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Why 25+ Years of Trade Deficits? A tale of
High Real Risk-adjusted Interest Rates and
the Appreciating/Depreciating Dollar

If the reader has examined the previous blogs on this issue, we
should be pretty much on the same page for the discussion that
follows. A short journey through the history of U.S. monetary
policy for the last forty years or so will help. Recall that the
1970s saw an acceleration of inflation ultimately reaching nearly
20% at an annual rate by late 1979 and early 1980. In the
spring of 1980, the FED (U.S. Federal Reserve) took a 180 degree
turn and went from accommodation of inflation, much of which
was due to the two oil supply side shocks of 1973 and 1978, and
began a policy of “wringing out” the inflationary overhang and
ignoring the consequences of a rising unemployment rate. Once
the inflationary pressures began to subside, nominal interest
rates fell abruptly.
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% Inflation

Consumer Price Index (CPI) Annual
Series Id: CUUROOOOSAO Not Seasonally Adjusted
Area: U.S. city average Item: All items
Base Period: 1982-84=100
extracted: January 10, 2011

http://www.bls.gov/cpi/
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The Fisher Effect was at work again
http://byrned.faculty.udmercy.edu/2003%20Volume,%20Issue%
203/Fisher%20Effect.htm

However, the fall in inflation was slightly greater than the fall in
nominal interest rates. This caused real interest rates
adjusted for risk to be relatively high compared to other
nations. By around 1982, the U.S. began to experience a shift
from a long standing surplus in its Trade and Current Account
balances to growing deficits.
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U.S. Department of Commerce Bureau of Economic Analysis
U.S. International Transactions Accounts Data
Table 1. U.S. International Transactions
[Millions of dollars]
Extracted Jan 10, 2011
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Even when the Fed funds rate was 1.00% in 2004, the capital
flowed in!

THEY HAVE TO INVEST THEIR DOLLARS
SOMEWHERE - Foreignh Investment in the U.S.
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Table 1. Foreign Holdings of U.S. securities, by type of security, as of selected survey
dates.
Billions of dollars

June June Jhume Jume June June June: June
Type of security 2002 2003 2004 2005 2006 2007 2008 2009
Long-term securities 3,926 4,503 5,431 6,262 7,162 9,136 9,463 8,492
Equities’ 1395 1,564 1.930 2,144 2430 3,130 2969 2252
Debt 2531 2,939 3,501 4118 4733 6.007 6494 6240
US. Treasury 908 1,116 1.426 1,599 1,727 1,965 2211 2,604
US. agency 492 586 619 791 984 1,304 1,464 1,196
Carporate 1130 1,236 1455 1,729 2,021 3738 2,820 2440
Short-term debt 12 47 558 602 615 635 358 1,149
US. Treasury 232 269 317 284 253 229 379 862
US. agency 88 97 124 150 147 109 174 90
Carporate 92 110 147 168 215 297 306 197
Total long-term and 4338 1,979 6,019 6,564 7,778 9772 10322 9,641
short-term

na  MNot available

1. "Equties” includes both conmmon and prefemred stock as well as all types of imvestment company shares, such as open-end,
closed-end, and money market nurtual fimds.
Hote: On thes and subsequent tables, conponents may not sum to fotals because of roundins,

Report on Foreign Portfolio Holdings of U.S. Securities as of June 30, 2009
Department of the Treasury and Federal Reserve Bank of New York
Board of Governors of the Federal Reserve System (April 2010

Revised: Table 2 on May 13, 2010)
http://www.treasury.gov/resource-center/data-chart-center/tic/Documents/sh12009r.pdf

The conventional wisdom was that the U.S. slow rates of
productivity growth, with accompanying increases in unit labor
costs and credit card crazed consumers hell bent on instant
gratification, were driving up imports and rising costs were
slowing export growth.

But was this the real reason for the reversal in the Trade and
Current Account balances? We think not.

There are five accounts in the conventional presentation of the
BOPA (Balance of Payments Accounts). That structure does not

indicate causality. Causality between the Current Account (nearly
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all of which is usually the Trade balance) and the Combined
Capital Accounts can run either way.

This author holds and has argued for years, that because of the
policy of intolerance to inflation adopted by the FED in the Spring
of 1980, real risk-adjusted interest rates in the U.S. were
relatively high and were a major factor that caused a surplus in
the U.S. Combined Capital Account and caused the growing deficit
in the Trade balance.

The U. S. was and still is the place to invest financially.
This net inflow of capital results in the demand for the Dollar (to
invest in the U.S.) to rise relative to the supply of the Dollar (to
invest in the rest of the World), making the Dollar scarcer and
causing it to appreciate (causing the “strong Dollar”). Of course
this means that foreign currencies are cheaper and the prices of
foreign goods in Dollar terms are cheaper that if the Dollar had
not appreciated and had remained weaker. The price of the
Dollar in terms of foreign currencies rose (foreign currencies
depreciated on a trade weighted basis versus the Dollar) causing
the foreign currency price of American goods and services to rise
and be more expensive than if the foreign currencies had not
depreciated. The result was that U.S. imports of goods and
services rose sharply relative to the U.S. exports of goods and
services and a chronic Trade deficit as well as a chronic Current
Account Deficit Balances developed.

It was the Combined Capital Account Surplus that caused
the Current Account and Trade Balance Deficits and NOT
the other way around.

Of course other nations enjoyed these results as their trade
surpluses with the U.S. (the same thing as U.S. Trade deficits)
stimulated their economies as Trade Balance surpluses do. When
the Dollar weakened due to the FFTTE, the U.S. Trade deficit
shrunk and European Union members shrieked loudly.

(The Financial Fiasco of Two-Thousand Eight (FFTTE))
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The so-called strong Dollar and the resulting Trade Deficit was
one of the reasons for the collapse of the U.S. economy in 2000
(yes 2000, and not 2001) and the weak performance of the
economy during much of the Bush Administration’s period. The
GDP went from a positive 7.3% real annualized growth in the 4"
quarter 1999 to a negative (0.5%) real in the 3™ quarter 2000!

(1) Significant rise in federal receipts as a percent of National

Income...

Tax Receipts as a Percentage of (Nominal) GDP
Data extracted from Department of Commerce:
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(2) ...and the FED’s change to a monetary policy of restraint, leading to

rising short-term interest rates.

The Collapse of the Economy 2000-2001
Fed Funds hike from 4.75% 1st Qr '99 to 6.5% in 2nd Qtr 2000

Reprise 2008...1.00% 2nd Qtr '04 to 5.25% 2nd Qtr '06

Real GDP Bureau of Economic Analysis; Fed Funds Target Rate Federal Reserve Board

The third underlying and ongoing factor contributing to the collapse
of the economy was the persistent trade deficit problem. Of course
this issue plagues us still, dampening an otherwise remarkable
recovery (remember from you economics classes, imports depress).
There are indications that this problem shall be addressed in the

future.

New Economic Paradigm Associates
©Copyright All Rights Reserved 2011
On the Web at http://www.econnewsletter.com/
-7-

10.0 7.5% GDP Growth
7.3% GDP Growth 6.5 Fed Funds Rate
_ 4th Qtr 1999 2nd Qtr 2000 3nd Qtr 2003 5.25‘2; l;egtFL;r(l)c(i)s6 Rate
S nd Qtr
< 8.0
© 1 1
2 q\‘
o | | |
[2] 60 a . .
b= [ 1 | 1
5 1 V4
z i | ! ¢ "N
o° | 1 - 3
Ij'_’ 4.0 - ] | I ] |
o° 1 1
| 1 | |
% 1 1 M
= 20 ! ! L I
11
o | iy |
9 00 LI A I
a | [ ) ‘/ I i '
© I | | | .
©
[ (20) N I l' -
o2 IFed Restraint >| || Fed Restraint | .
(40) R T \U T \1 T \b T \k T \b T I \k T \b T \k T \b. T \k T \b T \&I\ \b T \& T \b T \k T \b T \k T \UI T \& T \b \"
S » & 6 & & & & & &5 & & & & & 65 O &5 O & O o
173 7] 7] 5 7] 173 7] 7] 173 & 7]
~ ~ ~ ~ ~ ~ ~ ~ ~ I:l ;
/o) o) /<) ~ oy 29) g 10 ©
3 S S S S S S S S S S
~ ~ N N N N N N N N N
The Third Component




In Yuan per Dollar

There were other factors causing the U.S. Trade deficits. For
example, the Chinese depreciated their Yuan (Renminbi) (CNY)
from 2 CNY/$1.00 in the early 1980s and then pegged the Dollar
at 8CNY/$1.00 by the mid-1990s (currently around
6.8CNY/dollar). In Dollar terms, they flooded exchange markets
with Yuan and drove the price of the Yuan from $0.50 or fifty
cents to 1CNY to $0.125 for 1CNY. That is a 75% discount on
the Yuan and hence Chinese goods and services. That is the
reason for the huge U.S. Trade deficit with mainland China.

US Annual Imports/Exports China US Department of Commerce: Census Bureau
and Bureau of Economic Analysis
Exchange Rates: Board of Governors of the Federal Reserve System
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US DEFICITS with various countries including % share
2008

Data from U.S. Department of Commerce Bureau of Economic Analysis
[billions]
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Obviously, the U.S. has gone along with this Chinese initiative,
since we need a strong and stable China and no more Tiananmen
Squares sapping there efforts. You can connect the dots. Be
sure to re-read the first issue of this blog on the U.S. Trade
Deficit topic.

I hear ideologues argue that we (U.S.) needs a strong Dollar and
must avoid a Trade deficit. By a “strong” Dollar they must mean
an overvalued Dollar which of course is very likely to lead to a
Trade deficit. We have had a “strong Dollar” in respect to the
Chinese Yuan. It was achieved by the Chinese government
dumping Yuan in the foreign exchange market where Dollars are
traded for Yuan. They continue to do so to maintain a peg that
will give them a Trade surplus with the U.S. Arguing for a strong
Dollar and a Trade surplus reminds one of unions in the labor
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markets. The Law of Demand holds there as elsewhere. If you
want a high price for labor (high compensation per hour) labor
must give up job security. If labor wants job security, it must
give up high compensation rates. Witness the U.S. auto industry
and the UAW or "Big Three” portion versus the transplants. If
you want a strong Dollar you must be willing to expect a Trade
deficit. The use of impediments to imports such as tariffs and
subsidies to exports would have to be used in large doses and
this is no longer acceptable to the international community. Note
that in the chaos of the 1930s, nations depreciated their
currencies to increase exports and decrease imports. They
wanted a weak currency to achieve this Trade surplus. Seeking
Trade surpluses is in effect a neo-mercantilist strategy. The
nation with that Trade surplus is operating within its production
possibility curve and is accepting a lower level of consumption
and capital accumulation possibilities than it would have if it
experienced a Trade Balance or a deficit in its Trade Balance.
This was explained in the previous blogs focused on the U.S
Trade Deficit.

Remember Trade Deficits are deflationary. They enable a nation
to have consumption and capital accumulation possibilities not
achievable with a Trade balance or a surplus in their Trade
balance. But it must be financed and the resulting debt must be
serviced and may be converted into domestic market dominance
as the U.S. has experienced with Japan and Korea in the U.S
automotive markets.

Trade surpluses usually mean a weak or undervalued currency.
But trade surpluses can prove inflationary as the Chinese have
recently experienced. There is no free lunch, anywhere.
Somebody has to pay. Who will pay for the 2 to 3 trillion dollar
stimuli packages occurring in the U.S.? Better not run a tab or
you may have a cardiac arrest when you see the bill...too late.

Ciao!
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