 
through an expansion of trade. 

However, the expansion of global trade unleashed after the demise of the Bretton Woods 
system did not occur within a context that facilitated the distribution of resources to their 
most productive uses. There are conditions under which an expansion of global trade must 
lead to either a contraction of global production, accompanied by a rise in global unemploy-
ment, or to ever increasing global debt, needed to bolster global demand.

Surpluses and deficits are not problematic in and of themselves. What matters is whether the 
excess of capital flowing from surplus to deficit countries is absorbed productively within 
the deficit country. If deficit countries can absorb this excess capital as investment, as would 
happen if investment in the deficit country was undersupplied, the global economy could 
become better off. However, if surpluses flow to places with no need for greater investment, 
the savings rate in the deficit country must fall to balance the inflow, either through a rise in 
unemployment or a rise in debt.

In any restructuring of the global trading regime, then, the rules of trade must ensure that 
resources are in fact able to flow where they are most productive. In a well-functioning trade 
regime, trade should be broadly balanced, ensuring that exports maximize imports. When 
trade imbalances do exist, they should mainly take the form of small, stable trade deficits 
run by rapidly growing low-income countries with investment needs that cannot be met by 
domestic savings and which instead meet those needs by importing savings from capital-rich 
advanced economies. Other forms of trade imbalances should be short-lived, since in a 
global economy without significant government-enforced distortions, surpluses and deficits 
will force fiscal and monetary changes that are automatically self-correcting. 

 Policy Solutions: Trade Interventions  
for Freer Trade
This world of balanced trade is not the world we live in. The current trade regime has been 
characterized for the past several decades by massive, persistent trade imbalances. Even more 
perversely, excess savings generated in both high- and low-income countries have mostly 
been directed to a handful of advanced, capital-rich economies, such as Australia, Canada, 
the United Kingdom, and the United States. 

In the face of such a system, how should the United States respond? In recent years, policy-
makers in the United States have implemented countervailing industrial policies such as the 
CHIPS Act and the Inflation Reduction Act, seeking to counter the decline in American 
manufacturing and accompanying trade imbalances. Such policies could effectively 
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encourage and protect specific manufacturing sectors, but if the United States persists in 
absorbing the excess savings of its trade partners, the country will continue to run a trade 
deficit and the American manufacturing sector as a whole will continue to decline. Thus, 
strategically important sectors of the economy may do well as a result of such policies, but 
only at the expense of the rest of U.S. manufacturing.38

Broadly speaking, deficit countries such as the United States have three options to respond 
to beggar-thy-neighbor policies: retaliate with similar policies of their own, aggressively 
subsidizing domestic manufacturing in the hopes of passing the cost on to their trading 
partners; accept the consequences of surplus countries’ policies, letting rising debt or un-
employment set in and succumbing to the erosion of manufacturing in their economies; 
or opt out of the existing global trade regime, either unilaterally or with other like-minded 
countries, in the hopes of creating a new system that can truly unleash the potential of trade 
to raise global fortunes.39 

The first option would lead to a crisis of global overproduction, unleashing economic calam-
ity like that of the 1930s. The second option would likely be politically unacceptable within 
deficit countries over the long term, deepening the pain consumers have already experienced 
as a result of the current trade regime. In the case of the United States, it effectively amounts 
to the U.S. economy being subjected to industrial policy designed abroad—in China, 
Germany, Japan, South Korea, and other countries whose policies cause their economies to 
run persistent trade surpluses.40 The third option, meanwhile, would be deeply disruptive to 
global trade. Nevertheless, the third option is the right one for the United States. To move 
the world’s trading system toward one in which competitive advantage can truly determine 
the terms of trade, the best response for both the United States and the world in the medium 
and long term would be for the United States to intervene to reverse the beggar-thy-neighbor 
polices of surplus nations. 

In this scenario, the United States, either unilaterally or with other like-minded countries, 
would implement policies that prevent surplus countries from externalizing the cost of 
their industrial policies by running persistent trade surpluses. This could be achieved either 
through restrictions on the ability of surplus countries to dump goods into the U.S. econo-
my, for instance via the imposition of tariffs, or through restrictions on their ability to dump 
excess savings into the U.S. financial system, notably by taxing capital inflows.

Neither approach is a perfect antidote (see Table 4). A system of uniform tariffs, for 
instance, risks imposing the same costs on countries that are more and less aggressively 
mercantilist. Tariffs work to undo the U.S. trade deficit by forcing the rest of the world to 
reduce supply relative to demand, reducing the rest of the world’s excess savings. A uni-
form tariff on all imports does not discriminate between countries that run surpluses and 
those that do not. Also, more aggressive mercantilist countries will have a greater excess of 
savings compared with other countries, allowing them to better insulate themselves from 
the costs imposed by tariffs. 
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Table 4. Comparing Policy Responses to Reduce Trade Deficits

Advantages Disadvantages
Tariffs •	 Can be enacted within the existing 

trade system, without a significant 
reimagining

•	 Difficult to target at countries with 
beggar-thy-neighbor policies 

•	 Cannot force a total shift away  
from persistent imbalances

Capital Controls •	 More targeted than tariffs 

•	 Taxes are paid by financial institutions 
rather than consumers

•	 Politically unpopular among  
powerful American constituencies

Yet there are strategies to get around this problem. For instance, the United States could 
both build a broad consensus around reimagining the global trade system and address this 
problem of uniformity by making countries exempt from tariffs if they agree to join an 
agreement to implement similar “anti-mercantilist” tariffs. The United States could presum-
ably wield tariffs more effectively and in a more targeted way, as part of a broader reorganiza-
tion of trade aimed at creating new trade agreements that commit countries to maintaining 
broadly balanced trade. 

For the United States, however, tariffs are a blunt instrument, limited in how they can be 
used to shift the balance of trade because of the country’s special role in the global economy. 
Tariffs can help to improve the competitiveness of American-made goods in the domestic 
market and dampen demand for goods made in surplus countries. That said, tariffs can only 
force a change in the excess of savings over investment in the rest of the world if they are set 
at such a high rate that they force a contraction of foreign production, followed eventually 
by an expansion of foreign demand. 

Tariffs do not always achieve such a contraction. For example, when the United States set 
tariffs on Chinese imports in 2018, there was no effect on the U.S. current account deficit; 
the tariffs could not shift the balance between Chinese savings and investments, and China 
therefore continued to export its excess savings to the United States. Tariffs can shift the 
bilateral trade balance between a deficit and surplus country, but without a fundamental 
realignment in the surplus country’s savings and investments, neither side’s overall trade 
balances will shift. Bilateral tariffs, like those recently imposed against China by the admin-
istration of U.S. President Joe Biden, can strengthen particular manufacturing sectors that 
the United States considers strategically important, but they cannot drive a revival of global 
manufacturing overall or fix the core problem of beggar-thy-neighbor policies.

A more direct and focused alternative to tariffs is to reintroduce capital controls. So long as 
the United States allows unfettered access to purchases of American assets and it remains 
the preferred destination for excess savings from abroad, the United States will have no 
choice but to run a trade deficit. If the rest of the world chooses to implement industrial 
policies that suppress domestic demand and force up their savings relative to investment, as 
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long as they can freely export these excess savings to the United States by buying American 
assets, the U.S. trade account and savings rates will be forced to accommodate these inflows, 
resulting in a persistent U.S. trade deficit. The United States could address this reality by 
adopting capital controls to prevent other countries from freely exporting excess savings into 
the United States. If the U.S. were to tax capital inflows, or otherwise control them, surplus 
countries could not externalize the costs of their excess savings into the United States.

Capital inflows could be controlled through a number of mechanisms, including taxes, 
volume restrictions, bank reserve requirements, government approvals for transactions, and 
limitations on investor eligibility. An effective capital inflow regulation regime would need 
to be flexible, allowing for benign, temporary trade imbalances that balance an increase in 
productive investment while penalizing short-term and speculative inflows. 

A tax on foreign investment, such as that proposed in a bipartisan 2019 bill introduced by 
U.S. senators Tammy Baldwin (D-WI) and Josh Hawley (R-MO), would regulate capital 
inflows flexibly by penalizing short-term investments more than long-term investments and 
by tasking the Federal Reserve with shifting the tax rate on foreign investments to target 
a balanced current account.41 A flexible tax rate that shifts with the trade balance would 
allow for inflows when foreign investment would be productive, while also creating a tool to 
protect the United States from dumping and from destabilizing speculation. In addition to 
helping make the global trading system more productive, such a tax would improve financial 
stability and productivity and ultimately foster economic growth.42

Critics of taxing capital inflows and other means of restricting capital inflows argue that 
they would raise domestic interest rates. Maurice Obstfeld, an economist at the Peterson 
Institute for International Economics, argues that because restricting inflows from abroad 
would make borrowing foreign capital more expensive, the cost of borrowing in the United 
States would increase overall. He points to this supposed increase in the cost of borrowing to 
argue that restricting capital inflows would have an inflationary effect.43 

However, investment in the United States is constrained by weak demand, not the scarcity 
of capital. Indeed, there is an oversupply of capital in the country, as shown in Figure 4. 
Domestic capital that is currently unproductive is readily available as an alternative to 
foreign capital should the cost of borrowing from abroad rise. Thus, foreign inflows are not 
currently lowering interest rates, and reducing the supply of foreign inflows would not in 
turn raise interest rates.

Significantly restricting capital inflows into the United States would substantially change the 
role that the dollar currently plays in the global economy. The U.S. dollar is the world’s most 
widely used currency because of the depth, liquidity, and flexibility of U.S. financial mar-
kets, along with the country’s strong protection of foreign investment. The dollar dominates 
global trade and capital flows because the United States acts as the most significant absorber 
of global excess savings. Preventing foreign actors from easily accessing American assets 
would reduce the global significance of the dollar and move the world toward one in which 
no currency plays the role that it currently plays.
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The United States could control capital flows unilaterally, or with the world’s other major 
economies as part of a broader reimagining of the global trade and capital regime. A uni-
lateral shift would likely be extremely painful and, in some cases, even destabilizing for 
countries such as China, Germany, Japan, Russia, and Saudi Arabia; these countries would 
likely be unable to quickly resolve domestic demand and savings imbalances. On the other 
hand, such a move would boost American manufacturing, raise domestic wages, and force 
U.S. businesses once again to rely on raising productivity rather than lowering wages to 
achieve international competitiveness.44 

A multilateral shift toward a new trade and capital system, however, would be less disruptive 
for the global economy and allow the United States and other countries to maintain some 
degree of control over global trade and capital flows. Washington and its allies could do 
so by negotiating a new set of trade agreements that would force members to resolve their 
domestic demand imbalances at home rather than force their trade partners to absorb them. 
One mechanism to do so, originally proposed by Keynes at Bretton Woods would intro-
duce an International Clearing Union and a global synthetic currency (which he called the 
bancor) designed to absorb global imbalances and spread out their consequences across the 
major economies.45  

A shift toward capital controls would affect different American constituencies in unique 
ways. A more productively allocated global trade system, as well as the improved financial 
stability that would result from capital controls, would likely generate broad economic 
growth. American workers, farmers, and domestic producers in particular would benefit 
from the ability to engage in global trade fairly. However, three significant and powerful 
American constituencies will likely protest this shift away from dollar dominance: Wall 
Street, the foreign affairs establishment, and large corporations. 

The American high finance industry is globally dominant because of the global dominance 
of the U.S. dollar in trade and capital flows. With the end of dollar dominance, American 
financial services firms could not capture such a large share of global profits. The foreign 
affairs establishment currently uses the dominance of the U.S. dollar to impose sanctions 
on countries that oppose U.S. geopolitical interests, prompting unfriendly nations such as 
China and Russia to explore de-dollarization on their own terms. Reducing the importance 
of the dollar in global transactions would take away sanctions as a policy lever. Finally, 
large multinational corporations benefit from the easy transfer of capital in and out of the 
United States, which allows firms to easily operate across borders and move resources toward 
jurisdictions in which they have a tax advantage. 

American policymakers face a choice. Whose interests should they prioritize? By maintain-
ing the status quo, they side with those powerful constituencies that benefit from dollar 
dominance. The move toward a new trade paradigm, on the other hand, could rein in the 
economically powerful to create a more equal economic system that unleashes renewed 
productivity, ensuring that trade works for all Americans.
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 Conclusion
Although there is a tendency in policy circles to treat industrial policy and trade policy as 
separate, there is no meaningful difference between most forms of the two. Because savings 
must equal investment across the entirety of the global economy, any policy that forces up 
the savings rate in one area must be balanced by either higher investment or lower savings 
elsewhere. As a result, any economic, monetary, or fiscal policy that affects the balance 
between a country’s domestic savings and its domestic investment must necessarily affect 
the country’s trade balance and, through its trade balance, affect the balance between the 
savings and investment of its trade partners. This is why in the current system countries 
are able to effectively impose trade policy onto one another through beggar-thy-neighbor 
industrial policies. 

Trade restrictions, particularly capital controls, can restore the freedom of countries to direct 
their economic policy in favor of their citizens, and restore the world to a system of truly free 
trade, in which comparative advantage determines the distribution of resources. In this way, 
trade restrictions can lead to a world of freer trade.

There are a wide range of policies that cause trade distortions, many of which do not target 
trade explicitly. As a result, to create a global trade environment that can truly unleash the 
benefits of trade, the rules of the global trade system should target overall trade imbalances, 
as Keynes proposed at Bretton Woods, rather than target specific trade violations. Because 
the World Trade Organization and other trade regulatory bodies have focused on the latter, 
the current trade system continues to stifle the promise of global trade. That is why the 
United States, and most of the rest of the world, would be better off with a radical reorgani-
zation of the global trading system.
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