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Assessing ‘threat’ of currency market intervention 
The threat of US currency-market intervention to push down the dollar seems awfully oddly timed.  The 
US economy is performing very well in macro terms and is more advanced in its cyclical recovery than 
most of its major trading partners.  Fiscal policy has recently been stimulative and the underlying fiscal 
deficit is now large by historical standards, especially for this stage of the cycle. With the recent budget 
deal, it is likely to rise further, although I have not yet chased down the magnitudes.  And yet, the US 
current account deficit  is only 2 ½ of GDP, which is almost four percentage points closer to balance than 1

it was during the mid-2000s. 

From an accounting perspective, the narrower US deficit is an image of the collective current account 
balances overseas.  Most of the adjustment in the US during the past decade can (mechanically) be 
attributed to narrower surpluses in China and OPEC.  The former, for example, has seen its current 
account surplus drop from about 10% of GDP to about nil, a point recently celebrated by economists at 
the IMF.  Their new chief is more worried about the proposed “remedy” than the remaining issue.  

Germany continues to run a surplus of about 7% of GDP; and it is not entirely unfair to hold Germany to 
account for that.  In a world of chronically-depressed aggregate demand, Germany is arguably free riding 
by exporting her surplus savings to other countries.  That is a complicated discussion, which I will touch 
on briefly immediately below.  The salient point here is that rising surpluses in Germany and to a lesser 
extent the overall euro area seem to be the exception.  The US current account deficit is low, particularly 
by the standards of the past two decades. 

Odd time to focus on external balances 

 
Source: BEA, Census, FH estimates 

Data are actual to Q1 and fairly-reliable FH estimates to Q2. 

 The current account is a broader measure of the external imbalance than is the net exports figure.  Moreover, net exports are 1

probably understated due to transfer pricing in tech and pharma.  Conveniently, this distortion does not affect the overall current 
account, because each dollar of under-reporting of exports is offset (over time at least) by an equivalent overstating of earnings on 
overseas investment. 
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Do current account balances even matter? 

There is some debate about whether current account balances even matter.  The perspective I favor 
claims that when the world is safely away from liquidity trap, balance of payments forces are more likely 
to determine the composition than pace of economic,  having little effect on employment in the deficit 
countries — at least immediately.   

For example, during the mid-2000s, China was exporting surplus savings to the United States, 
contributing to the famous bond yield conundrum, which crowded in interest-sensitivity demand while 
crowding out net exports.  This might have been expected to correct when China began to absorb her 
own savings, leading to dollar weakness, higher interest rates in the US, and a benign reversal in the 
pattern of demand growth. 

In the event, however, we first had a major credit and housing bubble in the US.  This was partly 
attributable to the original capital account disturbance from China and ended up imposing huge costs on 
the US and global economies.  The lesson in retrospect is that sudden increases of current account 
imbalances may be dangerous, even if there is no liquidity trap condition when the episode begins.  

Whether current account balances are benign or toxic, then, depends on the circumstance.  It is probably 
not unreasonable for US policy makers to want to avoid a repeat of the mid-2000s, during which a flood of 
foreign capital created conditions that were ultimately destabilizing.  Brow beating the Europeans to 
stimulate their own domestic demand via, say, fiscal expansion would not necessarily be misguided.  In 
contrast, the US really now has notquarrel with China over this issue, although foreign policy makers here 
might want to contain China for military, rather than purely economic, reasons.  And then, of course, there 
are the usual politics, under which admit any and all crazy hypotheses. 

Not a pressing worry 

The key practical point for us, though, is that the balance of payments situation is not remotely an 
immediate or even medium-term threat to the durability of the US expansion.  The main issue in the US is 
that growth must remain slow-to-moderate, to respect supply-side constraints.   As mentioned, the US 
current account deficit is small by historical standards. And it is contemporaneous with a large and likely-
growing federal government fiscal deficit.  Accordingly, the private-sector financial balance is in a healthy 
surplus, as indicated by the right panel in the chart on page 1.    2

This is stabilizing — and thus anti-recessionary — because large private sector financial deficits tend to 
be destabilizing and to risk financial crises that may or may not be associated with big shocks to real 
activity. For example, the huge imbalance during the late 1990s was followed by a deep bear market in 
equities, although the related recession was itself mild. And then there was the Global Financial Crisis.  It 
is a major mercy that the current environment does not resemble the periods prior to those events.   

There are other concerns, obviously, but the financial balances perspective is still flashing green for now 
and probably for at least several quarters more, particularly given that the fiscal deficit is more likely to 
rise than decline over this period.  A large fiscal deficit in the US is medium-term stabilizing, whatever its 
other virtues, because the US has ample fiscal capacity, particularly with the medium-term real bond yield 
durably below the potential growth rate.   In this environment, Ponzi public finance — no disparagement 3

implied — in sustainable.  Modern Monetary Theorists (MMT) would go much further to make much 
stronger claims.  I think they are mistaken on that, but in this environment the odds of their being proven 
wrong, having their logical flaws revealed, seems pretty low.  Practically speaking, then, it is not an 
interesting debate.  The large fiscal deficit along with the small current account are major positives from a 
cyclical stability perspective. 

 For the purposes of the chart, state and local government are treated as part of the private sector, as — not being sovereign — 2

they tend to be affected by the same cyclical influences as the formal private sector.  Quantitatively, this is not a big deal. Were I to 
exclude state and local from the private sector, the picture would look very similar. 

 This same issue makes the US current account deficit more sustainable from an external perspective.  In fairness, though, in the 3

most recent two episodes the US current account deficit has generated trouble via its link to domestic imbalances.  As argued 
here, they are not now an issue. 
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Dollar has been range-bound 

The benign condition mentioned above would partly unwind if the US were to do a fiscal tightening or if 
the US current account deficit were to begin widening dramatically from here.  But any deterioration on 
that front seems quite unlikely over the next couple years. For starters, the path of least resistance in DC 
is to deliver a larger fiscal deficit, at least over the next couple to few years.  The US current account 
deficit does seem likely to widen, but that call is conditional on US cycle continuing to outperform.   

Importantly, there is little pressure being exerted by the dollar on the current account, because it has been 
trading in a fairly narrow range for the past three years now. Why the earlier rally in the dollar did not drive 
a larger deterioration of the US payments balances is an interesting and separate discussion, which 
inevitably would link back to developments in the energy patch. But putting that discussion aside for now, 
enough time has passed since the initial dollar rally mid-decade that the effects are already largely in the 
external accounts data.   

Somewhat related, I would repeat my claim that the consensus — and especially the financial media — 
tend to report far more large moves of “the dollar” than actually occur.  For the purposes of US macro 
analysis, as opposed to currency trading, “the dollar” has done little for the past three years. 

Little impetus to macro from recent moves of dollar 
 

Source: Federal Reserve, x-rates.com, FH estimate 
Data are actual to June and FH estimate (for July) based on Wednesday afternoon individual FX rates. 
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But what if the Trump Show plays Crazy Town again anyway? 

Thus far in this brief note, I have argued that there is really no problem for currency intervention even to 
fix, even assuming it might itself be effective, which is dubious.  The US and rest of world probably have 
an interest in encouraging Germany and Europe generally to absorb more of their own savings in order to 
avoid storing up trouble further down the road. But complaining about Euro-QE II definitely does not fit 
into that, given that the main channel through which that initiative will work will be by reducing pressure 
on the European periphery and freeing up fiscal capacity there as well.  The reflex that QE is money 
printing is as wrong in Europe as it was in the US.  The odds of this being accepted are about zero, but 
there it is.  

Away from the logic here, though, what of the practical worry that the US might intervene in the currency 
markets to depress the dollar?  On that issue, I would raise three points: 

• Just because currency intervention is not warranted does not mean that we can exclude the possibility.  
Domestic politics and Trumpian idiosyncrasies play a role.  When I say this issue is not worth worrying 
about, I am talking about the implications not the possibility of the lever being pulled. 

• If there is to be currency intervention, the only way it might “work” at re-orienting US demand growth 
from the interest-sensitive sectors to the trade sector would be if the threat of more of it were to force 
America’s trading partners to do more to stimulate their own domestic sectors.  Absent that knock-on, it 
would be even less potent than QE purchases. Currency rates would move briefly and then go back to 
what they would have done anyway.  

• There is another mechanism through which US currency market intervention might deliver a still 
narrower US current account deficit, and yet would not qualify as “working.”  It is possible that by 
raising international trade tensions even further, a currency intervention might destroy global business 
confidence, impair international capital flows, and force up desired savings in the US relative to desired 
investment.  We would then get the current account “improvement” via recession. I think when people, 
such as PIMCO, fret about the “risk” of currency intervention they must have something along these 
lines in mind.  My call on this is that this effect would operate purely through symbolism, rather than 
tangible economic linkages.  If the currency intervention were interpreted as a trade policy escalation 
likely to be followed by other means, including trade-policy relation overseas, then that would matter.  
So we need, as always, to monitor the broader trade frictions and the game theoretic maneuvering 
behind that.  But being frozen out of risk taking by the threat of currency intervention per se would be a 
distraction.  Out in anticipation of a minor transitory shock, the timing of which is impossible, does not 
seem a high odds strategy.  

At S&P 3000, claiming that there are no worries also seems imprudent.  But this issue of currency 
intervention per se does not really make the worry list.  
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