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Financial balances still have youthful sheen 
The US trade deficit features prominently in the trade dispute with China.  Trump, for example, often 
leaves the impression that the US is hurt — even at full employment — by foreigners sending the US 
useful things in return mostly for pieces of paper yielding less than zero in real terms.  That issue is 
complicated and political and tends to obscure more serious issues in the trade dispute, such as 
intellectual property theft and China’s military rise.  

But from the perspective of US cyclical economic stability, the position of the broader current account 
balance  is actually cause for optimism.  The fact that the current account deficit is stable at a moderate 1

level, even as the federal fiscal deficit is large and apparently still rising, means that the private domestic 
financial balance must be in a healthy position, at least in aggregate.  

This is important because the last two US recessions started from, and were to a large extent triggered 
by, an unsustainable financial deficit in the private sector.  In 2001, the deficit was concentrated in the 
corporate (sub) sector, reflecting an over-investment cycle related to the tech bubble.  In 2008, the real-
economy issue was much more concentrated in the household sector, owing to the housing bubble, 
although there eventually developed adverse financial accelerators operating throughout the economy.   

That a similar risk appears not to be pressing now is a major positive, particularly given that the more 
traditional trigger of recession — inflationary overheating — is also absent. 

This is not like the last two times 

 

Source: BEA, FRB Atlanta, NBER, FH estimates 
Data are actual to Q2 and FH estimates informed by Atlanta Fed GDPnow to Q3.   

 The current account provides the broadest measure of the external balance.  Unlike the trade deficit, it incorporates international factor income 1

flows and transfer payments, and it fits directly into the financial balances accounting that is the focus of this note.  These points are well known. 
What is less well known is that the current account balance is probably also more accurately measured.  The measurement of the narrower goods 
and services trade balance is distorted by transfer pricing that results in an undercount of exports and an over-count of US corporate profits earned 
on overseas operations.  Within the current account, these distortions are offsetting, net of a minor timing issue. 
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The perceived role of the current account has shifted 

The perceived role of the current account balance in assessments of US macro stability appears to have 
shifted over the past couple cycles.  Before the 1990s, (what was then taken to be) large current account 
deficits were generally seen as a threat to the dollar and — through that channel — a potential source of 
upward pressure on inflation and real bond yields.  The premise then was that it might at some point 
become difficult to attract the international capital inflows required to finance the current account deficit, 
without a steep decline in the dollar, cheapening up of domestic asset prices, etc.  It is easy to forget that 
some of the brand name bears ahead of the Crisis were worried about a sudden stop of capital flows into 
the US triggering a deep bear market in bonds.   

That view was challenged somewhat by the 2001 recession and completely laid to rest after the GFC.  
The prevailing view now is that the current account deficit is relevant largely to the extent that it must be 
accommodated by a financial deficit in the domestic private sector.  As alluded to above, such deficits can 
be difficult to sustain, and may require extremely buoyant domestic financial conditions, including 
bubbles.  We might fairly say, for example, that the foreign capital inflows of the late 1990s and mid-2000s  
crowded in both a current account deficit and the need for major domestic imbalances, delivered through 
the tech and housing bubbles respectively.  That is the prevailing view, at any rate, and it seems fair to 
me.  

The cause of this shift of perspective is not necessarily just that analysts were wrong in the past and have 
been educated by events.  The idea that the ability to attract foreign capital might be a binding constraint 
arguably made more sense when the system was more prone to inflation and when a potential scarcity of 
capital globally was a serious concern.  In the current regime of lowflation, excess savings and chronic 
deficient demand, which some call secular stagnation, it seems only natural for the current account 
balance to be looked at through a different prism.  And the financial balances prism continues to present a 
benign picture, even ten years into this economic expansion. 

Deleveraging has stopped, but still not yet been replaced by releveraging 

Source: BEA, Financial Accounts of the United States, FH calculations 
All data are actual to Q2.  The notion of automatic deleveraging, discussed below, was originally developed by Jason Benderly of what is now called 

Applied Global Macro Research.   
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Automatic not-releveraging 

Taken in aggregate, the domestic private sector sustains a financial surplus by running gross saving 
ahead of gross physical investment.  The financial image of this is some combination of accelerated 
financial asset accumulation and reduced accumulation of financial liabilities, primarily through borrowing.   
Accordingly, there is a pretty direct accounting relationship between financial deficits and “leveraging” on 
the one hand and financial surplus and deleveraging on the other.  We can see in the left panel of the 
chart on page 2 that the huge private deficits of the 1990s and early to mid 2000s were reflected in a very 
steep leveraging trend, conventionally defined as a rise in the ratio of gross debt to income. The fact that 
that trend was not interrupted even briefly by the very mild 2001 recession is one (good reason) the 
1990s and 2000s are occasionally viewed as one single bubble episode, rather than two cycles.  

Following the so-called Minsky Moment in 2007, the US economy abruptly lost its ability to sustain a large 
deficit in its domestic private sector.  Our ability to borrow evaporated, which crowded out foreign capital, 
pushed the current account deficit toward surplus, and resulted in a huge rise of the federal fiscal deficit.  
While this transition was in train, the US economy suffered a major contraction, which demonstrated a 
principle that seems broadly applicable.  In a secular-stagnation-like regime, a large financial surplus in 
the domestic private sector is stabilizing — once in place. However, creating the potential need to move 
rapidly towards one is potentially quite destabilizing.  
   
By late 2009, the US economy had transitioned to the bullish side of that coin.  However, the consensus 
was slow to recognize this transition because it got distracted by the idea of “deleveraging” and failed to 
recognize that once the deleveraging trend was actually visible in the data the macro damage associated 
with it was almost entirely past.  Jason Benderly of Applied Global Macro Research (AGMR) wrote very 
presciently on this theme early in the recovery, and coined (perhaps earlier) the notion of “automatic 
deleveraging” to explain the process. I would encourage you to read Jason’s work for yourself if you can 
get it, but the gist of the argument is that the economy can sustain both a rapid recovery of credit-
intensive spending and deleveraging if the starting point is a crisis-driven compression of credit-intensive 
spending. 

In principle, the links running from the cycle to leveraging and deleveraging should be roughly 
symmetrical.  Accordingly, once credit-intensive spending enjoys a strong cyclical recovery, we should 
transition to an environment in which credit growth runs well ahead of growth in the credit-intensive 
spending itself.  The simple arithmetic of stock adjustment should take us from automatic deleveraging to 
automatic releveraging.  

But for the domestic private sector taken in aggregate, this has not happened, and for two reasons.  First, 
the cyclical recovery of credit-intensive spending (basically in all forms of investment, including is housing 
and durables) has been extremely muted by historical standards.  In fairness to the generally-mistaken 
fans of the spooky deleveraging story, some of this sluggishness may indeed have something to do with a 
desire to reduce leverage.  It is just that the bears overstated the importance, by failing to internalize the 
basic arithmetic.  

Secondly, we are right back at this idea of r v g, whose importance seems pervasive throughout macro 
these days.  With r well below g, private debt — like public — is simply less inclined to rise relative to 
income, for any given pace of credit financed spending relative to income.  JW Mason has been quite 
clever on this point, and I would encourage anyone interested in this aspect of the story to take a look at 
his work here. The main purpose of the paper is to demonstrate that the surge in household debt since 
the 1980s is not driven mostly by a consumption cascade in which the lower-income try too keep up with 
the Tudor-Joneses.  That somewhat moralistic story is not supported by the evidence, as Mason reads it.  
However, he sets out the importance of r v g (or i vs g in his notation) in a section starting on page 14.  
The important principles he highlights there are not going away.   
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The persistence of automatic not-releveraging in the overall private domestic sector can be attributed 
entirely to the household (sub) sector, which continues to delever more quickly than can be offset by the 
tendency to releverage in the corporate (sub) sector.   This is one of the reasons for the prevailing view 
that the next recession is much more likely to originate in the business sector than in the household 
sector, even if we do not invoke the issue of capex hesitation associated with the uncertainty created by 
the trade war.  But even in the corporate sector, the situation looks more complicated and unclear than 
overtly bearish.   I conclude this report by running through the recent data pertaining to that.  

Large surplus, deleveraging and low payment burdens 

Source: BEA, Financial Accounts of the United States, NBER, FH calculations 
All data are actual to Q2. 

Household story fairly straightforward 

The story in the household sector is conveniently straightforward and does not require much appreciation 
of nuance.  Household saving recovered after the financial crisis and has remained fairly high by the 
standard of the past couple decades.  Meanwhile, capital expenditures — in durable goods and houses 
— has staged a subpar cyclical recovery, again probably reflecting in very muted form the darker 
interpretation of deleveraging.  As a result, the household sector is running a large financial surplus and 
continues to deleverage.   The deleveraging, along with favorable r v g, has resulted in a steep decline of 2

the debt service payments burden as well as the financial obligations ratio, which includes other 
scheduled non-discretionary payments, such as most prominently rents.  

 The figures I show for the overall financial balance in the private sector include an estimate for Q3.  However, the data for the household and 2

corporate sectors taken in isolation are actual to Q2 only and not estimated to Q3.
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One fly in the ointment here might be distribution.  It would be better if these data, particularly related to 
the financial balance, were available on a more granular basis, as they will probably eventually be.  But 
the fact that debt growth has been so weak suggests suggests that the median consumer has 
participated in the move toward financial surplus.  Meanwhile, the favorable movement of r vs g does not 
discriminate much on the basis of income, except perhaps at the very low end.  And the low even is 
probably overrated by many macro analysts as a driver of the cycle anyway.  Poor people do not spend 
much money or make much contribution to the variation in overall spending in the economy.     

Corporate sector much less pristine 

The situation in the corporate sector is more complicated, but not necessarily outright negative, from the 
perspective of business cycle stability. The recent downward revisions in the GDP-based profits data 
have passed through to the Financial Accounts measures of “gross saving”, which are basically profits 
plus depreciation charges net of dividend payments.  Accordingly, the financial balance in the non-
financial corporate sector now appears to be hovering around zero.  This is much less an impressive 
buffer than was achieved earlier in the cycle, before margins came under some pressure.  But nor does it 
represent an overstretched position. For example, there is no comparison with the huge deficit achieved 
at the top of the tech bubble. And even compared with 2007, the surplus looks decent. Keep in mind that 
the economic crisis following 2007 did not originate in the corporate sector, although it ended up taking 
the hit along with everything else.  

Non-financial corporate sector appears to be roughly in financial balance 

Source: BEA, Financial Accounts of the United States, NBER, FH calculations 
Data are actual to Q2. 
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If the corporate sector’s financial balance determined the trend in its borrowing — as is directionally the 
case in the household sector — then the corporate sector would also be deleveraging. That is, its debt 
would be falling relative to its income, measured in the corporate sector as gross value added.   However, 
the situation is complicated by the fact that corporations continue to swap out their equity liability for new 
debt.  In other words, continued equity buybacks are the main factor — in an accounting sense — driving 
a continued steep rise in corporate leverage, as conventionally defined within macro.   

Ultimately, the trend in corporate leverage relates most importantly to credit quality, which is probably best 
studied by credit analysts with a much more granular approach than I can manage here.  We may be 
fairly confident, though, real operations operations of the corporate sector taken in isolation are not 
overextended.  So if there were to develop a financial shock in this sector it should not tend to get 
amplified by a real-economy imbalance.   

The fact that the US current account deficit is small relative to the large and rising fiscal deficit means that 
the underlying financial position of the domestic private sector is quite strong. This applies very cleanly in 
the household sector.  It also maps to the corporate sector, although the underlying position there is not 
quite so strong, and it is complicated a bit by the ongoing trend toward financial engineering.  

Gerard MacDonell 
gerard@frontharbor.com 

The information contained in this report has been obtained from sources believed to be reliable, but is not necessarily complete and its accuracy is not 
guaranteed. No claim is made regarding the fairness, accuracy, completeness, or correctness of the information and opinions contained herein. Views 
and other information provided here are subject to change without notice. All reports produced by Front Harbor are issued without regard to the specific 
investment objectives, financial situation or particular needs of any specific recipient and are not to be construed as a solicitation or an offer to buy or 
sell any securities or related financial instruments.  Predictions, forecasts, and estimates for any and all markets should not be construed as 
recommendations to buy, sell, or hold any security--including mutual funds, futures contracts, and exchange traded funds, or any similar instrument.  
The analyst authoring reports from Front Harbor may have positions in some of the securities discussed here.
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