
Is a Balance of Trade Surplus Good?

One often sees in the popular press the argument that a country is doing well
because it has a balance of trade surplus—that is, its exports are large relative to
its imports and its goods are thus in great demand abroad. Does this argument
make sense?

Domestic output can be expressed in terms of the following relationship.

Y = C + I +BT (Q, Y, Ỹ ) (1)

where Y is output, C is consumption, I is investment and BT (Q, Y, Ỹ ) is exports
minus imports, or the balance of trade, which can be expressed as a function of
the real exchange rate, Q, which can be expressed as

Q =
ΠP

P̃
(2)

where P and P̃ are the domestic and foreign price levels and Π is the foreign-
currency price of the domestic currency, and of the levels of domestic and foreign
incomes, here viewed simply as outputs. Equation (1)can be appropriately
rearranged as

Y − C − I = S − I = BT (Q, Y, Ỹ ) (3)

where S = Y − C is the level of domestic savings. It can be viewed as an
equilibrium condition with the real exchange rate adjusting to bring the balance
of trade into line with the net capital outflow represented by the excess of savings
over investment. The derivative of BT (Q, Y, Ỹ ) with respect to Q is negative
in that a fall in the real exhange rate, representing a fall in the world price
of domestic output, will lead to an increase in the quantity of that output
purchased in the international market.

Given the levels of foreign and domestic income, and hence the level of do-
mestic savings, the main factor determining the balance of trade will be the
level of domestic investment. An increase in world investment in the domestic
economy will lead to an increased net capital inflow and a rise in the real ex-
change rate to produce a sufficiently bigger balance-of-trade deficit (or smaller
surplus) to maintain equilibrium. Higher levels of the balance of trade will thus
be associated with lower levels of investment in the domestic economy. One
could argue that a higher level of investment in the domestic economy is good
since it indicates a higher demand for domestic resources with the economy
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expanding at a more rapid rate. On the contrary, a high level of the balance
of trade will indicate that investment in the domestic economy is lower, a bad
situation. Since a higher level of domestic investment results in a rise in the
domestic real exchange rate to create an appropriate decline in the balance of
trade, this good situation is matched by a rise in the relative price of domestic
output in terms of rest-of-world output. A high value of domestic output can be
viewed as good. An increase in foreign demand for domestic output that does
not affect investment will have no effect on the balance of trade. The increase in
the demand for domestic goods will cause the domestic currency to appreciate
in real terms, thereby increasing the real exchange rate and reducing exports
relative to imports sufficiently to return the balance of trade to its equilibrium
level.

Another reason why the domestic real exchange rate could rise is as a result
of a rise in the value of internationally traded goods, some of which are produced
in the domestic economy. An increase in the real exchange rate, or rise in the
price of domestic output, arising from this source can also be viewed as good.

We must conclude by noting that the best way of deciding whether an econ-
omy is doing well is to look at the magnitude of its real exchange rate with
respect to the rest or the world and not at the level of its exports relative to its
imports.

John E. Floyd
University of Toronto
February 10, 2014

2


